STATE OF ALABANA, § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
VS.
§ DOCKET NO. U. 88-193
RUSH HOSPI TAL/ BUTLER, | NC
P. O Box 518 §
Butler, AL 36904,
§
Taxpayer .
§
FI NAL ORDER

The Revenue Departnment assessed State and Choctaw County use
tax against Rush Hospital/Butler, Inc. (Taxpayer) for the period
April 1985 through March 1988. The Taxpayer tinely appealed to the
Adm nistrative Law Division. D Wayne May represented the Taxpayer.

Assi st ant counsel Wade Hope represented the Departnent.

The issue in this case is whether the Taxpayer is |iable for
Al abama use tax on tangible personal property delivered into
Al abama by the Taxpayer's parent corporation in M ssissippi (or by
a third party supplier on behalf of the parent) and subsequently
used by the Taxpayer in Al abanmma.

The Taxpayer is a wholly-owned subsidiary corporation of Rush
Hospi tal Foundation in Meridian, M ssissippi (Rush/Mridian), and
was incorporated as a M ssissippi nonprofit corporation in 1981.

Both Rush/Meridian and the Taxpayer are qualified charitable
organi zati ons wunder §501(c)(3) of the Internal Revenue Code
(I.RC). The Taxpayer qualified with the A abama Secretary of

State to do business in Al abama in 1981.



The Taxpayer purchased the Choctaw County Hospital in Butler,
Al abama in 1981 or 1982 and owned and operated the hospital during
the years in issue.

The Taxpayer requisitioned supplies, equipnent and other
materials from Rush/Meridian in Mssissippi during the period in
i ssue. Rush/ Meri di an subsequently withdrew the materials from
inventory and delivered themto the Taxpayer's facility in A abana.

If the materials were not in inventory, Rush/Meridian purchased
the materials froma third-party supplier who then delivered the
materials to the Taxpayer in Al abama. Rush/Meridian is exenpt from
M ssi ssippi sales tax as a §501(c) entity, and thus purchased al
of the materials in issue tax free.

Rush/ Meridian billed the Taxpayer for the materials at cost at
the end of each nonth. The Taxpayer paid Rush/ Meridian for sone
but not all of the materials. The unpaid itens were treated as an
account payable by the Taxpayer and an account receivable by
Rush/ Meri dian. Rush/Meridian's Board of Directors net at the end
of each year and decided what portion of the Taxpayer's account
recei vabl es woul d be forgiven or witten off as uncollectible.

The Departnent audited the Taxpayer and assessed use tax on
the materials provided by Rush/Meridian to the Taxpayer as foll ows:

Schedule A includes those materials that were paid for by the
Taxpayer; Schedule B includes those materials not paid for by the

Taxpayer; and Schedule C includes the materials purchased by



Rush/ Meridian fromthird party suppliers and then delivered to the
Taxpayer in Al abana.

The Taxpayer first argues that it is exenpt fromall Al abama
use tax either as a §501(c)(3) organization or under §40-23-5(m
(all statute cites herein are to the Al abama Code of 1975, except
. R C. §501). The Taxpayer also contends that even if it is not
exenpt, use tax is still not owed on the Schedule B property
because those itens were gifts from Rush/ Meridian and not retai
sal es subject to the use tax.

| find that the Taxpayer is not exenpt under either I.RC
§501(c)(3) or §40-23-5(m. | also find that the Schedule B
transactions involved retail sales by Rush/Meridian to the Taxpayer
and not gifts. However, use tax cannot be assessed on any of the
property because the sales were closed in Al abama and under

applicable case law sales tax is due, not use tax. State v. Dees,

333 So. 2d 818.

The d ai ned §501(c) (3) Exenption.

Use tax is due on tangible personal property purchased at
retail and subsequently used, stored or consuned in Al abama. §40-
23-61. However, no tax can be assessed if the entity using the
property is exenpt, the use of the property is exenpt, or the
Departnent is prohibited by either the Alabama or U S. Constitution
from taxing the entity or the property. None of the above is

applicable in this case. A §501(c)(3) organization is not



specifically exenpted from Al abana sales or wuse tax and the
Department is not constitutionally prohibited from taxing a
§501(c) (3) organi zation. Consequently, the Taxpayer is not exenpt
from Al abama sal es or use tax because it is a §501(c)(3) charitable
or gani zati on.

The d ai ned §40-23-5(m Exenpti on.

Li kewi se, the Taxpayer is not exenpt under §40-23-5(n). That
section exenpts from sales and use tax all public hospital
associ ations organized under §10-3A-1 et seq., the Al abam
Nonprofit Corporation Act. The Taxpayer, although a nonprofit
corporation, was organi zed in Mssissippi in 1981 and not under the
above Al abama statute. The Al abama Nonprofit Corporation Act was
not even enacted until 1984. Consequently, §40-23-5(m does not
apply.

The Applicability of Al abanma Use Tax.

This issue is nore conplicated.

Al abama' s use tax applies to tangi bl e personal property used,
stored or consuned in Alabama, but only if the property is
previously purchased at retail. §40-23-61. The Taxpayer clains
that the Schedule B materials were not sold at retail but rather
were gifts from Rush/ Meri di an and thus not subject to use tax.

di sagr ee.
"Sale" is defined as "the passing of title fromthe seller to

the buyer for a price". §7-2-106(1). Rush/ Meridian transferred



title to the property in issue to the Taxpayer for a price --
Rush/ Meridian's cost. The materials were thus sold by
Rush/ Meridian to the Taxpayer. The fact that the Schedule B sales
were on credit and Rush/ Meridi an subsequently forgave all or part
of the debt does not change the nature of the initial transaction
as a sale.

"Retail sale" is defined for use tax purposes as "all sal es of
tangi bl e personal property except those above defined as whol esal e
sales". §40-23-60(5). The sales in issue were not whol esal e sal es
for resale and thus were retail sales for purposes of the use tax.

However, even though the materials were sold at retail by
Rush/ Meridian to the Taxpayer, use tax is not applicable because
the retail sales occurred within Al abana.

The Departnent assessed wuse tax in this case because
Rush/ Meridian is l|located outside of Al abama and the goods were
delivered into and used in Al abama. However, those facts are not
controlling. Rather, the issue turns on where the sale is closed.

Al abama' s courts follow the general rule that sales tax is due on
retail sales closed in Al abama and use tax is due on retail sales
cl osed outside of Al abama where the property is subsequently used,
stored or consuned in Al abama. (hereinafter "the general rule").

State v. Marnon Indus., Inc., 456 So.2d 798; Boswell v. GCeneral

Ols, Inc., 368 So.2d 27; Paranount-R chards Theaters v. State, 55

So.2d 812; State v. Dees, supra.




Under both §7-2-106(1) and §40-23-1(a)(5), a sale occurs when
and where title passes fromthe seller to the buyer. Under both
§7-2-401(2) and 8§40-23-1(a)(5), title passes and thus a sale is
closed at the tine and place the seller conpl etes physical delivery

of the goods. Oxnmoor Press, Inc. v. State, 500 So.2d 1098;

Department of Revenue v. Dixie Tool and Die Conpany, 537 So.2d

921.1

In this case, Rush/Meridian (and the third-party suppliers)
delivered the materials in issue to the Taxpayer in Al abama. The
retail sales thus were closed upon delivery within Al abama and
sales tax is applicable, not use tax. Consequently, the use tax
assessnents in 1issue were erroneously entered and nust be
di smi ssed. ?

The above holding is dispositive in this case. However, while
| am required to follow the general rule discussed above, |

di sagree with that general rule that all sales in Al abama are

!Section 40-23-1(a)(5) is a sales tax section. However, the
sanme rul es concerning passage of title and when a sale is closed
apply for use tax purposes through the UCC, specifically §§7-2-
106(1) and 7-2-401(2).

’ reached a similar result in a 1985 case, Docket No. U. 84-
194. In that case, an Al abama contractor ordered structural stee
from a Texas supplier. The supplier subsequently delivered the
steel to the Al abama jobsite. The Departnent assessed the Al abama
contractor for use tax. | dismssed the use tax assessnents
because the sales were closed in Al abama and t hus under the general
rule sales tax was due, not use tax. The Departnent appealed to
Mont gomery County Circuit Court and Judge Phel ps affirmed. See,
CV-86-175-Ph. The Departnent el ected not to appeal further.



subj ect to Al abama sales tax and thus cannot be subject to use tax.
The general rule is correct to the extent that nost retail sales
in Al abama are subject to Alabana sales tax, but there is an
i nportant exception, and to apply the general rule in al
situations causes an uni ntended | oophole in the sales and use tax
structure.

The | oophol e occurs when the retail sale in Alabama is by an
out-of-state seller with no nexus wth Al abans. | f the genera
rule is followed in that situation, then the out-of-state seller
cannot be taxed because of lack of nexus®, use tax cannot be
assessed agai nst the Al abama purchaser because the retail sale was

closed in Al abama (the general rule), nor can sales tax be assessed

%See, MIler Brothers Co. v. Maryland, 74 S. C. 535; Nationa
Bellas Hess Inc. v. Departnent of Revenue, 87 S. C. 1389; and
Quill Corporation v. North Dakota, 112 S.C. 1904.




agai nst the Al abama purchaser because only the retail seller is
liable for Al abama sales tax. Thus, Al abama tax cannot be assessed
on the transaction even though the retail sale occurred in Al abama
and the property was subsequently used in Alabama. Cearly that

was not intended by the Legislature.?’

“The | oophol e was w dened by Act 86-536 in 1986. Act 86-536
anended §40-23-1(a)(5) and designated the U S. Postal Service and
all common carriers as agents of the seller. Thus, if an Al abam
resident orders goods from an out-of-state seller with no nexus
wi th Al abama, and the goods are delivered into Al abama by conmon
carrier or by mail, no Al abama tax can be collected. The seller is
protected because of |ack of nexus and the Al abama purchaser is not



liable for use (or sales) tax because the retail sale is closed
wi t hin Al abana.

Li kewi se, if an Al abama seller sells goods to an out-of-state
pur chaser and the goods are delivered by comon carrier or by nail
outside of Al abana, the sales are technically closed outside of
Al abama, and again, no Al abama tax is due.



| would close the |oophole by holding the purchaser/user
liable for Al abama use tax where the retail sale occurs in Al abama
but the seller |acks nexus with A abama and thus is not liable for
Al abama sales tax. If the out-of-state seller isn't required to
collect and remt Al abama sales tax on the retail sale of the
property, then use tax should be paid by the purchaser/user on the
subsequent taxable use of the property in Al abana. The rule would
of course not apply to "casual" sales which, except for cars and
boats, are not subject to either sales tax or use tax. State v.

Bay Tow ng and Dredge Co., 90 So.2d 743; Departnent Reg. 810-6-1-

. 33.

The above rule fits both the intent and the wording of the
sal es and use tax | aws.

Al abama's sales tax applies to all retail sales closed in
Al abama by sellers "engaged or continuing wwthin this state, in the
business of selling at retail". §40- 23- 2. The use tax is
conplenmentary to the sales tax and was intended to apply to al
property purchased at retail and used in Al abama on which Al abama
sales tax is not paid.

Use tax is not by statute levied only on property purchased at
retail outside of Al abama. Rather, §40-23-61 |levies a use tax on
all property purchased (anywhere) at retail and subsequently used

in Al abama, and §40-23-62(1) then exenpts from the use tax all

sal es subject to Al abama sal es tax. In that way, the two taxes



together were intended as a cohesive systemof taxation applying to
all tangible personal property either purchased at retail or used

in Alabama. State v. Marnon Indus Inc., supra; Paranount-Ri chards

Theatres v. State, supra; State v. Bay Towing and Dredge Co.,

supra; Holloway v. State, 79 So.2nd 40.

However, contrary to the general rule, not all retail sales in
Al abama are subject to Al abama sales tax and thereby exenpt from
use tax. A seller without nexus with Al abama cannot be engaged in
the business of selling at retail in Al abama as required to be
subj ect to Al abama sal es tax under §40-23-2. |If the seller isn't
liable for Alabama sales tax, then a retail sale by the seller
al t hough closed in Al abama, is not subject to Al abama sal es tax,
the §40-23-62(1) use tax exenption thus would not apply, and use
tax would be due on the subsequent taxable use, storage or
consunption of the property in Al abanma.

| should enphasize the difference between an out-of-state
seller wwth no nexus with Al abama and an out-of-state seller that
by physical presence or otherw se does have sufficient nexus with
Al abana. If the seller does not have nexus, Al abama sal es tax
cannot be assessed and use tax shoul d be paid by the purchaser/user
in Al abama. If the seller has nexus, the seller is liable for
sal es tax and use tax cannot be assessed, even if the Departnent is

unable to collect the sales tax fromthe out-of-state seller.



The tax consequences in the present case should turn on
whet her Rush/ Meridi an established nexus with Al abama by delivering
the materials into Al abama on a regular basis. |f Rush/Meridian
established nexus with Al abama, then sales tax should have been
assessed against Rush/Meridian as a retail seller engaged in
business in Al abama, not use tax against the Taxpayer. The
situation in that case would be simlar to Dees, supra, where the
M ssi ssippi seller had a physical presence in Al abana and per haps
had sufficient nexus to be subject to Al abama t ax. | f so, then
clearly the Departnent should have assessed sal es tax against the
M ssi ssi ppi seller, not use tax agai nst the Al abama purchaser. The
Court of Gvil Appeals stated as nmuch in its opinion. Dees, supra,
at page 820.

However, if Rush/Meridian |acked nexus wth Alabama, then
instead of dismssing the use tax assessnents in issue, as required
by the general rule, | would hold the Taxpayer |iable.

What constitutes sufficient nexus by an out-of-state seller is
uncl ear and nust be decided on a case-by-case basis. Physi ca
presence by the seller is probably necessary, but to what degree is

not clear.®> However, an out-of-state seller that only delivers

The Supreme Court in Quill affirmed the "bright 1ine"
physi cal presence requirenent established in National Bellas Hess.
Quill, supra, at page 1916. However, | agree with Justice Wite's
di ssent that the physical presence test is not clear and will |ead
to nunerous court cases. Quill, supra, at page 1921. The one-tine
delivery of goods into Al abama probably isn't sufficient in [ight
of MIler Bros. Co. However, it is not clear at what point or even




goods into Alabama by comon carrier or by mail does not by that
fact al one have sufficient contact to be liable for Al abama tax.

See, National Bellas Hess, supra. Thus, as discussed in footnote

3, if the general rule is followed, an Al abama purchaser can avoid
any Al abama transactional tax by ordering goods from an out-of -
state seller wthout nexus with Al abama and having the goods
delivered into Al abama by common carrier or by mail. The purchaser
will then have acconplished what the use tax was intended to
prevent - an Al abama resident buying froman out-of-state seller to
avoi d Al abama t ax.

In deciding this case, | considered recogni zing the exception
to the general rule nyself, and thus hol ding the Taxpayer |iable
for Al abama use tax even though the sales in issue occurred in
Al abansa. | decided not to first because Rush/Meridian nay have
established nexus wth Al abama by delivering the materials into
Al abama on a regular basis, in which case sales tax should have
been assessed against Rush/Meridian, not use tax against the

Taxpayer. Second, the general rule that only sales tax can be

if repeated deliveries into Al abama by the seller's own vehicles
creates sufficient nexus to subject an out-of-state seller to
Al abama taxati on.



assessed on sales closed in Al abama appears to be so ingrained in
appel late court decisions that any exception should first be
recogni zed by the appellate courts. Alabama's courts have never
directly addressed the issue, but hopefully they will recognize the
probl em and cl ose the | oophole. Qherwise, if the general rule is
followed in all cases, the State wll be technically prohibited
fromtaxing numerous transactions in Al abama that the use tax was
i ntended to cover.

Unfortunately, by having to follow the general rule in this
case, the end result is that the Taxpayer, a non-exenpt entity, is
t hrough a | oophol e being all owed to purchase
and use property in Alabama wthout paying any Alabama (or

6

M ssi ssippi) sales or use tax . The use tax assessnents in issue

® An alternative method of closing the |oophole would be to

hold the Al abama purchaser secondarily |iable for sales tax
Al abama's sales tax is a direct tax on the consuner, precollected



by the seller for convenience only. State v. Hertz Sky Center
Inc., 317 So.2d 319; §40-23-26. Thus, if a retailer fails to
collect and remit tax on a taxable retail sale, the Departnent
should logically be allowed to go directly against the purchaser.
The above approach was adopted by Louisiana in MNamara V.
Olfield Const. Co., Inc., 417 So.2d 1311

| concede that Al abama | aw does not specify that sales tax can be
assessed and col lected directly fromthe consuner. But the tax is
a direct tax on the consuner, and if the Departnent can prove that
a retail consuner failed to pay sales tax to a retailer on a
taxable retail sale, logically and equitable the consuner shoul d be
held 1iable. Assessnent and collection against individual
consuners woul d create an admni strative burden for the Departnent,



must be and hereby are di sm ssed.
This Final Order may be appealed to circuit court within 30
days pursuant to Code of Ala. 1975, §40-2A-9(9).

Ent ered on Novenber 12, 1993.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge
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but for years the Departnent has collected the "consuners" use tax
agai nst individual users in the State.



