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The Revenue Departnent entered prelimnary assessnents of
foreign cor poration franchise tax against Condisco, Inc.
(" Taxpayer") for the cal endar years 1983, 1984, 1985 and 1986. The
Taxpayer appealed to the Adm nistrative Law Division and a hearing
was conducted on July 7, 1988. Mchael D. Felish, Esq. appeared
for the Taxpayer. The Departnment was represented by assistant
counsel Ron Bowden. Based on the evidence presented by the
parties, the follow ng findings of fact and concl usions of |aw are
hereby nmade and entered.

FI NDI NGS OF FACT

The relevant facts are undi sput ed.

The Taxpayer is a foreign corporation engaged in the business of
selling and |easing conputer equipnment wthin Al abanma. The
Taxpayer filed a foreign corporation franchise
tax return with the Revenue Departnent during each of the years
1983 through 1986. The Taxpayer conputed liability on each return
under the allocation nethod as set out on page 3 of the return.

The lines utilized from Section C of the return were 2, 6, 7 and 9



(the "2-6-7-9" met hod).

Under the "2-6-7-9" method, an allocation factor is conputed
in Sections C and D of the return by averaging the Al abam
percentages of sales (Section C, line 2), salaries, wages, etc.
(Section C, line 6), tangible property (Section C, line 7), and
inventories (Section C, line 9). The allocation factor is then
multiplied by net capital subject to allocation as conputed in
Section E to arrive at the Al abama franchise tax base. Various
Section C line conbinations are used to conpute the allocation
factor for different taxpayers, depending on the type of business
conducted by the corporation, see Section D of the return.

The Departnent's instructions on page 3, Section D of the return
indicate that the "average allocation factor as determned will be
applicable unless it is apparent that it produces an unfair and
unequi table result".

The Departnent reviewed the Taxpayer's returns and determ ned
that the allocation nethod provided an unfair and inaccurate tax
base in each of the subject years. The Departnent’'s decision was
based on the fact that Al abama capital as conputed on the return
was substantially lower than the book value of the Taxpayer's
Al abama property as shown on Section C, line 8 of the return. The
assessnments in issue are based on the Departnent's use of the
summation nethod to conpute liability.

Consequent |y, the Departnent reconputed the Taxpayer's tax base
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using the "summation nethod". Under that nethod, the Departnent
obtai ns the book value of all cash, accounts receivable, inventory,
tangi bl e property and all other assets used in Al abama. The sum of
those anobunts is then used as the tax base (capital enployed) in
conputing the Taxpayer's franchise tax liability.

Departnment enpl oyee Robert Hol nes testified that the Departnent
customarily uses the allocation nethod in conputing a foreign
corporation's liability, but that the, sunmation nethod is used
when in the Departnent's opinion the allocation nethod does not
fairly reflect capital enployed in the State. M. Hol nmes further
testified that the sunmmation nethod nore accurately reflects
capital enployed in the State, but that the allocation nethod is
used because it is |less expensive to verify and adm nister.

The summation nethod nust be used by all newy qualified
corporations when filing its first return in A abana. However, the
Department has no regulations governing the two nethods of
conputing capital enployed or indicating when either of the two
nmet hods can or shoul d be used.

The Departnent's position is that the franchise tax i s neasured
by the value of a corporation's assets enployed in Al abanma. The
Departnent argues that the summation nethod and the allocation
met hod both provide an accurate and reasonable mneasure of a
corporation's capital enployed within the State, and that the
Departnent can use either to conpute liability.

On the other hand, the Taxpayer accepts the allocation nethod as
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reasonabl e, but rejects the summati on nethod as nothing nore than
an additional property tax on assets.

CONCLUSI ONS OF LAW

The determ native issues are (1) what constitutes "capital
enployed in this state", and (2) which nmethod of conputation nore
accurately reflects a corporation's actual capital enployed wthin
Al abana.

The Al abama franchise tax is not a property tax, but rather is

an excise tax on the privilege of doing business wthin Al abana.

State v. Southern Natural Gas Corp., 170 So. 178 (1938); State v.

Pul | man- Standard Car Mg. Co., 179 So. 541 (1938).

Prior to 1961, Code 1940, Title 51, §348 (presently §40-14-41)
did not define "capital". As a result, A abama's courts determ ned
that capital enployed should be defined as the market value of a

corporation's assets used in Alabanma. State v. P.R Millory, Inc.,

138 So.2d 693 (1961). That is, the neasure of the tax was the

"fair value of property at the due date of the levy". Dowing v.

Texas Conpany, 26 So.2d 590 (1946). Use of the sunmation nethod

woul d be appropriate under the above definition of capital.
However, Title 51, §348 (8§40-14-41(b)) was anended by Act No.
912, Acts of Al abama 1961 to include a statutory definition of
"capital". That section sets out that capital shall include (1)
out standi ng capital stock, (2) surplus and undivided profits, (3)

bonds, notes, debentures and other evidences of indebtedness
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mat uri ng and payabl e nore than one year after the beginning of the
tax year, (4) various other bonds, notes,

etc., and (5) the anount required to adjust for accelerated
depreciation. Subsection (c) provides that capital enployed shal
be conmputed using generally accepted accounting principles.
Finally, subsection (d) includes various exclusions and deducti ons.

Thus, with the passage of the 1961 anendnent, the Legislature
rejected the case law definition of capital in favor of the
statutory definition set out in the anendnent.

Capital is conmputed under the allocation nethod (in Section E of
the return) using the various elenents of capital set out in §40-14-
41(b). After exclusions, net capital subject to allocation is then
multiplied by an allocation factor derived from an average of
various itens in Section C.*

In short, the neasure of the franchise tax is not the market
val ue of the corporation's assets used in the State, as under pre-
1961 case law. Rather, the tax nust be conputed in accordance with
the §40-14-41(b) definition of capital, as is done on the return
under the allocation nethod.

Further, the summation nethod does not reflect a corporation's

1An allocation factor (conprised of sales, property and
payroll) is also wused by nmultistate corporations in the
apportionnent of incone anong the various states. The nethod used
in conputing the allocation factor on the franchise tax return is
not disputed by either party and is not in issue.
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capital enployed within Al abama as defined by the statute. Rather,

it constitutes in effect a tax on the corporation's property within
Al abana.

A corporation's capital is generally defined to be assets m nus
l[iabilities, or net worth. "Capital" is defined in the Anmerican
Heritage Dictionary, Second College Ed., as follows:

Capital . . . 3.a. Accounting The remaining assets
of a business after all Iliabilities have been
deduct ed; net worth.

Consequently, even if capital was not defined by the statute
under generally accepted accounting principles a corporation's
capital would constitute assets reduced by the Iliabilities
associated with the assets. A corporation's capital is not the book
val ue of its assets.

In summary, capital is properly conputed under the allocation
method (Section E) in accordance with the specific statutory
definition set out in §40-14-41(b). The summation nethod, which
woul d have been proper under pre-1961 case |aw, does not reflect
capital as set out in the above statute should not be used as
presently conputed by the Departnent.

If the tax as conputed under the allocation nethod is deened
"unfair and inequitable" by the Departnent, then the allocation
factor in Section C can be changed if the Departnment can establish
that the present factors being used ("2-6-7-9") are unreasonabl e and

do not reflect a clear percentage of the Taxpayer's total capital
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enpl oyed in Al abana. However, total capital nust be conputed using
the various itens set out on Section E of the return.

The above considered, the Departnent is hereby directed to reduce
and make final the assessnents in issue show ng no additional tax
due.

Entered this 3rd day of August, 1988.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



