STATE OF ALABAMNA, § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
VS.
§ DOCKET NO. I NC. 92-128
M CHAEL D. & NETAGENE THOVPSON
1725 Sonmerset Circle §
Bi rm ngham AL 35213,
§
Taxpayers.
§
FI NAL ORDER

The Revenue Departnent assessed incone tax against M chael D
and Net agene Thonpson (Taxpayers) for the year 1990. The Taxpayers
appealed to the Admnistrative Law D vision. CPA J. Andy King
represented the Taxpayers. Assi stant counsel Beth Acker
represented the Departnent.

The issue in this case is whether a loss incurred by an
irrevocable trust can be passed through and deducted by the
i ndi vi dual beneficiary of the trust in the year the trust is
t er m nat ed.

M chael D. Thonpson was the beneficiary of the M chael
Thonpson Share Trust. The irrevocable trust was created in 1975
and term nated in 1990.

The trust suffered a | oss of $81,822.00 for the cal endar year
ending 12/31/89. The trust also suffered a | oss of $13,173.00 for
the 1990 year ending 5/31/90. The trust carried the 1989 | oss over
to 1990 and cl ai med the conbined | oss of $94,995.00 on its final

trust return for the period ending 5/31/90.



M chael D. Thonpson, as beneficiary of the trust, subsequently
deducted the loss on his individual 1990 Al abama return. The
Departnent di sallowed the pass-through deduction and entered the
assessnment in dispute.

Under federal law, the unused portion of a trust loss is
al l oned as a deduction to the succeeding trust beneficiaries. 26
U S.C §642(h). The Taxpayers concede that Al abama has no statute
corresponding to I RC §642(h). Nonet hel ess, the Taxpayers argue
that the pass-through should be allowed based on Departnent Reg.
810-3-25-.05(7)(a). That regulation reads as foll ows:

(a) A loss on the final return of a revocable trust is

allowed to pass on to the grantor unless the trust is

irrevocable as to incone, then the loss is allowed to
pass on to the beneficiary.

The last part of subparagraph (a) does indicate that a
loss from an irrevocable trust can be passed through to the
succeedi ng beneficiary.

The Departnent argues that the | ast part of subparagraph
(a) is wong and has no basis in the |aw Rat her, the
Depart ment contends that subparagraph (b) of Reg. 810-3-25-

.05(7) is controlling. Subparagraph (b) reads as foll ows:

(b) A loss on an irrevocable trust cannot be passed on
to the grantor or the beneficiary.

The function of a declaratory regulation is to interpret
a statute. A regulation cannot Iimt or deny a deduction that

is otherw se allowed by statute. Boswell v. Bonham 247 So.2d

379. By the sane logic, a regulation cannot create or allow

a deduction that is not already authorized by statute.



Deductions are allowed only as a matter of |egislative
grace, and can be granted only where clearly allowed by

statute. State v. Sprinkle Net Shop, Inc., 351 So.2d 608. The

Taxpayers concede that Al abama does not have a statute all ow ng
a pass-through of a irrevocable trust loss to a beneficiary.

Consequently, notw thstandi ng subparagraph (a) of Reg. 810-3-
25-.05(7), the clained pass-through deduction in issue was
properly disall owed.

The assessnent in issue is upheld and judgnent is entered
agai nst M chael D. & Netagene Thonpson for 1990 Al abama i ncone
tax in the amount of $5,477.05, wth additional interest
conputed from Decenber 24, 1991

This Final Order may be appealed to circuit court within
30 days pursuant to Code of Ala. 1975, §40-2A-9(09).

Entered on January 3, 1994.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



