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Thi s appsal: iS made pursuant to Section 18593 of the
Revenue and iFaxatlon Code (formerly Section 1% of the Personal
| ncome Tax Act) fromthe action of the Franchise Tax Commissioner
on the protest of Jacob paley t0 a proposed assessment of gddi-
tional personal incone tax in the awount of $5,422.40 for the
yeatr 1938,

ssice from a ninor adjustment tO which the appellant has
not objected, the assessment arose out of the inclusion as appel-
lant's personal income Of the income from property transferred
irrevocably bK Appellant by way of gift to a trust declared orslly
by himfor the Beneflt of his daughter Jacqueline on August 1,
1929, and later, as to some of the property, reduced to writing on
Novenber 27, 1937. On the former date Jacquel i ne was approximatsl,
four years of age and on the latter, twelve, her date-of birth
. bei ng Decenber 27, 1925, The trust corpus on fugustl,1929, con-
sisted entirely of cash in the amount 0 $500,00¢, but _under
Appel lant's trust esdministration Up toO December i, 1937, the cash
was transmuted by investrients end | 0ans into other types of proper'
i ncl udi ng corporate shares of stock with apparently considerable
financial gain to the trust.  Lrcept for an sntry upon Anpellant's
records of the fact of the gift and the establishient of a trust
account in his daughter's name, there was no other evidence of the
trust prior to the trust. ingtrument of November 27, 1937, which
wsdrafted for the purpose of ™memorializing in writing the terns
conditions and limitations" of the original eift in trust, with
respect, however, only to Specified shares of trusteed stock
listed therein.

In the trust instrument Apreliznt names hinmself the _
trustee, but reserves the right to resien at any- time and appoi nt
. a successor. He further reserves the right as trustor to renove
- any trustee thus appointed "with or W thout cause .7 Ye also pro-
vides for the appointment Of a corperate trustee after his death
in the event that he is then still acting as trustee.
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Under other terns of the trust, any person acting as
trustee i s emnowered to sell, exchange or lend ths principal or
invest it in any Eroperty in which trust funds may by law be in-
vested, "Upon such terus and concitions as said Trustee may deem
to be for the best interest of said trust ... If Apsellant
hingelf is the trustee, he may, as trustee, invest the corpus "in
such investments as he in hi s sol e c¢iseretion shall determine,
whet her the same IS permissible far investment of trust funds or
not, said Trustee to use ressonable precaution to protect all
pcrsons interested in this trust from | 0ss by reason of such | oans
and/or investuents.'

The trustee powers mentioned in the preceding paragraph

are of a kind customerily ineluded in trust instrunents, so also
are other powers mentioned in the instrument under consideration,

i ncl udi ng some covering the vorrowirg of noney, the leasing of
Broperty, t he determination of principal, gross income and distri-
ut abl e income, the advancement of personal funds to the trust at
prevailing fstes of interest, the hondiing of trust securities as
though the trustee is the owner thereof, szid the hol di ng orsuch
securities in his own naome. Cistomary, t00, =are provisions that
the discretions conferrcd on a trustee are "absolute and uncontrol
nnd that he "shall hove for the full durction of this trust, zs to
the trust estate, the income therefrom and in the exscution of
this trust, tiesame andallthe powsrs ond di SCretions that an
absol ute owner of property hhs or may hove." There 1S -lso lan-
guege to the effeet that in the exercise of his functions, the
trustee shall hot be responsible for anything which does not con-
stitute Qross nesgligence.

It IS additionslly provided that if Appellant resigns as
trustee end appointg a successor, the latter has no authority
during Appellent’s lifetime to iqvest, reinvest, |oan or reloan
the trust estate, or to sell, exchange or otherw se dispose of eony
property therein, v“without first receiving written directions and
I nstructlons++ from ippellant. In that regurd, "Trustor expressly
reserves the right to himself and/or hi S nominees curing his iife-
time, the full right and authority to direct the Trustee in all
nctters concerning the investments, sales, éxchanges or other
disposition of tiais trust estate..." It is also provided,
however, that Appellsnt,as trustor, has ho right to direct the
substitute trustee to dispose of the trust income Or principel
except for the benefit.of the trust estate and the benesficiary,

Wi l e sppellant acts as trustee, <“he net income of the
trust is to be puig tO Lim "zs Trustee, ror the use and benefit++
of his daughter. 1f o substitute trustee is appointed, the net
income IS to be puid to ond received by Appellant "as Trustee for
said beneficiary . . ."™ MNoreover, where .another acts as trustee,
Appel l ant reserves the right to require him "by appropriate in-
structions, to hold or invest said net income Oor any part thereof,
and in such event the seme sheil be added to tae princips1" of the
trust and be dealt with s such, After 4ppsliant's death, the
entire net income is. to be paid to the beneficiary, with provision
that if' the net income i S lass tarn $12,000 a year, the trustee
may | nvade the corpus to make up the difference, He al SO may pay
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out such additionsl principal which in his discretion he decides

i s necessary for the beneficizry's "rensonable expenses incurred
for education, medical expenses and Ot her necessities of 1life...
Upon the beneficiary's death the trust is tO terminate gnd the
entire corpus and any incone accumulated thereon are to be distri-
buted to the legal representative of her estate.

“on Decenber 1, 1937, appeliant resigned os trustee r-ad
appoi nted The Farmers & lerchants Netioncl Bank Of LOS Angeles to
act 1N hiS stead and thot organization then accepted the =zppoint-
nent,

It al so appecrs fromthe record thet the trust wes crested
b}/ ippellent far the purpossz of giving his daughter econom c secur-
ity during ner lifetime and espsciaclly after his death; thet he has
meintained separzte DOOKS and benk sccounts for the trust income
received by him for his éaughter's benefit; and thnt o Federal gift
tax return evidencing the transfer in trust was filed bc}/ Appel |'ant
and o Federal gift tax paid by him thercon. Tha record :lso indi-
cates thot, except for some expenditurcs which apparently were
| mproperly mode with trust income after 1940,no purt o such
i ncome hcs ever been used by Anpeliecnt for hie dnughter's support,
and that Appellant is ¢ men OF substaniiil mewis who has zlways
been able to support his doughter Wth ais own funds.

The Cormissioner's proposed assessert oné tie mesuaorrndn
filed herein in sunpHrt of his position indicate quite clearly that
his prinmery recson for neking the assessment wes the Tnoueght that

e trust income nipght heve been used by ALppellant under the terms
of the trust in the discharge of his parental obligotion to suppor
his doughter, ond that, consequently, whether or not the income wa:
so used, it is Tagerle to Apnellant by virtue of the decisions in
Helvering v. Stusrt,317U.S. 154, cnd Borroughs V. MNcColgon, 21
Cal. 24 481.

I n Helvering v. Stuart the United Stotos Supreme Court

hel d as TO & trust crsated 1or the benefit of the trustort's minor
children, which nrovided specificolly that the trustess should " pa;
over to (the bensficiary) so much of the net income from the Trust
Fund, or sholl zpniy so much of szié income foOr his educction,
support and maintensnca,us to them shell scewr  advisable . . .,
the unexpended portion, if =ny, of such income to be cdded to the
rincipal of the Trust Fund," thnt t he incomz therefrom was taxable
0 the trustor even though NOt pai¢ ovaer for the PUr poses specifiec
The californie SUDTene Court nela similarly ir Borroughs V.
McColgan with respe et to the income from two trUSTS c¢stiblisghed for
the benefit Of the trustor's minor childrsn, Whi Ch zlso cxpressly
provided that the trustee 1N Ni'S gisereticn could either accumulnte
the trust income or use it for the "gaucation, support, maintcnance
and emusement® of.*the beneficicries. The statutory basis for the
decision in the Stusrt cose wes a provision in Scetion 167 of t he
Federal Interncl Rovenue Code taxing trust incoms (O the trustor If
such income "muy, in the discretion of ths grerntor or of any person
not heving @ subgtontinl adverse interest in the disposition Ol the
income, Jw udistributed to the grantor." The stututory ground in
the Borroughs Case was ldentlcéﬁ langunge | N Scetion 12(k) of tho
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Personal Income Tax fct, now I N Section 18172 of the Revenue and
Taxation Cods., Itmay be noted that in 1943 , the year follow n
cision in the Stuart case, Congress amended Section 167 0

C Internal Revenuc Gode to Provide that income which mey be
applied or distributed for the support or maintensnce of a
beneficiary whom the trustor iS legally oblirated to support is not
taxsble 1O the gpantor except to the extent that the inrcome iS SO
applied or distributed, The amendment Was made &fective With
respect t 0 taxable years commencing after December 31, 1942, With
a provision mcking Il retroactive to prior years on the filing of
certain consents with the Comm ssioner of " Internsl Revenue. The
California law wag Simlarly amended in 1945, which was tWo yoors
after the decision in the Borrouehs.cogr.bv the sddition of
Section 18173.1 to the Revenue and Toxation Code; but, unlike ths
Federal, the cmendment IS not retroactive zng applies only to tax-
abl e vears commencing after Decenber 31, 1944(Stats. 1945, Chop.
645, Sec. 123). Since the taxable year here involved is 1938, we
are not concernsd With the smendment, but nmust | 00K rather to the
principles of the_stnert and EForroughs coses.

| n determining the promricty Of the Commissioner's View
of the motter, It DECONMES necessary at the OUtS& tO ascertain
whet her 4ppcllant could legally use the trust income in mecting
hi s legal obligation to support hi S minor dougnter, fOr unlecss he
could do so, it seems tO US that the Stusrt nnd Borroughs Cases
are inapplicabls. '

We note, in the first place, that the trust instruments
construcd in those caseS expressly authorized the use of trust
income for the support, mrintenance and educrtion Of the bencfic-
iary during the period of his minority, In othcr words,sach
trustee there involved WaS given Speciftic authority to mnke pay-
ments for support purposss. 4and soalsowas the trustee in every
other case cxamined DY US in which the Stuart-Borroughs rule was
applied, Here, on the other hand,wehave s situaticn in Which the
trustor, When alse acting as trustee,iSsinmply t0 receive the
trust income in his latter cepacity "for the use and benefit" of
his daughter, or when not also acti nigl as trustee, is merely to
recelve It "as Trustee for said beneficiary?', nothing being said
ir addition relative to the expenditure of the funds for support
or any otier purpose. The Commissiopner argues, however,that the
| anguage just quoted is so broad in Its connotation as fo embrace
and authorize expenditures in satisfaction of Appellant's cbtliga-
tion to support his dsughter, and that, therefore, we have here a
factual picture comparable to those dealt with in the Stuart and
Borroughs cases. But he fails to submit any clear legal _authority
in favor of such a construction. as a matter of fact, the only
authority of which we are ware is, in our opinion, directly to
the contrary.

I n Shanley V. Bowers, 81 Fed. 2¢ 13, there was before the
court a Tru s"t“z‘ instrument Which in part merelvl prov? ded for the
payment Of %25 ,000 & year tO the trustor's dependent wife. In
answer toO an argument thet thals provision was In discharge of the
truster's marital dut% of support , "and SO within tiae principle of
Douglasv. Willeutts, 296 u. S, 1," a case generally considered the
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progenitor of the Stusrt-Borroughs rule, the Court stated:

v, ., . Lut the trust instrument sa¥s not hi ng about ¢is~
charging SUCh marital duty, nor is there any outside

evi dence of the settlor's intention to do so, Certainly
a man mast be able tO moke his Wfe a gift, if he w shes,
wi thout affecting his maritslduty., No authority hes
been cited for the theory thet every gift by = husband
to his wife nmust be presumed to be in discharge of it,
Not hi ng short of this wll suffice to sustain the con-
tention in the case at bar." 81 Fed.2d, at 15.

To the same effect is Suhr v. Cormissioner, 126 Fed. 24283,

_ W believe thnat the Court's reasoning in the_ghanley case

is of equal applicetion here, particularly Since the rule of the
Stuart and Borroughs cases has, to our know edge, never been
appl1ed except wiere the trustor had clearly indicated his intent
that the trust income be used by the trustee in fulfillnment of the
trustor's legal ~duty to support. Without some specific authority
of that kind, it seems tO US that the trustee, irresvectiveof
whet her he I's also the trustor, wouldclearly be guilty of =
violation of his trust in using the trust income in satisfaction

of the trustor's personal obligation, or, for that metter, for ny
ot her purpose inconsistent wth the trustor's declarsd intent to
nske o gift by way of trust for the sole advantage of the benefici-
ary. vil Code, Section 2229. Furthernmore, in the absence of an;
evidence %o the contrary, it cannot be assumed that a trustee W ||
act otherw se than for the best interests of the trust znd bene-
ficiary. HcllV.Commissicner, 150 Fed. 2d 334; Nossaman's "Trust
Administration end Taxation,” Vol. 2, Sec. 666, pp. 145-150. Thre
I'S N0 Such contrary cvidence here as te the year1938. While thee
IS some evidence that trust incoms was used after 1940 to neet
Appel l ant 's parental obligotions, we believe thot any consideration
respecting the circumstances 0f that USe arnd tae effect thereof
shoul d be deferred until such time ns « yuestion mey arise as toO
the texability of trust income during ths yecr Or ysars invol ved.

For the foregoing reasons, we are uacble tO agree With
the Comuissioner thot the rule of the Stucrt and Borroughs cases
requires the taxation to Appelicnt of The 1938 trust Income here
I nvol ved.

As cn alternative ground, the Commissioner arguss thet
under the so-called CAifford Rule (bused on the decision in
Helvering v. Oifford, 309U S. 331)the trust income can be tuxed
to Appellent on the theory that he never ccased to be the owner of
the trust corpus in view of the brond powers of control vested in
appellant by the trust instrument in both his capacity as trustee,
when zcting as such, eand nis role of trustor,

The United States Supreme Court held in the_Clifford case
that the technicalities Of the 1law of trusts will oec igncred to the
extent of treailnﬂ_a truotor-trustee of = family trust as the owner
of the corpus in his individunl capacity for the purposes of
Section 22(a) of the Federzl Internal Revenue Cpde, If It appenrs

162



Appeal of Jacob Poley

tnet despite the creation of the trust he has not in fact rslin-
uished ﬁi s econoni ¢ domnion snd control over the trust principal.
ection 22(a), whichis substantially the same as Scction 7 (a) o
the California Personallncome Tax Act (now Section 17101 of the
California Revenue and Taxztion Code), provides that "gross

inc ome" includes "gzoins, profits, and income . ,. growing out

of thc ownership or use of or interest in , ., property ..."
Itwas found in theClifford case that the trustor~-trustec there
involved I emai ned in substance the owner of the cor pus because
(1)the trust, veingfor fiveyears,wasofshort duration; (2)
the corpus would revert to the-trustor on the termination O the
trust ; (3) the trustor's dependent wife was the beneficicry; cnd
(1) broad powers of management and control were vested in the
trustor in his capacity as trustee. The Court stated:

", . . Wehaveat best « temporary rsallocation of income
withinan intimote family group, Since the income
remains in the f emily ond since the husbapd retalns
control over the investment,hehns rather complete
assurcnce thet the trust will not effect oy subst an-

tial change in ais cconomic position," 309 U.S. at 335.

The Court want on to say thaat ™no one fact is normally
deci sive ‘but that all considerstions =nd circumstences Of the kind
we have mentioned zre relevant to the question of ownership and
are appropriste foundnticns for findingsonthat issue.'? 309 U S
at 336, In addition , af tar noting tact the issue as to the toxa-
tion of the trust iacoms to the trustor under Section 22(z) of
the Internal Revenue Code is whether the trustor "may still be
treated aS the owner Of the corpus,” the Court rurthsr said:

“n, ., In absence of nore precise stancards supplied by
statute Or appropriatercgulsations, answer tO thot
question must depend on cnenslysis of theterns O
the trust arxd 2ll the circumstancesattendant on its
creation and operation.'? 209 U.S. at 334.

We are unable to agree with the Conm ssioner, however,
that the terns and attendant circunstances of the trust under
consideration bring it within the difford Rule. Generally Speak-
i Ng, the trustee powers Of management and control wvested by the
trust instrunent in Appellant while acting 2s trustee are of 3
kind which are custonmarily given a truste% in order to enable him
to function to the advantage anc for the best interests of the
trust, Assuch,thevyalonewill notsupporta finding of retained
control for the trustor's individual benefit. _Jones v. Norris,
122 Fecd. 2¢ 6; Lrmstrong v. Commissioner, 143 Fed. 2d 700 Hsli V.
Conmi ssi oner, 1350 Fec. 24 2ChL; United Statesv.Morss, 159 Fed,
147, is steted by Nossaman in his work entitled "Trust Administra-
tion and Taxation," Vol. 2, Sec. 666, pp., 149-150:

"Tt seews clear, however, that.the fact the grantor is
also.trustee or nay renove and appolnt trustees or
retains brosd power of management does not, I ndependently
of other circunstances, render him 13iable for the tax On
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‘ . .
"ghe i ncone.  Such rekervetions are consistent with bona
fide trust arrangements," LJ

art:

And as said in Helvering v. &t

|
"on the other hand broad powers of managenent in trustees,
even though without adverse interest, point tocomplete
di vestnment of control, as does/the inpossibility of re-
version to the grantors.” 317iU.S. at 169.

As for the several powers which Appellant has r%served
for exercise in his capacity as trustor, We find nothing in any-
thing there contained which mght be construed %s a retent hon of
control for his personal economc avantage. ~The nere right to
renove and appoint trustees is not so indicative, nor is the lone
power to direct and instruct the trustee as_to investnents or the
accunul ation of trust income. DawiA Jeew.,7 T.C. 363; Central
Nat i onal Bank of (O eveland v._ Conm}igss_i_oner, 141 Fed, 24 352.

There is some possibility here/that the trust corpusand
any accunul ated incone thereon may revert to Appellant 'if his
daughter shoul d predecease him It|seens t0 s, however, that
thi's contingency- IS S0 renbte as tp be alnmost negligible, and
therefore of no significance in any| consideration of the question
of retained control. United States|v. UNorss, supra; Suhr v.
Commissicner, supra.

R

,"‘

~Pursuant to the views of the Bciard on file in this pro-
ceeding, and good cause epge aring t|'1erei"‘or,

“IT IS HiREBY ORDERED, ALJUDLGED AND DECREED, pursuent to
Section 18595 of the Revenue and Taxation Code, that the action O
Chas. J. McColgan, Franchise Tax Conmi ssioner, on the protest of
Jacob Paley to a proposed assessuent of additional personal income
tax in the amount of $5,432,40 for ghe cal endar year 1938, be and
the sanze is hereby nodified; the action of the COmm ssionor in
including in the gross incoms of said Jacob Peley certain trust
i ncome in the amunt of $38,638 is hereby reversed; in all other

respects the action of the Commissi;oner I S hereby sustai ned.

| .
Done at Sacramento, Californial, this 16th day of Decenber,
1948, by the State Board of Equalization.

Wn G Bonelli , Chairman
J. H. Quinn, Member

J. L. Seawell, Member
Gec.! R Reilly, Member
Thomas A. Xuchel, Menber

ATTEST:  Dixwell I. Pierce, Secretary

t
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