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OFFICE OF THE ATTORNEY GENERAL OF TEXAS
AUSTIN

GERALD C. MANN _ . ..

ATTOANEY GENERAL T 4--‘-1

Honorabls Sidnsy Latham
‘Secratagry of Btats :
Austin, Texas

Dear 3ir:

Tbur cpinion raqnsat Q
as rollaws.

“The 0.X.
Corparatiog

rxes for each of thse sbove mentionsd
@ upon 1aformation contz2ined in the

e #oports and other facts furnished to this
Department by the company, which additional assess-
| ments the company contends are unauthorized for

€ | resasons herelnsfter shown, ‘

-

*At varicus times the oo-pany has sold osrtalin

of its theaters to various purchnasrs, rscciving
g a small down paymasnt and promissory notes represante
o ing the balinge of the purchasa money. The notes
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#ra sscured by the property sold, buj such

gscur ity is 2ot exclusive, az tha notes sre

a persnnsl obligatlion of the »aksr, The

coapany represesols, howevey, that the aakers

of the notes ars otherwiss unabln 8o jpay the
notes snd that, asz a practical matter, it will

be foreed to look asclely to the proparty sold to
secure the payment of the dsferred purchasae '
price, The coxnpany further represconts that the
value of the proparty sold ig far less than the
face valus Of the purchass moncy notes reesived
tharefor, and that it never expaots to reelisxe
thoe face vilue of the notses and the resulting
large profits that would be realized if the

notes ware paid in fullj that ultiaately it
expaots $o b= forced to rspossess the propsarty
s0ld st thelr aotusl value which is =2ppreciadly
l1«an thsn tha purohase sonsy notes rscsaived therefor,
all of which {8 claimed will result in a substantial
loss to the company coampared to Lhs arasent dook
vala: of $ha notes,

"The company has Tollowed the praotice of filing
ite franchias tax reports of showing the dirrernnea;
in ths amount sotuslly peaid on the notes snd . the .
faos valuse of the notss ag tunrsalized rrafits'-

In computing its tax for the adbove aeationed years,
tie company has naver included thesa iveams of 'un-~
realizsd profits' as taxsbla 1tems sad has pald no
taxss thereon upan the sheory that lixe Federal
fnocuze tax, 1t was not taxadls untild aotually
receclivad,

SO S e A L

*This year the ¥raanchige Tax Divialon of this
Dapartment nade an essessmen?t on all guch ftexs of
tunrealized profits! a&s shoewn Ha the currsnt raport
and all prior reporis for the years above mentionsd,
such additional asgeaszants amounilias %0 & tItal for
8ll yesrs from 1936 to 1943, both inclusive, af 3744.00.
These additional asgespnants were nade by thils Depart-
ment on the theory that ' unreallzed profits' repre-
asnted by proalasory notew oreatad a surplus o She
exteont of thse fade valua of t hs no%aa 28 reported
by the econmpany, and that this Departmant was authorizad,
§¢ not resuired, to accapt the valu=s of the2 notes
as shown %n the repori, we being without means of -
datermining nmay =llaged actual =zarkst value of the

no. es,
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“The taxpayer has tandarsd 2 chseck in the sum
of $200.50 in full payausn%t of all suer additional
aegsgsacints mide by thls Departaamt, ceoantsanding
that if the itams of ‘unrsalizsd profits' are
taxabls g6 ell as surplus, then they ure taxadle
only on the actual vslue of tha notes rather than
ths full face value, snd that the %200.00 tendarasd
repregsnts tha tax for all prioy ysare dased upon
sach actual ¥slus, In oconnectica with the tender
of this peymsnt, the taxpayer has reguested the
privilege of amending tha reports for sll the years
in cuestion in order to show an estinmated actual

valus of the nctes in juesztion and to set up as a
‘reaserve for lozass! the difference in ths estizmdited

sctusl value and the face valus whilch ig now-shown.
on the reports. '

- "3y way of furthsr explanation, there ls altvached
hereto the sffidevit of Uskar Xorn, ¥Fresident of
the corporation, with reference to the trsnssctions
above mentioned. . s ae
*In the light of the above facts, will you please .
advise this Department upon the followlang insuiries:

*l. Ars the itsma of ‘unrzallizagd profit' tzzabdble
und2r the franehisas tax law at their facs value as
shown on the franchlse tax rzports?

#2, TIs this Department avpthorizad to permit the
amendnent of fran€hiss tax rsporis after they ara
£i1sd in this office upon sworn statenents thit the
report ss orisinally f£1iled doss aot represent tha
trus condition of the taxpaying couzpany?

"3, If we ars suthorizsd to agcapt or paralt
amended reports, then is thers any liaitation ss to
the numbsr of prior years {or which such nmmandments

can be acgeptud?

"/, Should this Department accept ths 1200,00
check that hss basa tendsred in full setisfacticn
of tha additlional assessxzents on ths theory, as
contended by the taxpayer, that only the actuel
value rather than tha face valusz of the notss is
taxable?

3
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- "5, Is this Depurtmant suthorizsd to secept
The taxpayzr's sstimste of t.. ¢ sctual value of
the aotes in gusstiont”

In the cane of United Horta & Scuth Development
Company v, Heath, at al,, 78 8. &, (2d) 650 (error refused)
the Austin Court of Civii Appeals held that an item variougly
carried oa the books of a corporation sa "sppreciated surplus”
snd “unrealized aprreciation” was properly inoluded as “surplus”
in the computation of the franchise tax liadbility of the cor-
poration, This itet represented the indressed value of certain
011l leanss as a result of the 41scovary of oill on lend dovered
by such lesses, with theivalue being then "unraslized™ bdecayss
the leases had neithsr bsen fully daveleped nor sold at thsir
inorsased valus, Tegardlass of its particular dancnination,
this itex was in affeot “unraalized profit,” and we construe
the decisfon in this case ss holdiamg that itean of "uar<alized
profit™ ars properly inoluded as surplus in the gompotation
of franehisge tax 1iabfility, Thus the Court sald at pazsa 652

* In the inst=nt ¢ase we talink that sny strict
or techafcal definition of the term 'surplus® as used
in the statuts should not bs applied, but cas which
wounld effectuats ths leglalatire inteat, However
carried on its bocks, the Matagorda counly lease,
a nawly Aiscovered field, wea a very valusdls saset
of the corporation, estimated .und represented by
appellarnt itaelf to havs a net value of froa 320,500,000
%0 342,120,000, Obviously ths lsase afforded appsllant
both 3 potsntial and agtusl Opfortunity of vast and
sxtensive yroportions ia eserying oo its business in
this statse, Ths value of itn privilegs or fraenchise
wag ineressad accordingly, And this velue, fixed dy
appellant, was obkviously the basls on which the state's
tax #za intended ta bg computedy The fact that tnis full
estimated or aprreized value might not eventually be
fully rszalized is no% detsrmingtive of the amount of
the tax. It is olzar that appellsnt antiefipvted »
volume of business resulting fro:m yuch esgest, a
potential income, far bayond a snormal uss of its eapitsl
gtock, apd enjoy24 e privilege fsr more valuable than
that meagurad by 1ts capital atook alone, Negardless
of tha alasasifieatizn of such {tem made by .12 upon its
booka, under ths decisjons abovse etted, and the ohvinus
rurpoass of tha laglslaturs as axpressed In erticles
7084 aad 7CE9 R.°. as amanded (Vernoa's Ann, Siv, 7%,
arts. 7084,7089) we think the ssorstary of state
proparly took th: ¥alus placed thereon hy aprallans
in 1ts raport into enasidsration in c¢oapating ths aanuat
of the franchise tsx duc tha state by appsllant,”
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) In your first Queetion you inculre whethsr the
unicalized profit items ghould bs taxzd nl thelr faca value

ag shown on the fraachligs tsx teporis; the alternative to

~this sods of traatamt a0uld D¢ Lo Lax such itexs at their

actual value, Undsr normsl aceounting nrocalure, the value
g9gigned to an itean cf unrsalizad profit 1s dejpeadeat upon
the value assigned to ssgsts, If the sasetls ars oarried at
an srtiffoial veluation, ihe value refleoted for unresliazsd
profivs will 2180 be arfifiolal, In .the instant situation,
if this notes are carried oo the asset 3ide of the ledger

at @ velue abova Sheir truva worth, the unreslized profit
iten will bde magnified proporticnately, e feel theat

these iteng should bDe taxed st their aotusl value rather
than 2t their fuce value, Artlels 7¢89 regquires & corpora-
tion to report “the ca2sh value of sll gross assets™ rather
than ths fecs velue of such asseta. If the gssh valus of
assetas f{e¢ to be reportaed, it would seom thet the lesgisla-~
turs intended that fteas of unrealized profit bs repsrted
and taxed xt thsir aqtuasl value, sinos srush valus is the
only ons which gan b2 derived rrox the o0ash valus »f agsels,
Yoreover, 23 w33 33id by the Qourt ia the Heath ¢as:z, a
franchise tax is “but a charge made by the gtate agalinat
the corporation for the privilege granted it to do bdbusiness
in ths state,"  The amount of the cherge is dedermined ln
pazrt by the value of thz property owned by ths corporstion,
and such amsund has been nsde to fluctuste with 4hes walwue
of auch property on the theory that the valus of tha
rrivilege granted by the Sta:s verles diractly with the
volume of asaeds of ths corporation which snjoys such
privilezs. Obvicusly it ¢ould never havs been ths intention
of the lagislaturs to sllow 3 corporatlon to mlaimlze ite
franchise %axes by sssigning @ low faocs value Lo those
profits which amight be realizsd from 2 valuable asselj
convsrsely, ths lezislaturs ocould never have intended that
the rraﬂohise taz liability of a corporation be inflated

by its poassession of en asset whioh, though depreciatsd in
velue, bears a high fase valus and {s refleoted in high
unrzaalized profits,

Consequently, in answer to your first quastion,
you &re rossectfully advised that ltaxs of anrealized
pre®it are taxzbls as part of surplus »nd thal the tax
ghould be based upon ths actu=l value rather Lthan the
face value of sugh ltems,
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. - The remainder of your inculri+s canter around the
P obldm of how and by whom thiz tazadla valus is to de

~ 8sterained, In thls coamectlicn, Artlele 7087 provides:

. “To deteraiane ths anount of the first fraascliiae
tax paysant reiuired by tala chanter of any dozestie
corporation whioch 23y be hereafier chartersd, or of
any rorelign corporation whioh zay heréafter aprly for
a permit to 40 dusinsss within this State and also to
detsraine the ocorrectness of any report whiich is pro-
vided for ia this chapter, the Sesretary of State may,
whenever he déams it nsgessary or proper %o protect
the interests of the Statls, require aany ocas Or aore

of the officers of suah gorporsticns to maks snd file
in the offige of the Secoreatary of State an affidavis
setting forth fully the feots concerning the saount

of ths surplus aad undivided profits, respectively, ir
any, of such domestlo or foreign corporstion] amd until
ths Seorsbary of State shall be fully satisfied as to
the smount of such asurplus and undivided profits,
raspaotively, if any, hs shall not file the articles
of inocorporation of such proposed domestis corporation,
or issue suoh permit, or acoept such franohise t=x,°

Our courte havae navar stated whather this Artlicle
1a applicadle to all corporstions rejuired to submit a franochise
tax rsport. or whethar %hs powers grsnted to the Seorstary of State
by said Artiols are confined in thelr operation to forsizn cor-
porations whioch are zaking thelr initial sprlicatinn for s perx:it

- %0 transaot duslinsss. In the ¢age of Southern Zselty Corporstion,

¥

et x1,, v, ¥efallum, st al., 1 7. Supp. 614, 2 fedsral disuirict
tourt took tihe latter rositfon, saying: :

"Hith the exvsption of forelgn corporstions
applying for initis)l perxlt, ths ect seems to sonbeme
plate that the t=2x shall bs compubtsed on the sworn raportis
asde by the ocorporation, . . That portisn of the act
whioh glvss the Seoretary of State suthority to obimina
azd be guilded by iaformatica ‘froz other scurocss' mow -
aprareatly relates only to corporatioans spplying for’
charter or permit, ., " ’

- Howsver, 1a the sane osae as reported in 65 7, (2d)
PB4, {curt, dealed, 290 M.3. 592) tne Cirouil Court of Appeals
Talusad to decids th: zcope of this articlae, statiag-ab p.937:
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"It is trus that tho 7roxs rscsipte in aad out of
Texss 1nd the value of asssta whera 3 surplus sxiste in-
volye dispatadle facts, but suthority 1s given to no offi-
cer LO gorrect the flsures repordzd, The additions) in-
formation raguired in the rseulsr report or obtained by
3ffidavit under articls 7027 or otherwiss nay be ussful
%0 1pducae a true repori or to found s prosscution for false
swearing in aaking an untrus ons, e do not decida whathar,
a3 is conterded, Article 7047, which apeaks of determianing
ths corrscinéess of the report and satisfying ths secretary
of the amouat of the surplus, sgrlise only to the first
year of businees in Texas, If applied to all reports in
8ll years where a4 surplus 1e¢ involved, it oanly results ia
ths seoretary not socdszting tha tondered Tranchise tax,
o csnnot enforoe his vlaws by an assessing snd distraining.
If beocause of e disputs over surplus he rajscts the tax,
the Attorney Genecral must rfle sult rfor ite collsotion under
Articls 7095. Iresuxzsbly in that suft a full heering co:ld
be had as t0 tha matiers in disruts, In 0esee where Artiole
7087 1is not applicable, diapute might sriss as to the pro-
portion of intrastate dbusiness to al) business, or ss to
the amount of long-tine indebtednsas or the like, In such
a4 ca23¢ the secretary no doubt would acoept what was offered
on agcount of the tax, having ths Attorney Genseral to bring
suit for the difference clajimed, + ™ : o

Regardless of the aprlieability orf Articla 70627, we feel
that the lattsr oz2s5e is authority “or ths proposition that the only
statutory method of collasting delinqusent franchise taxas is by action
of the Attorney Csnsral, Howsver, this i{a not tosmy that the Zeoratary
0f State has no powsrs with respeot to suoh colleations, for if he
feels that payments sithar for curren{ or for psst yasrs ars insufti-
cient, he is privileged to rspordt tals facs %o ths Attorasy Gensersl
with the rojusst that ths latter officlal driag sui% for tha addi-
tional taxes. In this situebion, the Seacratary of >tate doss not
rurrort o "correct™ Lhe reporis suluitied by Lhs taxpayer; nelthar
4048 he attexpt to xaks an assesgsnsnt and denand for any taxes which
he dsaxn8 dus~-1f he fscls thal the taxpayer has not discharged his
liability, his scla act is to place tha mattar in the hands of the
Attornsy Cenaral 20 that the courts may ascertain the proper amount
ef the taxes. It 1is odvisus that before the Jegretary of 3tate takzs
this gtep, 24 aay deslre to infora the tmapayer of ths sanount of the
taxes which hs foels ars dué and may dasire to nsgotiate =ith the
tazpsysr in an atbeupt to reach’an anicable gsitlenant of any dispute
which hag srisan, JTars agsin the scticns of the Zsgretary of 3State
8re neither ia the fora of s corractlon of ths taxpayer's rsport nor
in the form of wn assessmnt and dexrsnd--thay are nsrely afforss by
this offigial to arrivs 3% 3 solutiop w»hsreby s will ba satisfiad
hat tha proper tax is reld and whatshby he will des:m 1t unpsceossary
%0 refer the matter to the Attorney Geaeral,
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In the fnstant situation the Secratary of State has dsoided
thst items of unrsalizad profit shculd be ipeluded as s part of
sorpiua in compuiing the saxount of the franchise tax, snd thet
th= fallure to include suoh iteas in pssb y=are has resulted in
a deficlenay with réspect to ths paysenta for such ysars, “e

regurd this declsion as being in 2000rd with the oesa of Unitsd

North & South Development Company v, Heath, et al., supra, and
with the forasoing porticn of <hise opinice, 1In accordance with
thia opinion, ths ancunt of $he sdditional taxoes due {s to be
bassd upon the aatual valus of the items of unrealized profit.
If the taxpayer refuses o pay any additional taxes or {f he
tandors edditions] taxes computed upon a value of unreslized
profits which the Seoratary of 3%ate fedls is not in scoord
with the aotuel valus of sueh profits, the Zacretary of State
i1s privilegad to report such delinquency to the Attorney Cenersl
for sprropriate soticn., Coctrariwiss, {f the taxpayer tenders
addftional taxes ccaputed upcn 3 value of unrealized profits
which the Secaretary of State bslieves to be in asceord with the
actual value of such rrofita, the Secretary of State is privi-
loged to aoguiesce in the paymend of sueh taxes, and i{n this
sltustion he willl no%, of ¢oursa, report ths mtter to the
Attorney Ceneral,

Applying thsgs prinsiplss, wo shall answer your feaaiains
questlons individuslly:

Your sse'nd qucestion is snawered In e negativa, Heithasr
expreasly nor by implieaticn do our statutes authorize the
anendnand of franchise tax rarcorts after thsey havse basn filed
with the Secrstary of State, Tha oworn statesents raferrsd to
in your qusstion =may hav: an importance hersinafter indicated,

-but they afford no bazis for an amandssnt of the franchise tax

reports, Thals angwer maxes unascessary z rsply to your third
question.

In aggwer L0 your fourth question, you ars resyectfully sd-
viszd that you 373 privilegaed %0 =290¢ept %ha gheox Tor 200,00,
It you 4ave satisfied thn? this fipgure rapreserlis ths amount of
ths ad@itional taxes when such azouilh is oomguted upon the
actual valus of tha {tems of uarsalized provivs, you will, of
gourse, taxe no further actisn with rsspect to this payasnt,
On thez other hand, if you ars not satisfied that this figure
reprezants thoe jropsr amount of the additionsl Caxas dus, you
ere privilegad o re;usel ths Atiornay Cenersl to bring suls
to re¢cover any additionnl sum wixich you fesl t3 Ye due, :

Lo
oy
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Fouxr fifth questiosn i answer.d az follows: Your
duty in mattsrs Of this kind §= to azg¢sriain whether in your
orinion tha tax 13 comrutad upea the propar values, If you
are not sstisficd that ths tax i3 80 compubaed, you will refsp
the =elter to ths \tlorn:=y Cenral; I you are s0 sabtiasfied,
presunably you will acjulescs ia the payuent of ths tax, In
83%iafying yoursel? of the corractness of Ltheaa values, and
thus 1in dselding whethar or a0t Lo rsfer th: zatter Lo the
Attorney General, you 3are rrivilzzed to wake a3 bopna fida des
cialon uypon ths basis of any evidance which you deea sufficisnt,
Thus, you may=-and in most casss doudbtless will--bage your
. daclsion upon the information contnined in the franchizs tax
ranort, Howsver, (¢ you delizve thi= inforwmation %o be in
grror, we feel that you may basse your decision upch sworn
corregtions of such rsport, uron th: rvazulds of an inveatiza-
tion made by you or your stalf, or upon any othsr avidsanoce
wilch 1s satiafactory to yeu.

Trusting thet th: foraroing sq1tisfactorily nnauars
your iacuirissg, we ars

Yours vary truly

ATTORNNY GINRAL &F TTIAS

—~ , ™~
Ey'rﬁ;;? %EAL“**~\\-v-i;ZJ~i)

R. Dean ¥oovrhead
Assistant
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