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This case involves a prelimnary assessnent of incone tax
entered by the Revenue Departnent (Departnent) against LFC, Inc.
(Taxpayer) for the fiscal year ending Septenber 30, 1984. A
hearing was conducted in the matter by the Adm nistrative Law
D vision of the Departnent on August 6, 1987. M. G ant MDonal d,
CPA, appeared on behalf of the Taxpayer. Assistant counsel Mark
Giffin was present and represented the Departnent. Based on the
evi dence submtted by the parties, the follow ng findings of fact
and concl usions of |aw are hereby nade and entered.

FI NDI NGS OF FACT

The issue to be decided is whether the Taxpayer realized a
taxabl e gain on the transfer of appreciated property (a partnership
interest) to a shareholder in redenption of the shareholder's
stock. The relevant facts are undi sput ed.

Big B Food Systens (partnership) is a limted partnershinp,
with a general partner and two limted partners. The Taxpayer is
one of the limted partners and at the tinme of its incorporation

owned a forty-five percent interest in the partnership.
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On February 20, 1984, the Taxpayer transferred fifty percent

of its remaining partnership interest to one of its two remaining
shar ehol ders in exchange for all of the shareholder's stock in the
Taxpayer. At the tinme of the exchange, the fair market val ue of
the partnership interest exceeded the Taxpayer's adjusted basis in
the partnership interest by the amount of $18, 846. 00.

Onhits federal return for the period in question, the Taxpayer
reported a gain of $18,846.00 on the transfer of the partnership
i nterest. No gain was reported by the Taxpayer on its Al abama
return. That is, because the Al abama return started wth the
federal net incone anobunt as reported by the Taxpayer on its
federal return, which included the $18,846.00 as incone, the
Taxpayer deducted or adjusted downward the net incone figure so as
to renove the $18,846.00 fromincone on its Al abanma return.

CONCLUSI ONS OF LAW

Code of Ala. 1975, §40-18-34 defines "gross incone" relative
to corporations to be the sane as is applied to individuals at Code
of Ala. 1975, §40-18-14. Section 40-18-14 defines the term broadly
to include, anong other itenms, all gains, profits, etc. derived
fromdealings in property.

Code of Ala. 1975, §40-18-7 provides that the anmount realized
fromthe sale or other disposition of property, other than noney
plus the fair market value of any property, other than noney,

received. Code of Ala. 1975, §40-18-8 governs the recognition of
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any gain and provides a general rule that the entire gain upon the
sal e or exchange of property shall be recognized. The renaining
subsections of §40-18-8 provi de exceptions to the general rule, and
subsection (m, which was enacted in 1985 and becane effective for
tax years beginning after Decenber 31, 1984, reads as foll ows:
(m Taxability of corporation on distribution. - The
anount of gain recognized by a corporation on the
distribution of its stock, rights to acquire its stock,
or property shall be determned in accordance with 26

US C 311 (relating to taxability of corporations on
distributions), as in effect fromtine to tine.

26 US. CA 8311 is title "Taxability of corporation on
di stribution"” and provides a general rule, with exceptions stated
therein, that no gain or |oss shall be recognized by a corporation
on the distribution, with respect to its stock, of any property.
However, one of the exceptions is §311(d), which provides that if
a corporation uses appreciated property to redeemits stock, then
the corporation nust recognize a gain equal to the excess of the
property's fair market val ue over its adjusted basis in the hands
of the corporation.
The Departnent argues that §40-18-8(nm), and thus 26 U S. C A
311, is inapplicable because it becane effective under Al abama | aw
subsequent to the tax year in question. Thus, the Departnment
contends that the general rule of taxability set out in §40-18-8(a)
shoul d govern and that thereunder the entire gain derived by the
Taxpayer fromthe property/stock exchange shoul d be recogni zed.

The Taxpayer argues that the transaction in question would
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have resulted in a taxable gain under §311 had that section been
applicable in Al abanma for the subject period. However, because
§40- 18-8(n) was enacted after the tax year in dispute, the Taxpayer
contends that the general rule of federal |aw should apply which
holds that a transfer of appreciated property to a shareholder wth

respect to his stock is non-taxable, citing General Uilities and

Operating Co. v. Helvring, 296 U.S. 200, 56 S.C. 185.

Upon consideration, it is determned that the Departnent's
position is correct. To begin, because §40-18-8(m becane
ef fective subsequent to the year in question, it is inapplicable
and need not be considered. Also, no basis can be found for the
Taxpayer's argunent that no gain should be recognized on the
exchange by a corporation of appreciated property in redenption of
its stock. A nore correct statenment of the rule referred to by the

Taxpayer, and set out in the cited General Uilities and Qperating

Co. case, is that the nere distribution of appreciated property to

its shareholders is not taxable. The purpose behind §311 was to

codify that general rule. Honigman v. CI.R, 466 F.2d 69; G ede

Foundries, Inc. v. US., 202 F. Supp. 263. However, as stated,

§311(d) provides that a gain should be recognized if appreciated
property is distributed in exchange for the corporation's stock.
Thus, there is a distinction between a sinple distribution of
property by a corporation to its shareholders (non-taxable), as

opposed to an exchange of property by a corporation in redenption



of its stock (taxable).

In any case, the gain resulting from the transaction in
question is clearly taxable under Al abanma |aw. Section 40-18-14
governs and broadly defines "gross incone" to include gains from
any dealing in property. Section 40-18-8 provides that the entire
gain upon the sale or exchange of property shall be recognized.
There is no dispute that a gain of $18,846.00 was realized on the
transaction in issue, which, based on the above, nust be recogni zed
as taxable by the Taxpayer in the tax year in question.

The above considered, the Revenue Departnent is hereby
directed to make final the prelimnary assessnent in issue as
entered, with additional interest as required by statute.

Done this 18th day of Septenber, 1987.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



