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The Revenue Departnent assessed franchise tax against Macol
Cor poration ("Macol") for 1993 through 1995. Macol appealed to the
Adm ni strative Law Division pursuant to Code of Ala. 1975, §40-2A-
7(b)(5)a. A hearing was conducted on July 31, 1996. WII Sellers
and Jo Mtchumrepresented Macol. Assistant Counsel Jeff Patterson
represented the Departnent.

During the years in question, Micol owned 78 percent of a
partnership operating in Al abama. The sole issue in this case is
whet her the | ong-term debt of the partnership nust be included in
Macol 's capital base for Al abama franchi se tax purposes. The debt
was secured solely by partnership property and was nonrecourse
agai nst Macol .

The facts are undi sput ed.

During the years in issue, Macol was a 78 percent genera
partner in East Montgonery |nvestnent Conpany, a partnership doing
busi ness in Al abanma. The partnership incurred |ong-term debt
secured by partnership property. The debt was nonrecourse agai nst
Macol . It is undisputed that the debt constituted "capital" as

defined for franchise tax purposes at Code of Ala.1975, §40-14-



41(b)(3).

Macol failed to report the debt as capital on its Al abama
franchise tax returns for the subject years. The Depart nent
reviewed the returns, included the debt as capital, and entered the
final assessnment in issue. Macol appealed to the Administrative
Law Di vi si on.

Macol argues that the debt should not be included in its
capital base because (1) it is not liable for the debt, and (2) it
is not required by generally accepted accounting principles
("GAAP") to record the debt on its financial statenments. | agree
that Macol is not directly liable for the debt, and al so that Macol
may not be required by GAAP to record the debt on its financial
st at enent s. | disagree, however, that the debt should not be
i ncluded in Macol's capital base.

This sanme i ssue was decided in Flournoy Devel opnent Conpany &

Fl ournoy Construction Conpany v. State, F. 95-481 & F. 95-482

(Adm n. Law Div. 1/21/97). Fl ournoy held that a portion of the
| ong-term debt of a partnership doing business in A abama nust be
included in the capital base of a corporate general partner equal
to the general partner's percentage ownership of the partnership.

A foreign corporation that is a general partner in a
partnership operating in Al abama is "doing business" in
Al abama t hrough the partnership, and thus is subject to
Al abama franchise tax. See, Anerican Television &
Communi cations Corporation v. State, F. 95-258 (Adm n.
Law Div. 8/29/95). Consequently, Flournoy Devel opnent,
as a general partner in various limted partnerships
operating in Alabama, is subject to Al abama franchise
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t ax. As stated, the primary issue is whether the
nonrecourse partnership debt should be included in
Fl our noy Devel opnent's capital base.

Al abama franchi se tax is based on "capital enployed" in
Al abama. Code of Ala. 1975, §40-14-41(a).

"Capital" is defined at §40-14-41(b)(3) to include "l ong-
terni' indebtedness maturing in nore than one year. |If a
foreign corporation is operating in Al abama as a genera
partner in a partnership, and the partnership has | ong-
term debt, i.e., capital enployed in Al abam, that
capital enployed is generally attributable to the foreign
corporation/general partner. See, Anerican Tel evision.

Fl our noy Devel opnment ar gues, however, t hat t he

partnership debt should not be included in its capital

base because it is not liable for the nonrecourse debt.
| di sagree.

Capital enployed in Alabanma is the taxable event. The
capital represented by the partnership long-termdebt is
bei ng enpl oyed in Alabama. That capital enployed (or a
portion thereof) is attributable to Flournoy Devel opnent
through its interest in the partnership. The fact that
Fl our noy Devel opnment cannot be held |iable for the debt
is irrelevant.

Fl our noy Devel opnent, F. 95-481 & F. 95-482 at 2, 3.

The sane rationale applies in this case. The |ong-term debt,
i.e. capital enployed, by Macol in Al abanma through the partnership
must be included in Macol's Al abama capital base equal to Macol's
78 percent interest in the partnership. "The Departnent properly
treated the Taxpayer's percentage share of the partnership's |ong-

term debt as Taxpayer capital."” Anerican Television &

Communi cations Corp. v. State, F. 95-258 (Adm n. Law D v. 8/29/95)

at 2.

Macol also argues that the long-term debt should not be
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included in its capital base under GAAP. Macol's rationale is that
it "is not required to disclose the debt on its financial
statenents because the likelihood of Macol paying the debt is
remote.” Macol brief at 2, citing FASB Statenent #5. Again, |
di sagr ee.

Macol may not be required by GAAP to record the debt on its
financial statenents, but the debt still constitutes capital
enpl oyed by Macol in Al abana. "The substance of the underlying
transacti on nmust control, not howit is recorded on a corporation's

books. " Pechiney Corp. v. State, F. 96-106 (Admn. Law D v.

1/16/97), «citing Mgnolia Mthane v. State, 676 So.2d 341

(Ala. Cv. App. 1996).

The above substance over form principle was applied by the
Adm nistrative Law Division in at |east three franchise cases in
1996, each time to the benefit of the taxpayer/corporation.

Pechi ney, Wavexx Corp. v. State, F. 94-300 (Admn. Law Div.

1/16/96), and Speedring, Inc. v. State, F. 95-337 & F. 95-288

(Adm n. Law Div. 4/16/96). In each case, the corporation's
financial statenents included an entry which as recorded
constituted "capital" as defined at §40-14-41(b). The Depart nent
relied on the corporation's books in each case and included the
entry as capital. In each case, the substance over formprinciple
was applied, and the book entry was determ ned not to be capital,

and thus excluded from or not included in, the corporation's



capital base.?!

'n Weavexx, the corporation's books included a "loans to
shar ehol ders"™ account. The corporation conceded that on its face,
the account was includable in capital. The Adm nistrative Law
Division determ ned, however, that in substance the accounts



represented intraconpany transactions within the sanme corporation,
and thus should not be included in capital.

I n Speedring, the corporation recorded an interconpany payabl e
on its books using "push down" accounting. Applying the substance
over form principle, the Admnistrative Law Division determ ned
that the account was not capital because "in substance, there was
no underlyi ng i ndebt edness owed by" the corporation. Speedring, F.
95-237 at 5.

Finally, in Pechiney, a corporation advanced $1.7 billion to
two subsidiaries that used the funds to repurchase junk bonds. The
advances were recorded as interconpany | oans on the corporation's
books. The Departnent thus included the |oans as capital. Again
applying substance over how the item was recorded on the
corporation's books, the advance was determ ned to be an investnent
in the subsidiaries, and thus excludable from capital under §40-14-
41(d)(2), as anended by Act 95-564.
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It is wundisputed that the long-term debt in question
constituted "capital" pursuant to §40-14-41(b)(3). A portion of
that capital was being enployed by Macol in Al abana through the
partnership. Wether Macol elected under GAAP not to record the
debt on its financial statenments had no effect on the substance of
the transaction. Capital was still being enployed by Mcol in
Al abana.

The Departnent properly included the pro-rata share of the
partnership's long-termdebt in Macol's Al abama capital base during
t he subject years. The final assessnent in issue is affirned.
Judgnent is entered against Macol for 1993 through 1995 Al abama
franchi se tax of $42,450.61, plus applicable interest.

This Final Order nay be appealed to circuit court within 30
days pursuant to Code of Ala. 1975, §40-2A-9(9).

Entered January 29, 1997.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



