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Jones Manufacturing Conpany, Inc. ("Taxpayer") filed a
petition for refund of corporate incone tax for its short tax year
ending July 12, 1984. The Departnent disallowd the refund and the
Taxpayer appealed to the Adm nistrative Law Division. A hearing
was conducted in the matter on Novenber 24, 1987. CPA G ant
McDonal d was present and represented the Taxpayer. Assi st ant
counsel Mark Giffin appeared for the Departnent. Based on the
evi dence presented at the hearing, the Admnistrative Law Judge
entered a recommended order on January 19, 1988, which was
forwarded along with the Adm nistrative Law Division record in the
case to the Comm ssioner of Revenue for entry of a final order.
After review of the record and the recommended order, the foll ow ng
findings of fact and conclusions of |aw are hereby nade and
ent er ed.

FI NDI NGS OF FACT

The facts are undi sput ed.
The Taxpayer's stock was purchased by anot her corporation in

1984. The transaction was treated as a sale of assets under 26



2
U S C §338. That section is incorporated into A abama | aw by Code

of Ala. 1975, §40-18-8(1). Also, no gain on the transaction was
recogni zed by the Taxpayer on its federal inconme tax return, as
allowed by 26 U S.C. §337, except that certain depreciation was
recaptured and reported as ordinary incone, as required by 26
U S. C §1245.

The non-recognition provisions of §337 are incorporated into
Al abama | aw by Code of Ala. 1975, §40-18-8(j). Consequently, no
gain was recognized by the Taxpayer on its Al abama incone tax
return. The Taxpayer also failed to recapture depreciation on its
Al abama return.? The Departnment objected, arguing that the
Taxpayer must recapture depreciation on its Alabama return in the
same manner as under federal |aw

The Taxpayer subsequently filed an anmended return which
i ncluded the depreciation recapture as inconme, in order that the
Departnent could issue a partial uncontested refund due the
Taxpayer. The subject refund petition relative to the depreciation

recapture was filed sinultaneously with the anended return.

'The Alabama corporate income tax is computed using federal gross income as a
starting point. Thus, technically the Taxpayer subtracted or backed out on its Alabama
return the amount of recaptured depreciation included as gross income on its federal
return.
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The determnative issue is whether depreciation nust be
recaptured in Al abama, notw thstanding the applicability of the
non-recognition provisions of §337.

CONCLUSI ONS OF LAW

During the tax year in question, §337 provided in substance
that no gain or loss shall be recognized on the sale or exchange of
property within 12 nonths after adoption of a plan of conplete
liquidation.? As noted, §337 is made a part of Al abama |aw by §40-
18-8(j).

Taki ng advantage of §337, no gain or |oss was recogni zed by
t he Taxpayer on either its federal or Al abama return filed for the
period in question. However, 26 U. S.C. §§1245 and 1250 both
require that depreciation nmust be recaptured as ordinary incone
upon the sale or other disposition of the subject asset. Those
sections apply "notwithstanding any other provision of this

subtitle". [See §1245(d) and §1250(i).] Consequently, for federal

’Section 337 was enacted to eliminate the disparity in tax treatment resulting from
Commissioner v. Court Holding Company, 324 U.S. 331, 65 S.Ct. 707, U.S. v. Cumberland
Public Service Commission, 338 U.S. 451, 70 S.Ct. 280, and numerous related cases. For
a short history see Benedict Oil Company v. U.S., 582 F.2d 544, and Central Tablet
Manufacturing Company v. U.S., 94 S.Ct. 2516. Section 337 was substantially amended
by the Tax Reform Act of 1986.
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pur poses, the Taxpayer was required to recapture depreciation as
ordi nary income, notw thstandi ng the non-recognition provisions of

§337, see Brighamv. U S, 539 F. 2d 1312; F. dayton, 52 T.C 911

Dec. 29,726. The question in dispute is whether the Taxpayer nust
al so recapture depreciation on its Al abama return.

Code of Ala. 1975, §40-18-35(6) provides for corporations "[A]
reasonabl e al |l owance for the exhaustion, wear and tear of property
used in a trade or business. . . " No statutory guidelines are
provided as to the anmount or nethod by which the deduction should
be conputed. However, Code of Ala. 1975, §40-18-57 provides that
the Departnent shall pronulgate such reasonable rules and
regul ati ons as necessary for ascertaining gains and i ncome within
the State.

Departnent Reg. 810-3-15-.05 governs depreciation for both
corporations and individuals and provides in substance at
subsections (8) and (9) that depreciation shall be conputed "in the
same manner and subject to the same |[imtations as provided for
federal incone tax returns". Further subsection (10) of the
regul ation provides that federal law shall also be followed
relating to the recapture of depreciation.

In summary, the Legislature has provided in general terns for
a reasonable allowance for depreciation, and has provided the
Department with authority to establish guidelines by which the

deduction shoul d be computed. The Departnent responded by adopting
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federal statutory guidelines, included those federal statutes
relating to recapture.

The Taxpayer argues that the regulation is legislative in
character and exceeds the Departnent's rule-making authority in
that it "is out of harnmony with, or alters, extends or limts the

statute being admnistered”, citing HHnmv. State ex rel Martin, 33

So. 2d 358.

However, the regulation is nmerely an adoption of reasonable
regul atory guidelines for conputing a reasonable allowance for
depreciation. Wthout the regul ation, neither the Departnent nor
taxpayers would have guidance in claimng and conputing
depreci ati on. The fact that the guidelines were adopted from
various federal statutes does not nmake the regulation | egislative
in character.

The Departnent's wuse of federal guidelines in conputing
depreciation is long-standing and wel |l -established. Certainly, the
Legi sl ature woul d have taken corrective action if the Departnent's
use of federal authority was unreasonable or wunfair. To the
contrary, §40-18-35 has been recodified on several occasions
wi t hout change. The reenactnent or recodification of a statute
w t hout change indicates the Legislature' s approval of the nethod

by which the statute has been interpreted and adm nistered. Kruse

v. Hanpton, 394 F.Supp. 764, affirnmed 513 F.2d 1231; Moody V.

| ngram 361 So.2d 513.
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Sinply stated, federal |aw at §§1245 and 1250 provides that

deprecation clainmed in prior years nmust be recaptured and reported
as ordinary incone upon the sale or other disposition of the asset.
The recapture rules apply notw thstanding the non-recognition
provi sions of §337. As noted, subsection (10) of Reg. 810-3-15-.05
provides that federal recapture rules shall apply in Al abanma.
Consequent |y, depreciation nust be recaptured for Al abama incone
tax proposes in the sane manner and to the sanme extent as under
federal |aw

The above considered, the recaptured depreciation was
correctly reported by the Taxpayer on its anended return, and the
refund petition is due to be denied.

This order constitutes a final order in this action for
pur poses of review under Code of Ala. 1975, §41-22-20.

Done this 28th day of January, 1988.



