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Taxpayers.
FI NAL ORDER

This case involves disputed joint petitions for refund of
State, county and nunicipal sales tax filed by Franco D stributing
Conpany, Inc. and Franco Novelty Conpany for the period May 1, 1986
t hrough April 30, 1989. Direct petitions for refund were also
filed by Franco Distributing Conpany, Inc. for the sanme period.
The Departnent denied both the joint and the direct petitions and
Franco Distributing Conpany Inc. (Franco Distributing) appealed to
the Adm nistrative Law D vision. The appeal s were consol i dated and
a hearing was conducted on October 18, 1989. Gerald W Hartl ey,
Esq. represented the Assistant counsels J. Wade Hope and Gaendol yn
Garner for the Departnent. Upon review of the record proceedi ngs
before the Adm nistrative Law D vision, including the Recomended
Oder, the following is entered as the Final Oder of the
Departnent of Revenue.

FI NDI NGS OF FACT
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Franco Distributing made retail sales of video ganes, pinbal
machi nes, juke boxes, vendi ng machi nes, candy and drink machi nes
and rel ated conponents during the period May 1, 1986 through April
30, 1989. Franco Distributing collected sales tax on the sales at
the general State rate of 4 percent and the applicable nunicipal
and county rates of from 1 to 3 percent. Franco Distributing
reported and paid all tax collected to the Revenue Departnent.

Franco Distributing subsequently filed Petitions for refund of
sale tax based an their contention that the various machines
process tangible personal property, i.e., electricity, and thus
shoul d have been taxed at the reduced 1 and 1/2 percent "nmachi ne"
rate levied at Code of Ala. 1975, §40-23-2(3). Consequent |y,
Franco Distributing and Franco Novelty filed joint petitions for
refund an June 20, 1989 concerning the period May 1, 1986 through
April 30, 1989 based on the difference between the general rate and
the reduced nmachine rate. Direct petitions were also filed for the
same period concerning tax collected by custoners other than Franco
Distributing fromits numerous custoners other than Franco Novelty.

The Departnent denied the petitions on two grounds. First, the
Departnent argues that the machi nes should not be taxed the reduced
machi ne rate because they do not process tangible personal property
within the scope of §40-23-2(3). Second, the Departnent naintains
that the direct petitions filed by the Taxpayer were inproper in

that joint petitions should have been filed by Franco D stributing,
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as the seller who collected the tax, and the individual purchasers
who actually paid the tax, see Reg. 810-6-4-.16.

Franco Distributing provided testinony at the admnistrative
heari ng which explained in detail the electronic workings of the
various conponents of a video ganme nachine. In summary,
electricity in the form of alternating current (AC power) is
recei ved froman outside power source, usually froma wall outlet.

Upon entering the machine, the electricity passes is converted to
direct current (DC power). The electricity then flows through a
transformer which reduces the voltage. The electricity then travels
to a switching regulator which channels the electricity to the
| ogic board. The logic board channels the electricity to various
conmponent s whi ch causes the inages and colors to appear and nove on
the video screen. Sound is created by the flow of electrica
current and inpul ses through an anplifier in the logic board. The
machi nes al so contain a power capacitor, traps, a video seguencer,
character generators, converters and resistors. Juke boxes,
pi nball machines and the other machines in issue function
electronically in substantially the sane manner as vi deo ganes.

Franco Di stributing acknow edges that joint petitions should
have been filed concerning each of its individual custoners.
However, Franco Distributing filed joint petitions with only its
| argest custoner, Franco Novelty, in order to avoid the tine and
expense of filing joint petitions with each custonmer prior to a

deci sion on whether the machi nes should be taxed at the reduced



machi ne rate.

Franco Distributing agrees that if the reduced nachine rate is
applicable, it will be necessary to file Joint Petitions to insure
that the custoner that paid the tax also receives the refund.
However, Franco Distributing argues that any subsequently filed
joint petitions should relate back to the date the direct petitions
were filed.

CONCLUSI ONS OF LAW

The Departnent acknow edges that the courts have held that
electricity constitutes tangible personal property within the scope

of §40-23-2(3). Curry v. Al abama Power Conpany, 8 So.2d 521; State

v. Tel evision Corporation, 127 So.2d 603.

In the above cases, the courts ruled that various conponents
that anplified, nodified directed or otherw se changed or altered
electricity constituted machines used in the processing of tangible
personal property and thus should be taxed at the reduced machi ne
rate. Those conponents included condensers, generators and

transfornmers (Curry v. Al abama Power Co.); anplifiers and

transforners (State v. Tel evision Corp.).

In response to the various court decisions, the Departnent has
issued Reg. 810-6-2-.101, which specifically provides that
transfornmers, power capacitors and voltage regul ators are machi nes
used in the processing of tangible personal property and thus

shoul d be taxed at the |lower machine rate. Further, Reg. 810-6-2-



.98 provides as foll ows:

(1) Amplifiers used by television, cable T.V. and radio
stations in broadcasting are machines used in
conpoundi ng, processing and nmanufacturing tangible
personal property. State of Al abama v. Tel evi sion Corp.

271 Ala. 692, 127 So.2d 603; Muntai nbrook Cabl e Vi sion,
Inc. v. State of Al abama and Cabl evi si on Conpany, Inc. v.
State of Al abama. The Suprenme Court in Curry v. Al abama
Power Co., 243 Aa. 53, 8 So.2d 521, held that
electricity is tangible personal property within the
meani ng of that termused in the sales and use tax | aw

(2) In view of the holdings under these three cases, it
can be stated as a general rule that any nmachine or
equi prrent, such as, but not limted to, traps, receivers,
vi deo sequencers, filters, data scanners, taps, character
generators, equalizers, nodulators and nodul es, power
supplies and standby power supplies attenuators and
converters (wherever |located), which anplifies or
nodi fies or otherwi se controls electrical currents and
signal s inposed on electrical current and the attendant
el ectromagnetic waves is a machine used in processing
tangi bl e personal property and is subject to the machine
rate of tax.

Section 40-23-2(3) provides for the levying a sales tax as
fol | ows:

(3) Upon every person, firm or corporation engaged or
continuing wthin this state in the business of selling
at retail machines used in mning, guar ryi ng,
conpoundi ng, processing and manufacturing of tangible
personal property an anount equal to one and one-half
percent of the gross proceeds of the sale of such
machi nes; provided, that the term "machi nes" as used
herein, shall include machinery which is used for m ning,
quarrying, conpounding, processing or rmanufacturing
tangi bl e personal property, and the parts of such
machi nes, attachnents and replacenents therefore, which
are made or manufactured for use on or in the operation
of such machi nes and which are necessary to the operation
of such machines and are customarily so used.

Al t hough no definition of the word "processing” is found in the

statutes, the Al abama Suprene Court in State v. Advertiser Conpany,
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257 Ala. 423, 59 So.2d 576, at page 579, did provide a definition

of the word "Processing” as found in Wbster's New I nternational

Dictionary as foll ows:

A series of actions, notions, or operations definitely
conducing to an end, whether voluntary or involuntary;
progressive act or transaction; continuous operation or
treatnment; a nmethod of operation or treatnent, esp. in
manuf act ure; .

To subject to sonme special process or treatnent :
To subject (esp. raw material) to a process of
manuf acture, devel opnent, preparation for the narket,
etc.; to convert into marketable form as |ivestock by
sl aughtering, grain by mlling, cotton by spinning, mlk
by pasteurizing, fruits and vegetables by sorting and
repacki ng; to make usable, marketable, or the |ike, as
waste matter or an inferior, defective, deconposed,
substance or product, by a process, often a chem cal
process;..... d. to produce or copy by photo - nechani cal
met hods; to devel ope, fix, wash and dry, or otherw se
treat (an exposed filmor plate).

Under the authority delegated to it by the Legislature under
§40- 23- 31, the Departnent pronul gated Sal es and Use Tax Rul e 810- 6-

4-.17.05 Processing, Definition which provides as foll ows:

The word "Processing” as used in the Sales and Use Tax
Law i s understood to have the foll ow ng neani ng:

"Processing" neans to subject to sone special process or
treatnment. To heat, as fruit with steam under pressure so

as to cook or sterilize. To subject, especially raw
material, to a process of manufacture, devel opnent,
preparation for the market, etc.; to convert into

mar ketable form as livestock by slaughtering, grain by
mlling, cotton by spinning, ml|k by pasteurizing, fruits
and vegetabl es by sorting and repacking. To nmake usabl e,
mar ketable, or the |like, waste mnmatter or inferior,
defective, deconposed substance or Product by a process,
often chem cal process, as to process rancid butter, rayon
wast e, coal dust, beet sugar.

Upon conparison, the definition of "processing"” found in the
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Sal es and Use Tax Rules Is very simlar to the definition provided

by the Al abama Suprene Court in State v. Advertiser Conpany, supra

In the present case, it cannot be said that the machines
actually process electricity. Rather, the machi nes use or consune
the electricity as an energy source. The electricity, as an energy
source, provides power for the machi nes and then di ssipates. See
Transcri pt Page 99-100.

The expert w tness provided by Franco Distributing testified
that electricity is sinmply the novenent of electrons from one
| ocation to another. (Transcript Page 139-140). The expert
testified that the electricity noves from place to place in the
machi nes through switches which are either open or closed.
(Transcri pt Page 143). When a machine is plugged into Franco
Di stributing novenent of electrons an electric outlet, the electric
current flows or is routed through the various on and off sw tches.

Not hi ng happens until sonme external force is exerted such as a
coin hitting a slot or a button Is pushed by a player of a gane.
(Transcri pt Page 142-143). The electric current obtained exerted
such as a by a player of a fromthe wall outlet does not contain
any information that is extracted fromit by the machines. The
video arcade gane machines, and etc., certainly do not process
electricity in the manner contenplated by the Sales and Use Tax
Rul e defining "Processing"” or under the definition of "Processing"

provided by the Alabama Suprene Court in State v. Advertiser

Conpany, supra.



8

Al t hough Franco Distributing cited two circuit court cases and
one Suprenme Court case as authority and support for their
contention that video arcade ganes process electricity, those cases
are clearly distinguishable fromthe facts in the present case. In

State v . Television Corp , 127 So.2d 603 (1961) and Mount ai nbr ook

Cabl evision, Inc. v. State of Al abama, Mntgonery Co. Cr. .

CV- 82-1469TH, the machi nes were not
sinply processing electricity, but were processing the attendant
el ectromagneti ¢ waves and signals that had been generated at a
tel evision station. The expert wtness testified that it is
el ectromagneti ¢ waves generated at the television station's antenna
that is actually being processed. (Transcript Page 115 and Page
140). Those el ectromagneti c waves contain information, in the form
of either a video or audio signal, which are transfornmed into what
we see as a picture and hear when we turn on our television set.
The electric energy that is used to power the tel evision set does
not contain the el ectromagnetic waves or information. Neither does
the electric current that is obtained fromthe wall outlet by video
ar cade ganes, etc.

Li kew se, in GQulf Tel ephone v . Janes M Sizenore , Jr., CV

87-1730-G which was the result of a negotiated settlenent entered
into by the parties, the central office equipnent was not sinply
processing electricity. Rather, the central office equipnment was
processi ng tel ephone calls which had been converted to electrical

i npul ses which were passed through various pieces of swtching



9

equi pnent. The tel ephone calls were sinply audio signals, simlar
to the el ectromagneti c waves generated by tel evision antennas which
we hear as a voice over our tel ephone receivers.

Al t hough there are no cases whi ch have construed whether the
use of electrical energy is the processing of electricity, and,
therefore, the processing of tangible personal property thereby
triggering the favorabl e one and one-half percent machine rate, the

Al abama Suprene Court in State v. Newbury Manufacturing Conpany,

Inc., 265 Ala. 600, 93 So.2d 400 at Page 402 wote as foll ows:

On the other hand, if a product, such as grease or fuel
is useful only as an aid, though vital in enabling the
machi ne or sone part of it to operate, but not itself
performng a distinct function in the operation, it does
not conme within the exception.

The "sand" and "steel shot" here in question have an
i ndependent function in the operation. That is not sinply
as an aid to sone other part in the performance of its
service. The question is not controlled by whether it is
necessary to the operation of a machine - grease and fuel
are that, but they performno specific function in the
operation. It is sonmetinmes said to depend upon whet her
the article has a direct part in the processing program
(Gtations omtted).

The above quote from State v. Newbury, supra, was again cited

by the Al abama Suprene Court in State v. Calunet and Hecla, Inc.,

281 Ala. 549 at Page 553. In the present case, the electricity is
used as a source of energy to power the nmachinery in the sane
manner which is referred to by the Al abama Suprene Court as the

fuel in State v. Newbury Manufacturing Conpany, supra. Electricity

al t hough necessary to the operation of video arcade nachi nes, etc.,

does not itself performa distinct function in the operation of the
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machi nes. The electricity, in the formof electrons, nerely noves
from place to place throughout the machi nes by passing through
vari ous swtches which open and close. As the electricity noves
fromplace to place wthin the machines, it is used or consuned and
di ssi pat es.

The electricity is not encoded wth audio or video signals,

such as was the case in State v. Television Corp., supra. In a

video arcade machine the |ogic board, which has been programred
wi th various options, determ nes which switches shall be opened or
closed by the electric current which is sent to the logic board in
response to an outside stinulus, such as the novenent of a
j oysti ck. In the machines, the electricity is not processed or
changed except as to the direction in which the electricity fl ows,
such as when it is changed from AC to DC, and when the vol une of
the flow of the electric current is reduced. The basic nature of
the electricity is not changed by the operation of the nmachines.
(Transcri pt Page 150).

An exam nation of the statute, §40-23-2, and the legislative
preanble to the 1959 Act establishing the Sal es and Use Tax Law in
Al abama with the reduced nmachine rate, reveals no evidence to
indicate that the Legislature intended that the reduced machine
rate apply to amusenent ganmes or comon househol d appliances. It
is well known that the cardinal rule of statutory construction is

that one nust ascertain and give effect to the true |egislative
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intent of the statute as manifested by the Legislature in the

| anguage of the statute itself. Cark v. Houston Co. Comm ssion,

507 So.2d 902 (Ala. 1987); Eagerton v. Exchange Q1| and Gas

Corporation, 404 So.2d 1 (Ala. 1981); Boswell V. South Central Bell

Tel ephone Conpany, 293 Ala. 189, 301 So.2-d 65 (Ala. 1974).

The Legislature intended to pronote industry in Al abama by
reducing the sales tax charged to taxpayers purchasi ng machi nes
used in mning, guarryi ng, conpoundi ng, processing and
manuf acturi ng tangi bl e personal property. It is fairly clear that
the one and one-half percent rate is designed to pronote industry
in the State of Alabama by providing a tax break for the
manuf acturing and processing of products in Alabama and in
preparing products for the market place.

If it is held that a video arcade gane processes electricity,
the door will swing wide open for any electrical appliance to
receive the special one and one-half percent rate, such as
tel evision sets, radios, calculators, typewiters, refrigerators,
and even toasters. This is certainly not what the Legislature
i ntended when it enacted the special one and one-half percent rate
into the Sales and Use Tax Law. This position is even further
supported when one takes into account the vast nunber of
transactions in this State involving the use of products powered by
electricity and the devastating effect upon the revenues of this
state that would result if a decision is rendered holding that

vi deo arcade ganes process electricity and, therefore, are entitled
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to the special one and one-half percent rate.

Franco Distributing concedes that a joint petition between the
seller and the Purchaser is necessary as required by Departnent
Reg. 810-6-4-.16. However, the Taxpayer argues that the filing of
a direct petition by the seller should stop the three year statute
set out in §40-1-34, and that any subsequent joint petition or
petitions filed with the Departnent should relate back to the
period covered by the direct petition.

Section 40-1-34 provides that a taxpayer may file a petition
for the refund of any tax paid directly to the Departnment. The
petition nust be filed wthin three years from the date the
di sputed tax was pai d.

Section 40-1-34 does not require the filing of a joint
petition. However, Reg. 810-6-4-.16 provides that any petition for
refund of sales tax nust be a joint petition by both the seller and
the Purchaser, unless the seller can establish that the tax was
never actually collected fromthe purchaser. Reg. 810-6-4-.16 is
a reasonabl e exercise of the Departnent's regulatory authority and
was promul gated to prevent any unjust enrichnment to a seller who
has only acted as a conduit in collecting the tax from the
purchaser and remtting it to the Departnent. Consequent |y,
refunds should not be paid in the present case wuntil joint
petitions are properly filed by the Taxpayer and each of its

custoners.
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However, concerning the three year statute, 8§40-1-34 requires
only that a petition nust be filed by a taxpayer within three years
frompaynent of the tax. The retail seller is |iable for sales tax
and thus is the "taxpayer"” under the sales tax |law only when he
fails to collect the tax from his custoner who actually pays the
tax. In the present case, Franco Distributing collected the tax
from Its custoners. Since Franco Distributing does not have a
financial interest in the funds collected fromits custoners it
does not have standing to request a refund w thout having the
custonmer join in the request for refund. Consequently, the filing
of the direct petitions by Franco Distributing is not sufficient to
stay the running of the three year refund period under §40-1-34.

The above considered, the nmachines in issue are not entitled to
be taxed at the reduced machine rate set out at §40-23-2(3). The
joint petitions filed by Franco Distributing, and Franco Novelty
were properly denied.

Entered this 28th day of February, 1990.
JAMES M SI ZEMORE, JR ,

Conmi ssi oner



