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OPINION

This appedl is made pursuant to section 19061.1" of the Revenue and Taxation Code
from the action of the Franchise Tax Board in denying the claim of Charles E. Kuhn for a refund of
persona income tax in the amount of $24,363 for the year 1984.

¥ Unless otherwise specified, all section references are to sections of the Revenue and Taxation Code as in effect for
theyear inissue.

¢ Respondent and appellant agree that arefund of $6,049 plus interest is proper and that the balanceis still in
dispute.
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The question presented in this gpped isthe proper bass of property for Cdifornia
persona income tax purposes when depreciation has been taken prior to the time the appellant became
aresident of Cdifornia®

Appelant was aresdent of Texas prior to becoming aresdent of Cdiforniain 1982.
While aresdent of Texas, gppellant acquired an interest in a Texas partnership which acquired red
property in Texas. Apparently the Texas property consisted of apartments rented out to tenants and
thus depreciation was taken, including "accelerated” depreciation. 1n 1984, the property in Texas was
sold, and appellant was alocated a share of the gain based on his partnership interest.?

It isnot entirely clear from the record what amount gppellant reported on his Cdifornia
return as gain from the sale of the property by the partnership. However, the parties are clear asto the
issue raised by the above facts. The question iswhat is the proper basis of the property for purposes of
computing gain for California persona income tax purposes.

The question we face here is whether gppellant must reduce the basis of his property for
depreciation taken prior to his becoming aresident of Cdifornia. Appelant arguesthat it is not
"equitable" to require him to reduce his basis Since the depreciation did not reduce histaxesin
Cdifornia. He argues the purpose of depreciation isto alow the taxpayer to recover the cost of
invested capita over the life of the asset and that the purpose of the reduction in basisisto prevent a
double tax benefit. Since no tax benefit was received in Cdiforniafor the depreciation, and therefore no
double tax benefit could be received if the property's basis were not reduced for such depreciation,
gppellant argues that no reduction in bas's should be required. Respondent argues that notwithstanding
the "inequity” of the Stuation, abasis reduction is required.

This appears to be a case of firg impression in Cdifornia. We note that the Cdifornia
Legidature has not directly spoken on this question. Neither party has pointed to any directly relevant
Cdlifornia code section and in our research we discovered no such code section. Instead, Cdifornia
has incorporated federa law governing adjustments to basis of property and from these ruleswe are
required to discern the gpplicable state rule.

For years 1982 and later, Revenue and Taxation Code section 18031 fully incorporates
the Internal Revenue Code ("I.R.C.") for purposes of determining gain or loss on the disposition of

¥ A secondary question originally raised was whether appellant is required to recapture as ordinary income
accelerated depreciation taken prior to becoming aresident. Respondent has now conceded that recapture is not
necessary. Inlight of the language of Internal Revenue Code section 1250(b)(3), we agree with respondent’s
concession.

¥ By accelerated, we are referring to depreciation taken in excess of straight line.
¥ Throughout this opinion, for convenience we will disregard the existence of the partnership for certain issues and

analyze the questions presented as if appellant owned the property directly. The existence of the partnership does
not affect the analysis of theissues at hand.
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property.? |.R.C. section 1001 provides that gain from the sale of property shall be the excess of the
amount realized over the adjusted basis. Adjusted basisis defined in I.R.C. section 1011(a) asthe cost
basis of the property (as defined in |.R.C. section 1012) plus or minus any adjustments as provided for
inI.R.C. section 1016.

|.R.C. section 1016 generaly provides for adjustments to basis for depreciation, capital
expenditures, etc. Relevant to theinquiry a hand is|.R.C. section 1016(8)(3). Section 1016(a)(3)(B)
provides for an adjustment to basis for any period "during which such property was held by a person or
an organization not subject to income taxation under this chapter or prior income tax laws ... for
exhaugtion, wear and tear, obsolescence, amortization, and depletion, to the extent sustained.”

We think the phrase "person ... not subject to taxation under this chapter” is clear on its
face. Generdly, aperson who is not a Cdifornia resident and who has no Cdifornia-source income will
not be subject to taxation by Cadifornia Appellant was not aresdent of Cdifornia and apparently had
no Cdifornia-source income prior to 1982. We conclude that he was therefore not a person "subject to
taxation” by Cdifornia prior to 1982. Consequently, section 1016(a)(3) applies to appellant.

A stuation analogous to the present case occurs when a nonresident aien becomes a
resdent of the United States and then sdlls foreign property which had been acquired and usedin a
trade or business or for the production of incomein the foreign country prior to the time the person
becameaU. S. resident. This presents the same question asthe ingtant apped. |sthe basis of the
property reduced for depreciation sustained prior to the person becoming a resident of the United
States?’ The well-settled federal ruleisthat the basis of property must be reduced for depreciation
sustained prior to the person becoming aU. S. resident, notwithstanding the fact that no U. S. "tax
deduction” was ever received for the depreciation. (Gutwirthv. Commissioner, 40 T.C. 666 (1963);
Abraham v. Commissioner, 9 T.C. 222 (1947).¥) In Gutwirth, the tax court stated that the rationale for
this rule was that to not require abass adjustment for wear and tear would discriminate in favor of
nonresident aliens owning property abroad as compared to U. S. resdents in Smilar circumstances and
that without a clear stlatement from Congress, the court would not assume Congress intended such
discrimination. (Gutwirthv. Commissioner, supra, 40 T.C. a 679.) Wethink thisrationaeis equaly
goplicable under Cdifornialaw and, thus, that the same rule should apply. The basis of property should
be reduced for depreciation "sustained” prior to a person becoming aresdent of California,
notwithstanding that no "tax deduction” was taken in Cdiforniafor the depreciation. (I.R.C. 8

1016(a)(3)(B).)

¢ Unless otherwise specified, all references to the Internal Revenue Code are to the version of the code in existence
for the year in question.

? We presume that prior to becoming aU. S. resident, the nonresident alien was not subject to U. S. taxation and that
once he becameaU. S. resident, he is taxed on his worldwide income.

¥ Thisrulealso appliesin the corporate context in several circumstances where entities convert from tax-exempt to
taxable status. (See, e.g., I.R.C. § 1016(a)(3)(C) (insurance companies) and Treas. Reg. § 1.1382-7 (exempt
cooperatives).)
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The next problem is how to determine the amount of depreciation "sustained.” There
are severd choices. (1) federal tax depreciation, (2) state (or foreign country) tax depreciation, (3)
book depreciation, or (4) some other method. Treasury Regulation section 1.1016-4(b) provides that
the amount "actudly sustained is that amount charged off on the books of the taxpayer where such
amount is considered by the Commissioner to be reasonable.” (Emphasisadded.) If thel.R.S.
Commissioner determines that the amount charged on the books is not reasonable, then the amount
"sugtained” is the amount allowable as if the taxpayer were subject to the income tax during the period in
question, computed on the straight-line method. (Treas. Reg. 88 1.1016-4(b)(1) and 1.1016-4(b)
Flush language.)

Therefore, to compute gain for Cdifornia purposes, appdlant is required to reduce the
basis of the Texas property by the amount of book depreciation taken by the partnership on the
property during the years that appellant was not a Cdifornia resident, so long as such method was
reasonable?  On the record before us, we cannot say that appellant's book method was reasonable
snce neither party has presented any evidence as to the book method used nor have they discussed the
question of reasonableness. In fact, we do not know what method of depreciation respondent used to
reduce basis and thereby increase the gain appdlant was required to report. We think that if the
partnership's books were kept in conformity with generdly accepted accounting principles, thet this
method in most cases will be reasonable. Otherwise, amethod which is close to Cdifornia state tax
methods should be reasonable, even if the life or method used for books might alow less depreciation
than what would be alowed under Californiatax law.2?’ If the book method is not reasonable, then the
method used must be straight-line depreciation over the useful life as defined under the gpplicable tax
rules.

For the above reasons, we conclude that appellant should reduce the basis of the Texas
property owned by the Texas partnership for depreciation sustained prior to gppdlant becoming a
Cdiforniaresdent. Accordingly, respondent's denia of appelant's refund claim will be modified in
accordance with respondent’s concessions and with this opinion.

¥ We do not address the issue of what method of depreciation is to be used to compute depreciation once appellant
became a Californiaresident. Other than the general statement that whatever method used must comply with
Californialaw, we leave resolution of thisissue to the parties.

1 We do not intend to forecl ose the taxpayer from offering valid persuasive evidence that what is reasonable for
booksisvery different from what is allowed for tax purposes. What is reasonable should be based on the facts
known at the time the book method was adopted. However, we are not in any way attempting to set up abright-line
rule asto what isreasonable.
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ORDER

Pursuant to the views expressed in the opinion of the board on file in this proceeding,
and good cause appearing therefor,

IT ISHEREBY ORDERED, ADJUDGED AND DECREED, pursuant to section
19060 of the Revenue and Taxation Code, that the action of the Franchise Tax Board in denying the
clam of Charles E. Kuhn for arefund of persond income tax in the amount of $24,363 for the year
1984, be and the same is hereby modified in accordance with the Franchise Tax Board's concessions
and with the views sat forth herein. In dl other respects, the action of the Franchise Tax Board is
Sustained.

Done a Sacramento, Cdlifornia, this 21t day of November, 1991, by the State Board

of Equalization, with Board Members Mr. Sherman, Mr. Dronenburg, Mr. Bennett, Mr. Davies and
Mr. Fong present.

, Chairman

Ernest J. Dronenburg, Jr. , Member

William M. Bennett , Member
John Davies® , Member
, Member

*For Gray Davis, per Government Code section 7.9
kuhn.mc



