STATE OF ALABANA § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON

V. § DOCKET NO. | NC. 86-249

CHARLES F. & JENNI FER C. M NCH§
225 M. Vernon Drive

Mont gonery, AL 36105, §
Taxpayers. §
ORDER

This matter involves two prelimnary assessnents of incone tax
entered against Charles F. and Jennifer C. Mnch ("Taxpayers") for
the years 1983 and 1984. A hearing was held on March 31, 1987.
The Hon. J. Knox Argo represented the Taxpayers. Assistant counsel
Mark Giffin appeared on behalf of 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 Taxpayer, M. Mnch, and his daughter and son-in-I|aw
("Smths") entered into a "shared equity financing agreenment” on
June 29, 1983 relative to the Smths' personal residence in
Brandon, M ssi ssippi. The agreenent was entered into with the
pur pose of conplying with the provisions of 26 U S. C A 280A. The
Taxpayer had invested approxi mately $100,000.00 in the house, while
the Smiths had invested $110,000.00 in cash plus a nortgage for
approxi mately $90, 000.00. The deed to the property was in the nanme
of the Smths only.

The agreenent provided in pertinent part that the parties
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woul d have an undivi ded ownership interest in the property, one-
third to the Taxpayer and the remaining two-thirds to the Smths.
The Smiths were to use the property as their principal residence
and pay the Taxpayer $5,000.00 annually as a fair rental for the
use of his one-third interest. The agreenent was open-ended, but
could be term nated by the nutual agreenent of all parties.

On their 1983 and 1984 joint Al abanma incone tax returns, the
Taxpayers claimed a depreciation deduction relative to the
resi dence. The Departnent audited the returns and di sal |l owed the
depreci ati on deducti ons. Several other adjustnents nade by the
Departnment were not contested by the Taxpayers. The Taxpayers did
not report any rental inconme relative to the property in question
on either return.

CONCLUSI ONS OF LAW

Code of Ala. 1975, §40-18-15(a)(8) provides "a reasonable
al | owance"” for depreciation of property. No statutory guidelines
are set out in the Alabama Code as to how the depreciation
deducti on shoul d be conputed. However, Reg. 810-3-15-.05 provides
that the deduction should be limted to property used in a trade or
busi ness, and that applicable federal authority, rules and
regul ati ons shoul d be foll owed.

26 U S.C A §280A(d)(3) governs the rental of property to
famly menbers for their use as a personal residence. Subsection

(d)(3)(A) provides that a dwelling unit is not used for persona
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purposes if it is rented, at a fair rental, for use as a personal
resi dence. Subsection (d)(3)(B) governs dwelling units rented to
persons with an interest in the unit and provides that Subsection
(d)(3)(A) should apply only if the rental is pursuant to a shared
equity financi ng agreenent.

Subsection (d)(3)(C) defines "shared equity financing
agreenent” to nean an agreenent under which (1) two or nore persons
acquire a qualified owership interest in the unit, and (2) the
person holding such interest is entitle to use the unit as a
residence and is required to pay rent to one or nore other persons
also with a qualified ownership interest in the unit. Subsection
(d)(3)(D) provides that a "qualified ownership interest) is an
undivided interest "for nore than fifty years" in the subject
property.

The Departnment argues that §280A shoul d not apply because (1)
the Taxpayer is not listed on the deed and thus does not have a
qualified ownership interest in the property, (2) that the Taxpayer
was not paid and/or did not report the $5,000.00 in rental as
requi red by the agreenment, and (3) the agreenent did not give the
Taxpayer an interest for nore than fifty years in the property.

As stated, a "qualified ownership interest" is defined at
Subsection (d)(3)(D) as an undivided interest of nore than fifty
years duration. It is not necessary under the statute that the

person claimng such interest nust be on the deed to the subject
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property. An undivided interest created by the shared equity
agreenent itself, as in the present case, is sufficient. Further,
the agreenent in issue is not limted by its terns to a period |ess
than fifty years, and thus grants the Taxpayer a continuing
interest which, unless altered, would exist for nore than fifty
years, as required by Subsection (d)(3)(D).

The Departnent does not dispute that the $5,000.00 yearly
rental as set out in the agreenent was a fair rental. The
Departnent does argue that no depreciation should be allowed
because no rental incone was reported by the Taxpayers on their
1983 and 1984 returns.

There is no evidence indicating whether the $5,000.00 yearly
rental was ever paid. However, the Taxpayers concede that such
rental inconme should have been properly reported on their returns.

Accordingly, in that the agreenent set out a fair rental, as
requi red by §280A, the Taxpayers' failure to report the rental
i ncomre should not defeat the application of that section. Rather,
t he Taxpayers' returns should be adjusted to include the incone in
guesti on.

Based on the above, the Taxpayers have substantially conplied
with the requirenents of §280A, and thus should be allowed a
depreci ation deduction concerning the property in question.
However, the Taxpayers' liability must al so be adjusted upward to

reflect the rental incone set out in said agreenent. Finally, such
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deduction and incone should be prorated for 1983 fromthe effective
date of the shared equity agreenent, June 29, 1983.

The Incone Tax Division is hereby directed to adjust the
assessnents in issue as set out herein, and to thereafter make the

assessnents final, with applicable interest as required by statute.
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Done this 17th day of August, 1987.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



