STATE OF ALABAMNA, § STATE OF ALABANA
DEPARTMENT OF REVENUE

V. § ADM NI STRATI VE LAW DI VI SI ON
RONALD O. & JUANITA T. DURHAM § DOCKET NO. I NC. 85-177
3324 Stoneridge Drive
Bi r m ngham AL 35223, §

Taxpayers. §
ORDER

This case involves a disputed prelimnary assessnment of inconme
tax entered by the Revenue Departnent against Ronald O and Juanita
T. Durham for the calendar year 1984. The Taxpayers were
represented in the matter by certified public accountants M chael
J. Zarra and Bruce C. Wbster and attorney Louis B. Feld. The
Revenue Departnent was represented by assistant counsel Henry A
Leslie, Jr. Based on the evidence submtted in the case, and in
consideration of the briefs and reply briefs filed by the parties,
the follow ng findings of fact and conclusions of |aw are hereby
made and ent er ed.

FI NDI NGS OF FACT

Ronald O Durham (hereinafter "Taxpayer") and Cyde C. Black
were general partners in two limted partnerships, Vestavia Park
Apartnents, Ltd., which was forned on June 1, 1977 and consisted of
Vestavia Park Apartnments (170 units), and Park Towne Apartnents,
Ltd., which was fornmed on Novenber 30, 1977 and consisted of Park
Towne Apartnments (50 units). Under both limted partnership
agreenents, the general partners had broad authority and control

over managenent of the partnership assets, including the right to
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di spose of real property and, with the approval of a majority of
the limted partners, the right to designate a trustee-in-
Iiquidation for the purpose of disposing of the partnership assets.

Wth the intention of termnating the limted partnerships, on
May 7, 1984 the general partners entered into liquidating trust
agreenents relative to the two limted partnerships, the Vestavia
Park Apartnments, Ltd. Li quidation Trust and the Park Towne
Apartnments, Ltd. Liquidation Trust. The trusts were created for
the sole purpose of liquidating the partnership assets. Bot h
trusts had three trustees-in-liquidation, the two general partners
and a third party, M. John R Johnston.

Also on May 7, 1984, the general partners transferred the
partnership assets of both limted partnerships by warranty deed
into the liquidating trusts. On May 8, 1984, the trustees-in-
liquidation entered into separate sales agreenents to sell the
assets of both liquidating trust to United Princeton Corporation,
a New Jersey corporation. The sales were conpleted on June 15,
1984. The Taxpayer asserts that the third trustee-in-1liquidation,
M. Johnston, being know edgeable in real estate, was responsible
for and did in fact negotiate both sales.

Concerning both liquidating trusts, the trustees-in-Iliquidation
were responsible for maintaining and operating the apartnents,
collecting rent, selling the apartnents, and collecting the sales

proceeds derived fromthe sale of the apartnents. Upon conpletion
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of the sales, the liquidating trusts were extinguished, and the
sal es proceeds were distributed to the respective general partners.

Both trusts filed an Al abama trust fiduciary return show ng the
busi ness transacted by said trust (rents collected, expenses,
etc.). No gain was reported fromthe sale of the apartnents. The
basis used by the trusts to conpute the gain was the fair market
value (selling price) of the apartnments at the time of their
transfer into the liquidating trusts. That is, the Taxpayer took
the stepped up basis allowed under §40-18-6(a)(2). The Depart nent
di sall owed the increase in basis and conputed the gain using the
original basis in the property, which resulted in the assessnment in
di sput e.

CONCLUSI ONS OF LAW

During the period in issue, Code of Al abama 1975, §40-18-6 read
in pertinent part as follows:
(a) Basis (unadjusted) of property - The basis of

property shall be the cost of such property with the
fol |l ow ng exceptions:

(2) G FT OR TRANSFER IN TRUST. If the
property was acquired by gift or a transfer in
trust, the basis shall be the fair and
reasonabl e market value of such property at
the tinme of such acquisition, or if acquired
prior to Decenber 31, 1932, the basis shall be
the fair and reasonable nmarket value as of
t hat date.

The above statute providing for a step up in basis was first
enacted in 1933 and remained unchanged through several

recodi fications until its repeal by the Corporate Inconme Tax Reform
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Act of 1985. The 1985 anendnent provided that the basis of
property transferred in trust would be the sane as in the hands of
the grantor. However, the anendnent did specify that for transfers
prior to March 31, 1985, the step up in basis would still be
al | oned.

The Departnent argues, that the transfer of the apartnents into
the liquidating trusts was invalid because the grantor (genera
partners) retained absolute control over the trust corpus. The
Department further contends that the transactions |acked any
econom ¢ substance or business purpose, and therefore were sham
and shoul d not be recogni zed for tax purposes.

Al abama | aw clearly provides that the reservation by a grantor
of the right to revoke, alter or anend the terns of a trust, or
retention of control over the trust corpus, will not jeopardize the

validity of the trust. Merchant's National Bank v. Cow ey , 89

So. 2d 616. Further, there was no nerger of l|legal and equitable
interest in a single party, which would al so have invalidated the
trusts. The nerger doctrine was enunci ated by the Suprene Court in

First Al abama Bank of Tuscal oosa v. Wbb, 373 So.2d 631, at 634, as

foll ows:

The doctrine of nerger applies when one person becones
t he si mul taneous owner of identical |egal and equitable
interests in the sanme property. The equitable interest
merges into the legal interest and absol ute ownership
ensues, W thout any division into |legal and equitable
interests. Bogert, Trust and Trustees, (2nd Ed.) §129.

For exanple, a trustee, who holds fee sinple title in
trust in certain real estate which nakes up the corpus of
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a trust may becone the absolute owner of that realty if
he becones the beneficiary of the trust, or in other
words, the owner of the equitable interest. The doctrine

of merger would nerge the legal interest into the
equitable interest, since the sane person now hol ds both
interests, consequently destroying the trust. The

doctrine of merger, however, is an equitable doctrine and
woul d not apply if "serious injustice would result or if
the settlor's intent would be frustrated."” Bogert, Trust
and Trustees, (2nd Ed.) §129.

As further stated in the above case, the key factor in
determining the applicability of merger is that the sanme person
must hold both full equitable and full legal interest in the
property. The doctrine does not apply where there is diversity of
interest between nore than one trustee or nore than one
beneficiary. Thus, there was no nerger of |egal and equitable
interest in the present case because both trusts had three separate

trustees-in-liquidation. See also, Sisson v. Swift, 9 So.2d 891,

and Bl ack v. Black, 238 So.2d 861

The Departnent al so argues that the transfer of the apartnents
into the liquidating trusts was done for tax avoidance only, and
t herefore should not be recognized for tax purposes, citing Frank

Lyon Co. v. U. S., 435 U S. 561, and Rice's Toyota Wrld, Inc. v.

Conmi ssi oner of Internal Revenue, 752 F.2d 89.

In Edwards v. U. S., 572 F.Supp. 22, the US Dstrict Court,

citing Markosian v. Comm ssioner, 73 T.C 1235, discussed the

rul e of substance over form (shamtransactions) in tax matters as

foll ows:
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Techni cal considerations and | egal niceties of the | aw of
trusts which petitioner seeks to hide behind wll not
obstruct our view when the sole purpose of this
subterfuge is the avoi dance of Federal inconme tax. To be
sure, a taxpayer has the legal right to mnimze his
taxes or avoid themtotally by any neans which the |aw
permts. [Ctes omtted]. However, this right does not
best ow upon the taxpayer the right to structure a paper
entity to avoid tax when that entity does not stand on a
solid foundation of economic reality. Wen the form of
the transaction has not, in fact altered any cogni zabl e
econom c relationships, we will |ook through that form
and apply the tax |l aw accordingly to the substance of the
transacti on.

In Rice's Toyota, the court, citing Frank Lyon Co., adopted a

two pronged approach in determning if a transaction is, for tax
pur poses, a sham There nmust be no business purpose for the
venture, and there nust be no reasonable possibility of making a
profit.

The Taxpayer asserts that the purpose behind the creation of the
liquidating trusts and the transfer of the apartnents into the
trusts was to better facilitate the sale of the apartnents, with
the goal of termnating the partnerships. Liquidating trusts have

been previously recognized as valid instrunents, see Paine v. U S, ,

32 F.Supp. 672; Helvering v. Wshburn, 99 F.2d 478; and

Comm ssioner v. Atherton, 50 F.2d 740, and are generally fornmed for

t he purpose of consolidating nmanagenent of an asset so that it can
be nore readily sold. A liquidating trust may be especially useful

if a large nunber of varied parties have an interest in the



property.?!

By the addition of a third trustee-in-Iliquidation, who had the
authority to negotiate and sell the trust assets, the general
partners no |onger had absolute control over the assets. If a
transaction alters any econom c relationships and rights concerning
the parties and property involved, the transaction is not a pure

sham and shoul d not be voided. Edwards v. U. S., supra. As stated

in Rice's Toyota supra, at page 92, "a transaction cannot be

'In Helvering v. Washburn, supra, a group of individuals separately owned several
large tracts of land. The tracts were consolidated to better enhance their sale potential,
and were placed in trust for the purpose of getting title in better condition for sale, which
was necessary because of the large number of persons with an interest in the property.
The court citing Commissioner v. Atherton, supra, stated, "[l]n the instant case, the
trustees are holding parcels of land for an opportunity to sell, collecting rents and paying
taxes and distributing available funds, and it is a strict trust".
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treated as a sham unless the transaction is shaped solely by tax
avoi dance consi derations".

Concerning the second prong of the Rice's Toyota test, the

creation of a trust and the transfer of property into the trust is
not a transaction that is normally entered into to realize a
profit. Rather, as discussed above, a trust is created for other
busi ness considerations, such as to enhance managenent of the
property, or, as in the present case, to facilitate the sale of the
property. Certainly a gain is not expected from the transfer
itself of property into a trust. Consequently, the transfer in
i ssue could not be categorized as a shamnerely because it did not
directly result in a profit.

The statute providing for an increase in basis was first enacted
in 1933 and was reenacted on several occasions w thout change.
Only with the 1985 Corporate Inconme Tax Reform Act was the
artificial increase repealed, effective March 31, 1985. There is
evidence indicating that the Departnent had |ong recogni zed and
allowed the step up in basis provided by 8§40-18-6(a)(2), and
further, that the Departnment had actively sought and achi eved the
cl osing of the | oophol e through passage of the Corporate |Incone Tax
Ref orm Act of 1985.

The reenactnment of a statute wthout change signifies
| egi sl ative approval of the |anguage of the statute and the manner

in which it has been admnistered. Hammyv. Proctor, 198 So.2d 782;
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Jones v. Phillips, 185 So.2d 378. Further, the manner in which a

statute has been construed by a State agency over a nunber of years
must be given favorabl e consideration where such agency action has
for years controlled the conduct

of public business. dencoe Paving Co. v. Gaves, 94 So.2d 872,

citing Ex parte Darnell, 76 So.2d 770.

Prior to 1985, §40-18-6(a)(2) plainly and unanbi guously provided
that all property transferred in trust shall be given a step up in
basis. it is well-settled that the plain |anguage of a statute

cannot be ignored, Mrgan County Comm ssioners v. Powel |, 293 So.2d

830, Ot v. Muody, 216 So.2d 177, and should be taken to nean

exactly what it says, Al abama Industrial Bank v. State ex rel

Avi nger, 237 So.2d 108, Jefferson County Board of Education v.

Al abama Board of Cosnetol ogy, 380 So.2d 913.

Based on the above, the basis of the partnership assets
transferred into the valid liquidating trusts should be the fair
mar ket val ue of the assets when transferred, as allowed under §40-
18-6(a)(2), as it read during the period in question. Accordingly,
the assessnent in issue should be reduced and made final in the
amount of zero.

Done this 3rd day of October, 1986.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



