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ORDER

The Taxpayers, Janmes D. & Patricia M Holland, claimrefund of
inconme tax for the year 1986. The Departnent deni ed the refund and
the Taxpayers appealed to the Admnistrative Law D vision. A
hearing was conducted in the matter on Decenber 13, 1989. \V/ g
Leonard. Sharp represented the Taxpayers. Assistant counsel Mark
Giffin appeared for the Departnent. A Recommended Order was
entered on Decenber 27, 1989. After review of the Adm nistrative
Law Record and the Recommended Order, the follow ng Oder is hereby
ent er ed.

FI NDI NGS OF FACT

The Taxpayers reported as taxable inconme on their 1986 Al abanma
incone tax return a dividend of $5,162.50 received fromthe Kenper
I nconre and Capital Preservation Fund. The Taxpayers subsequently
filed an anended 1986 return and clained thereon that 39% of the
Kenper Fund di vi dend shoul d be exenpt because it was derived from
interest on U S. Governnent obligations, see Code of Ala. 1975
§40- 18- 14(2) d. The Departnent denied the refund clained on the

anmended return, and the Taxpayers appealed to the Admnistrative



Law Di vi si on.

In late 1983 or early 1984, the Incone Tax Division of the
Revenue Departnment requested an opinion fromthe Departnent's Legal
D vision concerning the taxability of dividend distributions from
a regul ated i nvestnent conpany where the dividends are derived from
tax exenpt interest on U S CGovernnent obligations. |If received
directly, such interest is exenpt from Al abama incone tax under
§40- 18- 14(2) d.

An opinion was subsequently issued by the Legal Division on
January 18, 1984 stating that such dividends should be exenpt from
Al abama i ncone tax. The Legal Division opinion was based on 31
U S C §3124, which exenpts from state and |ocal taxation all
obligations and stocks of the U S. Governnment, and all interest
relating thereto.

The Inconme Tax Division concurred in the Legal Division
opinion, but restricted its scope so that only dividend
distributions consisting entirely of exenpt governnment interest
shoul d be exenpt. That is, if any part of the dividend is derived
from any source other than exenpt interest, then the Departnent
considers the entire dividend to be taxable.

In the present case, the Taxpayers established at the
adm nistrative hearing that 42% (not 39% as indicated on the
anmended return) of the Kenper Fund dividend received in 1986 was

derived fromtax exenpt U S. CGovernnent obligations. However, the
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Departnment deni ed any exenption based on its above-stated position
that a dividend is not exenpt unless the entire dividend i s nade up
entirely of exenpt interest incone.

CONCLUSI ONS OF LAW

Interest income from U S. Governnent obligations is exenpt
from Al abama income tax by Code of Ala. 1975, §40-18-14(2)d.
However, 31 U.S.C A 53124 is nmuch broader in that it exenpts from
state and local taxes all stocks and obligations of the U S
Governnment and all interest derived from such obligations.

The Legal Division opinion of January 18, 1984 correctly cites
§3124 as authority for exenpting dividend distributions from a
regul ated investnment conpany if the dividends are nade up of tax

exenpt governnent interest, see Anerican Bank & Trust v. Dallas

County, 103 S. C. 3369, 463 U S. 855; and Menphis Bank and Trust

Conpany v. @Grner, 103 S. C. 692, 459 U S 392. | nterest on

governnent obligations should retain its exenpt status when passed
t hrough a regul ated i nvest nent conpany.

The Departnent's position is that the exenption should apply

only if all of the dividend is derived fromtax exenpt interest.

However, there is no basis or authority for the Departnent's

posi tion. Rat her, any portion of a distribution that a taxpayer

can prove originated from interest from governnment obligations
shoul d be excluded from taxabl e i ncone.

There is no question in the present case that 42% of the
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Kenper Fund dividend received in 1986 was derived frominterest on
U S governnment obligations. A refund should be issued
accordingly.

The final order may be appeal ed by the Taxpayers pursuant to
Code of Ala. 1975, §41-22-20.

Entered this the 27th day of Decenber, 1989.

JAMVES S| ZEMORE, Conmi sSsi oner



