
STATE OF NEW YORK 

TAX APPEALS TRIBUNAL 
____________________________________________ 

In the Matter of the Petition  : 

of  : 

AUTOTOTE LIMITED  :  DECISION 

for Redetermination of a Deficiency or for Refund of : 
Corporation Franchise Tax under Article 9-A of the 
Tax Law for the Fiscal Years Ending June 30, 1983, : 
June 30, 1984 and June 30, 1985. 
_____________________________________________ 

Petitioner, Autotote Limited, P.O. Box 6009, 100 Bellevue Road, Newark, Delaware 

19714-6009, filed an exception to the determination of the Administrative Law Judge issued on 

July 13, 1989 concerning a petition for redetermination of a deficiency or for refund of 

corporation franchise tax under Article 9-A of the Tax Law for the fiscal years ending June 30, 

1983, June 30, 1984 and June 30, 1985 (File No. 805477). 

Petitioner appeared by Gough, Skipworth, Petralia, Summers, Eves & Trevett, P.C. 

(Kenneth Bersani, Esq. of counsel). The Division of Taxation appeared by William F. Collins, 

Esq. (James Della Porta, Esq. of counsel). 

Both parties filed briefs on the exception. 

After reviewing the entire record in this matter, the Tax Appeals Tribunal renders the 

following decision. 

ISSUES 

1. Whether petitioner was required to add back 90 percent of its Federal deduction for 

interest paid on indebtedness to a shareholder owning more than 5 percent of petitioner's capital 

stock. 

2. Whether the Commissioner of Taxation and Finance abused his discretion by failing to 

grant petitioner permission to file combined reports with its parent corporation. 
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FINDINGS OF FACT 

At the hearing below, the parties consented to have the controversy determined on the 

submission of documents without hearings. We find the facts as determined by the 

Administrative Law Judge and as stipulated to by the parties. Such facts are restated below. 

Petitioner, Autotote Limited ("Limited"), was incorporated under the laws of the State of 

Delaware on September 17, 1980. Limited is authorized to transact business in New York, 

Delaware, and other states. 

Limited is a wholly-owned subsidiary of Autotote Systems, Inc. ("Systems").  Systems was 

incorporated under the laws of the State of Delaware on May 19, 1979. Systems is not 

authorized to transact business in any state other than Delaware. System's principal place of 

business is 100 Bellevue Road, Newark, Delaware. It shares these offices with Limited. 

Limited's principal business is the design, engineering, manufacturing, marketing and 

operation of parimutuel wagering systems called "Totalisators". The Totalisator systems are used 

at horse and greyhound racetracks and jai alai frontons throughout North America, South 

America and Europe. In New York, Limited services parimutuel equipment at many horse race 

tracks and off-track betting parlors. 

Systems was formed in 1979 to be the holding company for a leveraged buyout of Limited, 

then an Australian corporation wholly owned by a second Australian corporation. To effect the 

buyout, Systems borrowed approximately 16 million dollars from institutional lenders in August 

1979. Since then, its business activities have related primarily to financial transactions 

associated with its buyout of Limited. 

Systems has no employees, offices or telephone lines of its own. Rather, it utilizes 

Limited's personnel and facilities to perform its functions. The officers and directors of Limited 

and Systems are identical. Both Limited and Systems hold Board of Directors meetings at the 

same time and at the same place. 



-3-

In June 1981, Systems refinanced its debt, incurred in the acquisition of Limited, by means 

of a private placement memorandum underwritten by Drexel Burnham Lambert, Incorporated. 

At the time of this refinancing, Systems lent the proceeds of the refinancing to Limited so that the 

interest cost associated with the outside debt properly matched the income used to service the 

debt. Net proceeds from the offering amounted to $14,600,000.00 which were used as follows: 

(a) $7,800,000.00 for reduction of bank debt incurred in connection with Systems's 

acquisition of Limited in 1979; 

(b) $5,000,000.00 for reduction of bank debt incurred to finance Limited's leased 

equipment; 

(c) $730,000.00 for the purchase of buildings at 50 Bellevue Road and 100 Bellevue 

Road, Newark, Delaware which were leased to Limited after acquisition; 

(d) the remainder for working capital. 

In June 1983, Systems again refinanced its outside debt because market interest rates had 

fallen dramatically. Moreover, the continued viability of Limited and Systems was then in doubt 

due to operational problems and the cost of debt service. In this transaction, approximately one-

half of Systems' outside debt was replaced with new Class A Preferred Stock. Under the terms of 

the stock issue, the Preferred Stock was to be redeemed by Systems within five years. If it was 

not, Systems would be subject to substantial penalties. The other one-half of the outside debt 

was refinanced over a shorter term at a reduced interest rate. The related debt of Limited to 

Systems, which had first been established in June 1981, was not changed after the June 1983 

refinancing. 

During Limited's fiscal year ended June 30, 1983, Limited paid interest totaling 

$3,078,141.00. All of this amount was paid directly by Limited to outside debt holders, and not 

to Systems, and all of this amount was deducted on Limited's New York corporation franchise 

tax report for the fiscal year ended June 30, 1983. Funds borrowed by Systems to pay for the 

acquisition of Limited were reloaned by Systems to Limited at an equivalent interest rate. To 

reflect these transactions Systems and Limited set up intercompany accounts which constituted 



-4-

an account receivable for Systems and account payable for Limited. When Limited paid interest 

directly to lenders, the intercompany accounts showed interest paid from Limited to Systems, and 

then from Systems to debt holders. The actual flow of funds was from Limited to debt holders. 

After Systems restructured its debt in June 1983, reducing its outside debt from 

$20,000,000.00 to $10,000,000.00 and replacing $10,000,000.00 of the outside debt with new 

Class A Preferred Stock, Limited continued to service its $20,000,000.00 debt to Systems. 

Because the underlying debt had been restructured, Limited paid directly to outside debt holders 

only that portion of the interest which continued to be held by outside creditors. The remaining 

portion of the principal and interest of its indebtedness to Systems was paid directly to Systems. 

On its New York corporation franchise tax report for the fiscal year ended June 30, 1984, 

Limited deducted 100% of that portion of the interest paid directly to outside creditors, and only 

10% of other interest paid to Systems. 

During its fiscal year ended June 30, 1985, Limited continued to make interest payments 

directly to outside debt holders. The interest expense deducted on Limited's New York 

corporation franchise tax report for the fiscal year ended June 30, 1985, represented 100% of the 

interest paid directly to outside bond holders and 10% of the interest paid directly to Systems. 

In December 1985, Systems redeemed its Class A Preferred Stock with the proceeds of a bank 

loan. The related debt of Limited to Systems was not changed after the redemption. The 

resulting capital structure of Systems (approximately $10,000,000.00 of bank debt and 

approximately $10,000,000.00 to note holders) has remained the same since December 1985. 

The transactions described above reflect the flow of actual funds. On their books and records, 

and with respect specifically to the intercompany account between Limited and Systems, Systems 

is shown as receiving all the interest, and paying out approximately one-half of the amount to 

outside debt holders. 

Limited and Systems have filed consolidated United States corporation income tax returns 

since March 27, 1981, the day on which Limited became a Delaware corporation and therefore 

eligible to file a United States consolidated return with Systems. 
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In fiscal years 1983 through 1986, Limited filed Federal income tax returns and State 

corporation franchise tax reports showing its income as follows: 

Year  New York  Everywhere 

1983 $ 387,720.00 $19,569,835.00 
1984 382,538.00 22,250,427.00 
1985 2,723,684.00 25,626,739.00 
1986 5,209,607.00 27,573,976.00 

The following table shows the amount of intercompany interest due to Systems from Limited 

in each of the fiscal years 1983-1986 as shown on Limited's and Systems' books and records. 

Year  Amount of Interest 

1983 $3,078,141.00 
1984 3,092,148.00 
1985 3,150,008.00 
1986 3,219,406.00 

The intercompany transactions between Systems and Limited consist of: (a) Systems obtaining 

from third parties and then reloaning to Limited substantial funds for capital and operating 

purposes; and (b) Limited making substantial principal and interest payments to Systems. 

The Division of Taxation conducted a field audit of Limited's tax liability for the years ended 

June 30, 1983, June 30, 1984 and June 30, 1985. As a result of the audit, several adjustments 

were made to Limited's reported tax liability. The only adjustment challenged by Limited 

concerns the interest payments shown above for years 1983, 1984, 1985 and 1986.1  The Division 

determined that, in calculating its New York income, Limited should have added back to its 

Federal income all interest payments from Limited to Systems, as shown on the intercompany 

accounts, minus a 10 percent exclusion. 

At the time of the audit, Limited expressed its opinion that if the interest payments were to 

be added back, the Division of Taxation should 

also require the filing of combined reports. The auditor informed Limited that the Division will 

not allow a holding company to file on a combined basis with a subsidiary corporation. 

1Finding of Fact "16" in the determination of the Administrative Law Judge. 
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On January 16, 1987, Limited filed with the Division of Taxation a request for permission 

to file reports on a combined basis with Systems for the fiscal years ending June 30, 1983, June 

30, 1984, June 30, 1985 and subsequent years. There is no evidence in the record that the 

Division directly responded to petitioner's request. 

On May 29, 1987, as a result of the audit, the Division issued to Limited the following 

notices of deficiency : 

Period Ending  Tax  Interest  Penalty 

June 30, 1983 $ 42.00 $ 20.00 
June 30, 1984 2,028.00 659.00 
June 30, 1985 10,058.00 1,830.00 $1,006.00 
June 30, 1985 1,332.00* 242.00 

*Temporary metropolitan transportation business tax surcharge. 

OPINION 

The Administrative Law Judge, relying on the decision of the former State Tax 

Commission in Matter of Mix 'N' Match of Miami, January 18, 1985, determined that the 

Division was correct in disallowing the exclusion of interest paid to outside debtholders for the 

periods beginning after January 1, 1984. The Administrative Law Judge cancelled the deficiency 

assessed for the tax year ending June 30, 1983 and so much of the deficiency for the fiscal year 

ending June 30, 1984 as was attributable to interest payments made or accrued prior to January 1, 

1984. 

The Administrative Law Judge also determined that while petitioner established that 

separate reporting results in significant distortion of its New York income and that under the 

facts and circumstances of this case the filing of combined reports would appear appropriate, 

petitioner presented no facts to justify its late filing of a request to file on a combined basis. The 

Administrative Law Judge determined that the Division did not abuse its discretion by not 

allowing Limited and Systems to file amended reports on a combined basis for fiscal years 1983, 

1984 and 1985. 

On exception, the petitioner reasserts its position that where a corporation is merely a 

conduit for interest payments made by a subsidiary for the benefit of outside creditors, such 
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payments should not be subject to the addback provision of section 208.9(b)(5). In the 

alternative, petitioner argues that if the conduit theory is not applied, separate filing by petitioner 

results in a distortion of its New York income. Since the Division has rejected petitioner's 

conduit theory, separate filing requires petitioner to add back 90 percent of its interest expense to 

income. This result, asserts petitioner, does not reflect the overall financial position of petitioner 

and distorts its New York taxable income. Thus, petitioner asserts that to preclude the reporting 

on a combined basis for fiscal years 1983, 1984 and 1985 merely because petitioner did not 

comply with the thirty (30) day application requirement of the Division's regulation (20 NYCRR 

6-2.4[a]) is an abuse of the discretion accorded the Division under Tax Law section 211(4). 

Finally, petitioner asserts that the Division's change in policy on the conduit theory of 

interest deductions is an unusual or exceptional circumstance which warrants permission to file 

amended returns on a combined basis notwithstanding its failure to comply with the 30 day rule. 

The Division reasserts its position (1) that, since Tax Law section 208.9(b)(5) contains no 

specific exception permitting a taxpayer to exclude interest payments passed through from the 

shareholder to an outside debtor, all such interest is subject to the addback rule of section 

208.9(b)(5); and (2) that "assuming arguendo that the combined report criteria are satisfied . . .", 

the petitioner did not request permission to file on a combined basis at least 30 days before the 

end of the fiscal years in question and has not shown that unusual or exceptional circumstances 

exist which warrant granting petitioner and its parent corporation permission to file amended 

returns on a combined basis. 

We deal first with the issue of combined reporting.  The sole ground advanced by the 

Division for denying petitioner permission to file on a combined basis was failure to timely file a 

request pursuant to 20 NYCRR 6-2.4(a). Under the circumstances in this case, we reject this 

position and reverse the determination of the Administrative Law Judge. 

Here petitioner was the subject of an audit by the Division pursuant to which its business 

activities were examined and its intercorporate dealings with its subsidiary scrutinized. The 

result was the Division rejected petitioner's conduit theory and required petitioner to add back 90 
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percent of its interest expense to income. The inclusion of intercompany interest expenses in 

income, petitioner asserts, does not reflect the overall financial position of Limited and distorts 

its New York taxable income. If combined returns were permitted, the intercompany interest 

transactions would be treated as subsidiary capital and thereby be excluded from the calculation 

of entire net income. This, petitioner asserts, would be a proper reflection of its New York 

taxable income. 

The crux of the matter here is whether the Division has abused the discretion accorded it 

under section 211(4) by refusing to allow or require the petitioner to file on a combined basis 

where the facts determined upon audit and stipulated to by the parties indicate that petitioner 

meets the conditions of the Division's regulation on combined reporting. 

Tax Law Article 9-A imposes a tax on foreign corporations doing business in New York 

on the basis of the business they generate in the State (Tax Law section 209.1). In order to 

properly reflect that tax liability, Tax Law section 211(4) authorizes the Division to require or 

permit corporate taxpayers subject to New York State tax to file combined reports with other 

corporate taxpayers irrespective of whether such corporations are doing business in the State, 

where: the parent owns or controls substantially all of the stock of the subsidiary; the 

corporations are, in substance, part of a unitary business conducted by the entire group of 

corporations; and if, under all of the circumstances of the intercompany relationship, combined 

reporting fulfills the statutory purpose of avoiding distortion of and more realistically portraying 

true income (Matter of Campbell Sales Co. v. State Tax Commn., 68 NY2d 617, 505 NYS2d 54, 

54-55; see also, Matter of Wurtlitzer Co. v. State Tax Commn., 35 NY2d 100, 358 NYS2d 762; 

Matter of Coleco Industries v. State Tax Commn., 92 AD2d 1008, 461 NYS2d 462; 20 NYCRR 

6-2.5[a]). 

The Division's current regulations, effective for all taxable years ending on or after 

December 31, 1983, follow the case law and provide that the Division may require or allow the 

filing of combined reports where the three conditions of the regulations have have been met: (1) 
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a stock ownership test (20 NYCRR 6-2.2[a]); (2) a unitary business test (20 NYCRR 6-2.2[b]); 

and (3) a distortion of income test (20 NYCRR 6-2.3). 

The regulations provide a standard pursuant to which the discretion of the Division is to be 

exercised (Montauk Improvement, Inc. v. Procaccino, 41 NY2d 913, 394 NYS2d 619). The 

distortion of income test contained in 20 NYCRR 6-2.3(a) provides that the Division of Taxation 

". . . may permit or require a group of taxpayers to file a combined report if reporting on a 

separate basis distorts the activities, business, income or capital in New York State of the 

taxpayers. The activities, business, income or capital of a taxpayer will be presumed to be 

distorted when the taxpayer reports on a separate basis if there are substantial intercorporate 

transactions among the corporations."  (Emphasis added.) "If a taxpayer meets the presumption 

of distortion because it has substantial intercorporate transactions . . . and if the filing of a report 

on a separate basis does not result in a distortion of such taxpayer's activities, business, income or 

capital in New York State, then the [Division] will not permit or require the filing of a combined 

report" (20 NYCRR 6-2.3[d]). In considering whether there are substantial intercorporate 

transactions, the Division of Taxation will consider transactions directly connected with the 

business conducted by the taxpayer (20 NYCRR 6-2.3[c]). 

The unitary business test and the distortion of income test are, in fact, interrelated factors.2 

In fact, the activities considered by the Division of Taxation in determining whether a unitary 

2In some cases the courts have treated the unitary business test and the requirement of substantial intercompany 
transactions as facets of a single inquiry. In Matter of Fedders Corp. v. State Tax Commn. (45 AD2d 359, 
357 NYS2d 719), the court upheld the State Tax Commission's determination to require the filing of combined 
reports where the only substantial intercompany transactions found were intercompany loans. In Matter of 
American Intl. Group v. Tully (89 AD2d 687, 453 NYS2d 797), the court annulled a determination of the State Tax 
Commission and permitted a holding company to file combined reports with its wholly-owned subsidiary despite the 
absence of any intercompany sales of products and transaction between the parent and its subsidiary, since the court 
found that the subsidiary financed the purchase of products sold to other subsidiaries and cited as a department of a 
unitary business conducted by the entire group with substantial intercompany transactions. In Matter of Coleco 
Industries v. State Tax Commn. (92 AD2d 1008, 461 NYS2d 462), the Appellate Court held that in determining 
whether combined reporting should be permitted, the ultimate "question is whether, under all of the circumstances 
of the intercompany relationship, combined reporting fulfills the statutory purpose of avoiding distortion of and 
more realistically portraying true income" (Matter of Coleco Industries v. State Tax Commn., supra, 461 NYS2d 
462, 463). 
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business exists are almost identical to the transactions considered to determine whether there are 

substantial intercorporate transactions (compare 20 NYCRR 6-2.2[b] with 20 NYCRR 6-2.3[c]). 

The facts submitted by the parties here establish that the conditions of the regulation are 

satisfied. First, it is clear that the stock ownership test is satisfied because petitioner is a wholly 

owned subsidiary of Systems. 

Next, the facts establish that Systems and petitioner were, in substance, part of unitary 

business conducted by two corporations. Petitioner was engaged in the design, manufacture, 

marketing and operation of automated wagering equipment, and Systems financed petitioner's 

business operations. Systems does not manufacture or acquire goods for petitioner, sell its 

products or finance sales to petitioner's customers. However, Systems lends money to petitioner 

and obtains outside financing for petitioner's business activities. There is complete integration of 

the operations of petitioner and Systems, with Systems relying entirely on petitioner's facilities 

and personnel to perform its functions. 

Finally, the facts are clear that petitioner has substantial intercorporate transactions with 

Limited which (a) entitle it to the presumption of distortion under the Division's regulations and 

(b), which petitioner asserts, results in significant distortion of its New York income if it is 

required to file on a separate basis. 

Neither the presumption of distortion nor petitioner's assertions have been rebutted by the 

Division. Rather, the only ground advanced by the Division for not allowing petitioner to file on 

a combined basis is the failure to comply with the thirty-day rule. We find this position wholly 

untenable in this case.  The purpose of the thirty-day rule would appear to be to permit the 

Division to establish the tentative filing status of a taxpayer prior to the time the returns are due.3 

3 The application (for AU 2.1) requires the name, address, employer identification number and the state of 
incorporation of each corporation to be included in the combined report; information showing that each corporation 
meets the capital stock and unitary business requirements and distortion tests of the regulations; the name of all 
corporations which meet the capital stock requirements but which are not to be included in the combined report, 
together with a statement of details as to why a combined report, which would include only the corporations listed, 
will equitably reflect the New York State activities of the corporations which meet the capital test and why the other 
corporations should be excluded. 

The request must also include the nature of the business conducted by each corporation, the source and 
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Although the Division reserves the right to require combination or decombine a taxpayer on audit 

(20 NYCRR 6-2.4[c]), the application and approval process allows the taxpayer to know how it 

should file and allows the Division to know from whom to expect a return. Even if there are 

other reasons for the thirty-day rule and the permission process, such reasons cannot be used to 

prohibit a taxpayer from filing on a combined basis where, as in the instant case, the Division, on 

its own initiative, has had the opportunity through the audit process to examine and scrutinize 

petitioner's business activities, in particular intercompany transactions. Under these 

circumstances, it would appear to us that the thirty-day rule cannot provide a basis for the 

Division's failure to adhere to the standards in its regulations (Montauk Improvement, Inc. v. 

Procaccino, supra). 

In short, if petitioner here meets the criteria in the regulations for combined reporting, it 

must be allowed or required to do so. 

Any other conclusion would give credence to an "unwritten fourth rule," that is, that the 

discretion accorded to the Division under section 211(4) is to be exercised only when the result 

will be a larger tax.  Surely, that is not the proper result. Rather, the goal is to require a report 

which is an accurate reflection of the income which should be subjected to taxation in New York 

State (Matter of Wurtlitzer Co. v. State Tax Commn., supra). If the Division determines after an 

audit that a taxpayer's tax liability in New York State will be properly reflected only if the 

taxpayer files a combined report, it is arbitrary for the Division to refuse to exercise its discretion 

to allow the taxpayer to file a combined report because the taxpayer has failed to request 

permission within a time period not prescribed by statute. 

This situation can be distinguished from that in Fuel Boss, Inc. v. State Tax Commn. (128 

AD2d 945 [3d Dept 1987]), where a complete audit was not before the court and the State Tax 

amount of gross receipts of each corporation and the portion derived from transactions with each of the other 
corporations, the source and amount of total purchases, services and other transactions of each corporation and the 
portion related to transactions with each of the other corporations and any other data that shows the degree of 
involvement of the corporations with each other (20 NYCRR 6-2.4). 
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Commission had not found that the taxpayer met the requirements for the filing of a combined 

return. 

Accordingly, based on the facts and circumstances in this case, we reject the Division's 

position and conclude that petitioner should be allowed or required to file on a combined basis 

for the years at issue. Since this conclusion encompasses all of the years at issue and provides 

the relief sought by petitioner, we need not address petitioner's alternative request for relief based 

on the conduit theory. 

Accordingly, it is ORDERED, ADJUDGED and DECREED that: 

1. The exception of petitioner, Autotote Limited, is granted; 

2. The determination of the Administrative Law Judge is reversed; 

3. The petition of Autotote Limited is granted in that petitioner and its parent, Autotote 

Systems, Inc., are permitted to file a combined report pursuant to § 211.4 of the Tax Law for the 

tax years ended June 30, 1983, June 30, 1984, June 30, 1985 and June 30, 1986; and 

4. The Division of Taxation shall modify the notices of deficiency dated May 29, 1987, 

accordingly, but such notices are otherwise sustained. 

DATED: 	Troy, New York 
April 12, 1990 

/s/John P. Dugan 
John P. Dugan 
President 

/s/Francis R. Koenig
Francis R. Koenig
Commissioner 

/s/Maria T. Jones 
Maria T. Jones 
Commissioner 


