
 

 

 

 

5 

 

 

 

 

10 

 

 

 

 

15 

 

 

 

 

20 

 

 

 

 

25 

 

 

 

  
 

  

 

 
 
 

 

 

 

  

 

  

  

  

 

  

Claim for Refund 

Year Amount 
2007 $150,655.00 

ST
A

TE
 B

O
A

R
D

 O
F 

EQ
U

A
LI

ZA
TI

O
N

PE
R

SO
N

A
L 

IN
C

O
M

E 
TA

X
 A

PP
EA

L 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Grant S. Thompson, Tax Counsel IV
State Board of Equalization, Appeals Division 
450 N Street, MIC: 85
PO Box 942879 
Sacramento, CA  95814 
Tel:   (916) 205-1644 
Fax:  (916) 324-2618 

Attorney for the Appeals Division 

BOARD OF EQUALIZATION 

STATE OF CALIFORNIA 

In the Matter of the Appeal of:	 ) HEARING SUMMARY 
)
) PERSONAL INCOME TAX APPEAL 
)

PAULA TRUST	 ) Case No. 759422 
)
)
) 

Representing the Parties:  

For Appellant:	   Edwin P. Antolin, Silverstein and Pomerantz, LLP  
Amy  L. Silverstein, Silverstein and Pomerantz, LLP  

For  Franchise Tax Board:	  Sonia Woodruff, Tax Counsel  III1  

UESTION:	  Whether appellant Paula  Trust was subject to California income tax on all of its  

income  as California source income, as contended by respondent  Franchise Tax  

Board (FTB), or, alternatively, whether appellant’s amended return correctly  

apportioned 50 percent of its income to California on the basis that only one of its  

two  fiduciaries was a California resident.  

  Respondent’s counsel  was  formerly  known as  Sonia C. Deshmukh.  
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HEARING SUMMARY 

Background 

Paula Trust is an irrevocable trust created in 1971.  During the year at issue, the trust had 

two co-trustees.  One of the trustees was a California resident and the other was a resident of another 

state.  The trust has a single beneficiary, who is a California resident.  The trustees have authority to 

distribute net income or principal to the beneficiary as they deem to be in his best interests.  (App. Op. 

Br., p. 2; Resp. Op. Br., p. 2.) 

During the 2007 tax year, Paula Trust recognized a substantial amount of income as a 

result of the sale of stock in Century Theatres, Inc. by a partnership in which it was a limited partner. It 

also recognized income from the sale in its capacity as a shareholder in an S corporation that served as 

the general partner of the partnership.  (App. Op. Br., p. 3; Resp. Op. Br., p. 3.) 

Appellant states that, for purposes of this appeal, it has agreed not to dispute whether all 

of its income was from a California source.  (App. Reply Br., p. 7, fn. 4; see Resp. Op. Br., pp. 3 – 4.) 

On its original 2007 California income tax return, Paula Trust apportioned all of its 

income to California.  In 2012, appellant filed an amended tax return that apportioned only half of its 

income to California on the ground that only one of its two fiduciaries resided in California.2 This 

amended tax return sets forth the refund claim at issue in this appeal.  (App. Op. Br., pp. 2 – 3; 

Resp. Op. Br. p. 3.) 

On August 30, 2013, appellant filed this timely appeal pursuant to Revenue and Taxation 

Code (R&TC) 19331 on the basis that its refund claim should be deemed denied as respondent had not 

mailed a notice of action on the refund claim within six months after the claim had been filed.  

(App. Op. Br., p. 3.) 

Contentions 

Key Statutory and Regulatory Provisions 

To assist in reviewing the contentions of the parties, the key statutory provisions and key 

2 Appellant notes that its amended tax return also included other changes which, among other things, corrected its reporting 
of tax-exempt interest income.  (App. Op. Br., p. 3 and Exhibit D [copy of amended return].)  In its briefing, respondent has 
not disputed these other changes, which appear to be relatively minor. 
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regulation are set forth below.  The Applicable Law section of this Hearing Summary sets forth these 

provisions again, together with relevant portions of associated regulations and case law. 

R&TC Section 17742. (a) Except as otherwise provided in this chapter, the income of an 
estate or trust is taxable to the estate or trust. The tax applies to the entire taxable income 
of an estate, if the decedent was a resident, regardless of the residence of the fiduciary or 
beneficiary, and to the entire taxable income of a trust, if the fiduciary or beneficiary 
(other than a beneficiary whose interest in such trust is contingent) is a resident, 
regardless of the residence of the settlor.  . . . 

R&TC section 17743. Where the taxability of income under this chapter depends on the 
residence of the fiduciary and there are two or more fiduciaries for the trust, the income 
taxable under Section 17742 shall be apportioned according to the number of fiduciaries 
resident in this state pursuant to rules and regulations prescribed by the Franchise Tax 
Board. 

Regulation 17743.  Taxability of Trust Dependent upon Residence of Fiduciary. 

If there are two or more fiduciaries of a trust, and one or more are residents and one or 
more are nonresidents, and all the beneficiaries are nonresidents, the trust is taxable upon 
(a) all net income (less the deductions allowed under Article 1 of Chapter 9 

(Section 17731 and following)) from business carried on within this State, from real or
 
tangible personal property located in this State, and from intangible personal property
 
having a business or taxable situs in this State (see Reg. 17952); and (b) that proportion 

of the net income (less the deductions allowed under Article 1 of Chapter 9 

(Section 17731 and following)) from all other sources which the number of fiduciaries
 
who are residents of this State bears to the total number of fiduciaries.
 

. . . [see Applicable Law for examples provided by the regulation] 

Summary of Contentions 

Appellant argues that the plain language of R&TC section 17743 requires that taxable 

income be apportioned “. . . according to the number of fiduciaries resident in this state pursuant to 

rules and regulations prescribed by the [FTB].  [emphasis added]” Appellant therefore argues that 

California Code of Regulations, title 18, section (Regulation) 17743 is invalid to the extent that it 

determines taxable income by first taxing all income from sources within the state (such as income from 

a sale of California property) and only then apportions non-California source income according to the 

number of fiduciaries resident in the state.  Appellant contends that respondent is applying a sourcing 

methodology that the Legislature removed from the statute in 1937.  Appellant also contends that, in any 

event, Regulation 17743 does not apply to appellant by its terms as the regulation only addresses 
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situations where there is no California beneficiary and, here,  appellant’s beneficiary is a California  

resident.  

Respondent argues that  R&TC section 17743 is ambiguous and contends that the statute  

provides a broad grant of rule-making authority by  providing that taxable income will be apportioned 

“. . . according to the number of fiduciaries resident in this state  pursuant  to rules and regulations  

prescribed by the [FTB].  [emphasis added]”   Respondent argues that, in light of the  foregoing, 

Regulation 17743 reasonably  applies a sourcing methodology that is consistent with general sourcing  

principles  reflected throughout the Revenue  and Taxation Code and has been consistently applied since  

1935. Respondent contends that appellant’s interpretation of R&TC section 17743 would lead to absurd 

results and potential abuse.  Respondent further contends that the  Legislature’s 1937 amendment did not  

change the law and  likely  reflected a determination that the  deleted  sourcing language was  no longer  

necessary.  Respondent argues that Regulation 17743 applies to appellant  because the intent of the 

regulation is to  address  situations where the residence of beneficiaries is not relevant to determining  the 

tax and the regulation language  pre-dates  a 1963 change to R&TC section 17742 that distinguishes  

between contingent and noncontingent beneficiaries. 

Appellant’s Opening B rief  

Appellant  first  notes that  R&TC section 17742, subdivision (a), states that the tax on a  

trust applies “. . . to the entire taxable income of a  trust, if the fiduciary or beneficiary (other than a 

beneficiary whose interest in such trust is contingent) is a resident . . . .”  Appellant argues that it cannot  

be taxed on the basis of the residence of its beneficiary on the ground that its beneficiary has only a 

contingent interest in trust income  and principal.  It therefore contends that its taxation is dependent on 

the residence of its fiduciary.  (App. Op. Br., p. 4.)  

Appellant then notes that R&TC section 17743 applies by its terms  “[w]here the 

taxability . . . depends on the residence of the  fiduciary”  and provides that if there  are two or more  

fiduciaries, taxable income “shall be apportioned according to the number of fiduciaries resident in this  

state pursuant to rules and regulations prescribed by the  [FTB].  [appellant’s emphasis]”  Appellant  

argues that, under this provision, 50 percent of its  income is taxable by California because it has only  

two fiduciaries and only  one of these fiduciaries is a California resident, citing  McCulloch v. FTB (1964)  
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Board  review.  It does not represent the Board’s decision or  opinion.  

- 4  - 	 Rev. 1:   9-19-14  



 

 

 

 

5 

 

 

 

 

10 

 

 

 

 

15 

 

 

 

 

20 

 

 

 

 

25 

 

 

 

  
 

 

 

ST
A

TE
 B

O
A

R
D

 O
F 

EQ
U

A
LI

ZA
TI

O
N

PE
R

SO
N

A
L 

IN
C

O
M

E 
TA

X
 A

PP
EA

L 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

61 Cal.2d 186, 191, footnote 5.  (App. Op. Br., pp. 4 – 5.)  

Appellant argues that Regulation 17743 does not  apply for two reasons.  First, appellant  

contends, the regulation does not apply by its terms because the  regulation states that it applies where  

“all the beneficiaries  are nonresidents[,]” and here the sole beneficiary is a California resident.   

Appellant further notes that both examples provided by the  regulation expressly specify a situation in  

which all beneficiaries  are nonresidents.  (App. Op. Br., pp. 5 – 6.)  

Second, appellant argues, if the FTB contends that  the regulation applies even though its  

beneficiary is not a nonresident, “then the provisions in Reg. 17743 relating to sourcing of income not  

based on apportionment  are invalid because they c onflict with express statutory language of  

Section 17743, the statute it purports to implement.”  Appellant contends that, where taxation is based  

solely on the residence of multiple fiduciaries, the  plain language of R&TC  section 17743 requires  

apportionment based on the number and residence  of fiduciaries, rather than sourcing on the basis of  

presence of property in the state, etc., as the regulation provides.  Citing Government Code  

section 11342.2 and Nortel Networks, Inc. v. SBE  (2011) 191 Cal.App.4th  1259, 1276-78 (Nortel), 

appellant argues that Regulation 17743 is invalid because it conflicts with R&TC section 17743.  

(App. Op. Br., pp. 6 – 7.)  

Appellant further  contends that the legislative history of R&TC section 17743 confirms  

its interpretation of the provision.  Appellant notes that  the predecessor to R&TC section 17743, 

Section 12(b), expressly  provided that  the taxable income of a trust included income from sources within 

the state, as follows:  

. . . 

The taxable income of the estate or trust shall include the following:
  
(1)  The income from real property  and tangible personal property located and from  
business transacted in this State.  
(2)  The income  from intangible property with a situs in this State.  
(3)  The income from  real property and tangible personal property located outside this  
State and the income from intangible property  with a situs outside this State in  the  
following cases:  [Where the beneficiary, the fiduciary, or the settlor are California 
residents.]  

/// 

/// 
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Where the taxability of income under this section depends on the residence of the 
fiduciary and there are two more fiduciaries for the estate or trust, the income taxable 
under this section shall be apportioned according to the number of fiduciaries resident in 
this State, such apportionment being determined according to rules and regulations 
prescribed by the commissioner. 
. . . [App. Op. Br., p. 7 and exhibit E.) 

Appellant further notes that Section 12 was substantially amended in 1937.  Appellant 

contends that the 1937 amendment “repealed the dual sourcing method” and provided for taxation 

“based only on the residence of the fiduciary or beneficiary, as is the case today . . . .” In support, 

appellant notes that the revised version of the statute provided in Section 12(c) that: 

(c) Except as otherwise provided in subsections (d), (g) and (h) of this section, the 
income of an estate or trust shall be taxable to the estate or trust.  The tax shall apply to 
the entire net income if . . . in the case of both estates and trusts, if the fiduciary or 
beneficiary is a resident, regardless of the residence of the settlor. 

Where the taxability of income under this subsection depends on the residence of 
the fiduciary and there are two or more fiduciaries for the estate or trust, the income 
taxable under this subsection shall be apportioned according to the number of fiduciaries 
resident in this State, such apportionment being determined according to rules and 
regulations prescribed by the commissioner. 
. . . [App. Op. Br., p. 8.] 

Appellant argues that, by deleting the provisions relating to California source income, the 

Legislature adopted a methodology that apportioned income solely on the basis of the residence of 

fiduciaries or beneficiaries. Appellant further argues that the 1937 amendment shows that the 

Legislature intentionally “barred taxation based on sourcing income according to the nature of the 

income earned[,]” and cites Eu v. Chacon (1976) 16 Cal.3d 465, 470 for the position that an amendment 

indicates an intent to change prior law.  (App. Op. Br., p. 8.) 

Respondent’s Opening Brief 

As background, respondent explains that, under both Federal and California law, 

non-grantor trusts are taxable at the trust level on accumulated income. Respondent states that, in 

general, trusts receive a deduction for income distributed to beneficiaries with the result that tax paid by 

a trust will be a tax on accumulated income. (Resp. Op. Br., p. 4.) 

Respondent states that, if all fiduciaries or all “non-contingent beneficiaries of a trust are 

California residents, then the trust’s income will be wholly taxable in California[,]” citing R&TC 
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section 17742.  Respondent further explains that “[a] contingent beneficiary is one whose interest . . . is 

subject to a condition precedent, such as the exercise of the sole discretion of the trustee in making trust 

distributions[,]” citing FTB Technical Advice Memorandum 2006-2.  Respondent contends that, here, 

appellants3 “allege that the only beneficiary of the trust has a contingent interest and accordingly, that 

the trust will only be taxable based on the proportion of resident and nonresident trustees.”  (Resp. Op. 

Br., pp. 4 – 5.) 

Respondent contends that:  “[a]lthough not explicitly stated in the relevant statutes, 

California has long treated [rules taxing income based on the proportion of resident trustees as compared 

to non-resident trustees] as applying only to income that is not from a California source, pursuant to 

regulations issued by the [FTB] . . . [,]” citing Regulation 17442 and 17743.  As a result, respondent 

contends, a trust is first taxable on its California source income and then next taxable on a portion of its 

non-California source income that reflects the proportion of California-resident fiduciaries and 

non-resident fiduciaries.”  (Resp. Op. Br., p. 5.) 

Respondent argues that the Board of Equalization has upheld this “longstanding rule[,]” 

citing the Appeal of the First National Bank of Chicago, 60-SBE-039, decided December 13, 1960. 

Respondent also argues that this treatment is “consistent with the tax treatment of all other individuals 

and entities under general principles of California income taxation[,]” citing R&TC sections 

17041(i)(1)(B) and 17951.  (Resp. Op. Br., p. 5.) 

Respondent contends that the current language of R&TC sections 17742 and 17743 


derive from language enacted in 1935 and amended in 1937.  Respondent notes that, “[p]rior to 1937, 


taxes were expressly imposed on the California source income of a trust by Section 12 . . . .”  


Respondent further notes that taxes were also imposed on non-California source income if a beneficiary,
 

fiduciary, or settlor was a California resident.  Respondent argues that then, as now, the statute provided 


for the apportionment of income in cases of multiple fiduciaries or beneficiaries and further provided 


that apportionment would be determined according to rules and regulations prescribed by the FTB.
 

(Resp. Op. Br., pp. 5 - 6.)
 

3 Respondent’s references to appellants (plural) are references to the trustees of the Paula Trust. 
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Respondent states that its regulations interpreting Section 12 “remained the same with 

regard to California source income” both before and after the 1937 amendments and continue in the 

current regulations.4 Respondent states that “[t]here appears to be no record of any explanation for the 

Legislature’s changes to California’s taxation of trusts in 1937.”  Respondent contends that “[a]ppellants 

erroneously argue that, because the Legislature removed the express reference to California source 

income, they must have intended to tax trusts solely on an apportionment [basis] that takes into account 

only the residence of the fiduciaries.” (Resp. Op. Br., p. 6.) 

Respondent first contends that appellants’ argument is incorrect because “[t]he drafters 

most likely intended to remove superfluous language with regard to an issue that had become a 

well-established legal principle by 1937:  that states had jurisdiction to tax non-residents on income 

from a source within the state, including trusts with non-resident fiduciaries[,]” citing in support a 1937 

law review article by Roger John Traynor (hereinafter referred to as “the Traynor article”).5 Respondent 

argues that “the drafters of the 1937 amendment . . . were likely well aware of the prevailing legal theory 

on trust taxation and there is no reason to conclude that they determined to depart significantly from this 

reasonable and well established principle.”  (Resp. Op. Br., pp. 6 – 7.) 

Respondent further contends that the drafters of the 1937 language “can be charged with 

knowledge” of its 1935 regulations, which were similar to the current regulations in providing that trusts 

with both resident and non-resident fiduciaries would first be subject to tax on all income from a 

California source.  Respondent concludes that, when the drafters continued to include statutory language 

giving it broad powers to adopt regulations “[t]his continued grant of quasi-legislative power without an 

express statement to the contrary amounts to a tacit approval by the Legislature of the existing 

regulations regarding California source income.” Respondent contends that “most likely the only 

change intended by the drafters of the 1937 amendment” was to provide that taxation would no longer 

be taxed based on the residence of the settlor of the trust.  (Resp. Op. Br., p. 7.) 

4 A copy of the 1935 regulations is attached to respondent’s opening brief as exhibit E, and a copy of the 1937 regulations is 
attached to its brief as exhibit F. 

5 The article is attached as exhibit G to respondent’s opening brief. The FTB cites in particular to pages 272 and 274 of the 
article. 
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Respondent contends that “. . . the removal of the reference to California-source income 

[by the 1937 amendments] did not alter the effect of the statute . . . .”  Respondent argues that, because 

both the 1935 statute and the 1937 statute referred only to income taxable “under this section” the 

apportionment rule in 1935 “appears to have been applicable to all of the income described under 

Section 12, or all of the taxable income of an estate or trust.”  “Accordingly,” respondent asserts, “the 

removal of the references to California-source income . . . did not change the existing rule with regard to 

source and apportionment as appellants claim.”  Rather, respondent contends, “[i]f anything, the 

removal of the description . . . of California-source income suggests that the Legislature intended to 

clarify that the apportionment rule did not apply to California source income.”  (Resp. Op. Br., p. 8.) 

Respondent argues that it acted within its authority when, effective September 17, 1982, 

it adopted the current regulation pursuant to the California Administrative Procedure Act.  Respondent 

further argues that the regulation was enacted pursuant to a quasi-legislative power granted by the 

language of R&TC section 17743, citing Yamaha Corp. of America v. SBE (1998) 19 Cal.4th 1 

(Yamaha).  Citing Yamaha at pages seven and ten, respondent contends that quasi-legislative regulations 

are granted substantial deference and “will bind a court ‘as firmly as the statutes themselves.’”  

Respondent further contends that a court’s review of a quasi-legislative regulation would be limited to 

whether the regulation was (1) within the scope of authority conferred and (2) reasonably necessary to 

effect the purpose of the statute, with the inquiry limited to whether the regulation is “arbitrary, 

capricious, or without reasonable or rational basis.”  (Resp. Op. Br., pp. 8 – 9.) 

Here, respondent argues, its regulation “clearly falls within the scope of authority 

conferred” by the statute. Respondent contends that R&TC section 17743 is “both broad and vague” 

because it refers to, but does not define, “[w]here the taxability of the income under this chapter depends 

on the residence of the fiduciary.”  Also, respondent states, the statute “does not clarify the amount, type 

or character of income that is to be included in its application.”  Respondent states that the statute refers 

to R&TC section 17742, but R&TC section 17442 does not indicate whether R&TC section 17743 was 

intended to apply to all taxable income of the trust or some other portion of its income.  Respondent 

argues that, in light of the broadness of the language and the grant to the FTB of quasi-legislative power, 

the Legislature intended for respondent to have “substantial interpretive power to effectuate the general 
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policy of the law.”   (Resp. Op. Br., p. 9.)  

Respondent contends that the regulation is “necessary to effectuate the purpose of the 

statute because the statute is ambiguous as to when and how it is likely to apply.”  Respondent further 

contends that “[i]t appears likely that the statute is intended to apply to income that has not already been 

sourced to a particular state” and that respondent exercised its regulatory power “to tax California source 

income consistent with the treatment of California-source income for all other individuals and entities.”6 

(Resp. Op. Br., p. 10.) 

Respondent argues that it has “consistently taxed trusts on California source income since 

1935” and quotes the Appeal of Apple Computer, Inc., 2006-SBE-002 (Appeal of Apple Computer, Inc.), 

decided November 20, 2006 (which itself cites Ordlock v. FTB (2006) 38 Cal.4th 897, 910) in stating 

that California affords “significant weight and respect to a longstanding statutory construction – whether 

in the form of a policy or a rule – by the agency charged with the enforcement of the statute.  

Respondent argues that factors listed by the Appeal of Apple Computer, Inc., as weighing in favor of 

deference, apply here, including agency expertise in a complex matter, the consistency of its application, 

and the adoption of a formal regulation.  Since its interpretation has been applied for more than 75 years, 

respondent argues that “the Legislature is presumed aware of this longstanding administrative 

practice[,]” again citing the Appeal of Apple Computer, Inc. (Resp. Op. Br., pp. 10 – 11.) 

Respondent contends that no statute or constitutional provision confers upon the 

Board of Equalization the power to invalidate a regulation adopted by the FTB.  Respondent further 

contends that, while the Board is authorized to interpret statutes and regulations and make a 

determination based on that interpretation, California’s Administrative Procedure Act governs the 

adoption, amendment, and repeal of regulations and does not authorize the Board of Equalization to 

invalidate respondent’s regulation.  (Resp. Op. Br., p. 11.) 

Respondent argues that there is no basis for the argument that the Legislature intended to 

discontinue or limit the practice of taxing California source income earned by a trust.  Respondent 

6 As examples of the “well established treatment of California source income,” respondent cites R&TC sections 
17041(i)(1)(B) and 17951, Valentino v. FTB (2001) 87 Cal.App.4th 1284, and Appeal of Lore Pick, 85-SBE-066, decided 
June 25, 1985. 
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reiterates its view that the  Legislature  “most likely”  excluded language  regarding California source  

income as  “superfluous and unnecessary, in light  of recent legal developments and the prevailing  

theories regarding trust taxation” at that time.  (Resp. Op. Br., p. 11.)  

Respondent disputes appellants’ contention that Regulation 17743 does not apply to the 

Trust because the contingent beneficiary is a California resident.  Respondent argues that the language 

of the regulation precedes the 1963 amendment to R&TC section 17742 that excluded contingent 

beneficiaries from taxation based on residency.  Respondent contends that, because the regulation 

language predates this statutory amendment, the regulation “describes only the situation where all the 

beneficiaries are non-residents.”  However, respondent argues, “[t]he purpose and intent of [the 

regulatory language providing for the sourcing of income] is to include all situations where a trust is 

taxable based on the residence of the fiduciaries and where the residence of the beneficiaries is not 

relevant to determining the tax of the trust, such as here.” Further, respondent asserts, if a trust with 

only nonresident beneficiaries is taxable on California source income, “then it follows that a trust with 

contingent resident beneficiaries should also be taxable” on California source income.  (Resp. Op. Br., 

p. 12.) 

Respondent argues that there is no evidence to support appellants’ suggestion that the 

Legislature “intended to exempt certain trusts (those with multiple fiduciaries residing in and out of 

California) from tax on California source income.”  Respondent contends that this suggestion “not only 

contradicts general principles of California taxation, but it directly conflicts with other statutory and 

regulatory provisions of the Revenue & Taxation Code, such as [R&TC] sections 17041 and 17951, 

which impose tax [on California source income of nonresidents].”  On this basis, respondent argues 

that“[e]ven if the Regulation were somehow found inapplicable to appellants, the Trust would still be 

taxable on all of its [California-source income].” (Resp. Op. Br., p. 13.) 

Respondent argues that not taxing Paula Trust on its California-source income would lead 

to absurd results.  Respondent further contends that such an approach would conflict with the principle 

that, while trust structures may be complicated, such complication should not hinder the ability of the 

state to tax income that could be taxed in the absence of the trust, citing McCulloch v. FTB (1964) 

61 Cal.2d 186 at page 197, footnote 9 (which in turn cites the Traynor article previously cited by 
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respondent).  (Resp. Op. Br., p. 13.)  

Respondent argues that appellants’ approach would exempt beneficiaries from 

recognizing California-source income “because the trust had already paid California income tax and 

beneficiaries are not subject to an additional layer of tax upon distribution.”  Respondent contends that 

this result would treat a trust with contingent beneficiaries and multiple fiduciaries residing in and out of 

California, such as Paula Trust, more favorably than a trust or estate with all nonresident fiduciaries and 

beneficiaries, which would have even less connection to California then Paula Trust.  Respondent notes 

that R&TC section 17734 and Regulation 17951-1(c) both expressly provide that nonresident 

beneficiaries must pay tax on trust income from a California source.  Respondent also notes that 

Regulation 17742, subdivision (a), provides that a trust with nonresident fiduciaries and beneficiaries 

“must still pay tax on California source income.” (Resp. Op. Br., p. 14.) 

Discussing the Appeal of Marilyn Monroe, 75-SBE-032, April 22, 1975, respondent 

argues that the Board of Equalization has “long found that an estate of a nonresident decedent is still 

taxable . . . on its California source income, even when none of the beneficiaries of the estate reside in 

California.”  Respondent notes that the Board, in that appeal, taxed an estate on California-source 

income that would have been taxable if received by an individual.  (Resp. Op. Br., pp. 14 – 15.) 

Respondent contends that “. . . California taxes the California source income of all other 

individuals, partners, members of an LLC, corporations and businesses.” Respondent further contends 

that treating trusts with multiple fiduciaries residing in and out of California differently would result in 

“substantial injustice.” Respondent argues that appellants’ interpretation would provide “ample 

opportunity for abuse” by allowing trusts to avoid taxation of California source income simply by 

establishing a trust with trustees residing outside of the state and including language that distributions 

are subject to the discretion of the trustee.  (Resp. Op. Br., p. 15.) 

Appellant’s Reply Brief 

Appellant argues that the R&TC section 17743 plainly and unambiguously provides that 

“income taxable under Section 17742 shall be apportioned according to the number of fiduciaries in this 

state.”  Appellant contends that it followed the statute by apportioning one-half of its income to 

California and that respondent’s Regulation 17743 conflicts with and “improperly expands” R&TC 
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section 17743 by  first taxing California source income and then  apportioning remaining non-California  

ource income based on the residence of  fiduciaries.  (App. Reply  Br., p. 2.)  s

Appellant argues that the FTB erroneously asserts that the Legislature “did not really 

mean what it said in Section 17743.”  Appellant contends that the statute is “clear and unambiguous” 

and that “there is no legislative history that supports the FTB’s conflicting interpretation.” Appellant 

further contends that quasi-legislative regulations “cannot expand the scope of the relevant statute and 

are entitled to no deference by a court or this Board.”  (App. Reply Br., pp. 2 – 3.) 

Appellant argues that the words of the statute are the best evidence of legislative intent 

and that, “when a statute is ‘clear and unambiguous there is no need for construction[,]” quoting In re 

Lance W. (1987) 37 Cal.3d 873, 886 and citing Murphy v. Kenneth Cole Productions, Inc. (2007) 

40 Cal.4th 1094, 1103, and other cases.  Appellant contends that R&TC section 17743 is clear, stating 

that “the income taxable under Section 17742 shall be apportioned according to the number of 

fiduciaries resident in this state.”  Appellant notes that, by its terms, R&TC section 17742 applies to “the 

entire taxable income of a trust.”  Thus, appellant argues, the entire taxable income of the trust, 

including California source income, “is apportioned according to the number of fiduciaries resident in 

the state.”  (App. Reply Br., pp. 3 – 4.) 

Appellant argues that its interpretation is confirmed by the fact that, in 1937, the 

Legislature deleted language in the statute that sourced the income of trusts based on property or 

business activity in the state.  Appellant further argues that, by deleting the language, “the Legislature 

clearly communicated its intent to change the sourcing rules that were enacted in 1935.”  Appellant 

provides quotes from several cases and authorities, including United States v. American Trucking 

Association (1940) 310 U.S. 534, 543 and Ennabe v. Manosa (2014) 58 Cal.4th 697, 714-715 (Ennabe), 

which state that the words of a statute best express legislative intent and that, when the Legislature 

changes a statute, it can be presumed it intended to change the law.  (App. Reply Br., pp. 4 – 5.) 

Appellant contends that the FTB wrongly argues, on page 5 of its opening brief, that the 

income referred to and apportioned in R&TC section 17743 is only non-California source income.  

Appellant asserts that this argument is incorrect for two reasons.  First, appellant argues, the argument is 

incorrect because, quoting from the FTB’s brief, the limitation is “not explicitly stated in the relevant 
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statutes.”  Appellant argues that a court or  a quasi-judicial body such as the  Board of Equalization “may  

ot add to or alter [terms of a statute] to accomplish a purpose that does not  appear on the face of the  

tatute or from its legislative history[,]” quoting  Ennabe, supra, 58 Cal.4th  at 719.  Here, appellant  

rgues, the  FTB’s interpretation does not appear in the statute and, as  FTB  admits, there is no legislative  

istory, other than the 1937 amendments.  Second, appellant contends, “the FTB’s interpretation would 

equire  a separate statute  authorizing taxation of trust income with contingent beneficiaries based on 

ncome from  the property  or business  activity in the state.”  Appellant argues that “[t]here is no such 

tatutory authority.”   (App. Reply  Br., pp. 5 – 6.)   

n

s

a

h

r

i

s

Appellant further contends that, even if R&TC section 17743 were ambiguous, 

appellant’s statutory interpretation is correct under principles of statutory construction.  First, appellant 

argues that “the FTB’s interpretation must be rejected because a tax imposition statute must be strictly 

construed in favor of the taxpayer and against the FTB[,]” citing Whitmore v. Brown (1929) 

207 Cal. 473, 482-483 (Whitmore).  Second, appellant argues that “the FTB’s interpretation must be 

rejected because it would render the tax facially unconstitutional, and statutes must be construed to 

preserve constitutionality[,]” citing People v. Roder (1983) 33 Cal.3d 491, 505.  Appellant provides the 

following quotation from Container Corp. of America v. FTB (1983) 463 U.S. 159, 164: “[u]nder both 

the Due Process and the Commerce Clauses of the Constitution, a state may not, when imposing an 

income-based tax, ‘tax value earned outside its borders.’ [internal citation omitted]”  Appellant argues 

that the FTB cannot constitutionally first tax based on property and business activity in the state and 

then apply a second method to the non-California source income, which, appellants contend, “has 

already been identified as income outside the constitutional reach of the state.”  Appellant asserts that 

“[b]y definition, the income to which the FTB would apply the second apportionment method is 

non-taxable, extraterritorial income.”  Appellant further asserts that applying the two methods 

sequentially violates the Constitution and that the Legislature could have eliminated either method “[t]o 

restore the constitutionality of the original version of Section 17743 in 1937[.]”  Appellant argues that 

the Legislature chose to eliminate the sourcing method, “and the FTB is bound by the Legislature’s 

choice.” (App. Reply Br., pp. 6 – 7.) 

Appellant further contends that Regulation 17743 is invalid to the extent it is inconsistent 
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with R&TC section 17743.  Appellant quotes Government Code section 11342.2, which provides that no 

regulation is valid “unless consistent and not in conflict with the statute and reasonably necessary to 

effectuate the purposes of the statute.”  Appellant further quotes several cases and authorities to the 

same effect, including  Nortel, supra, 191 Cal.App.4th  at 1276-78 (stating t hat an agency may not  

promulgate  a regulation that is inconsistent with the statute  or alters it),  and Association for  

Retarded  Citizens v. Department of Developmental Services  (1985) 38 Cal.3d 384, 391 ( Assoc. for  

Retarded Citizens).  (App. Reply  Br., p. 8.)  

Appellant argues that Regulation 17743 conflicts with R&TC section 17743 because “the 

regulation applies income sourcing methods that are not present in the statute.”  Appellant contends that 

the statute only authorizes apportionment based on the number of fiduciaries, while Regulation 17743 

“adds a second and entirely different sourcing or apportionment method” that is based on whether the 

income is from business carried on in the state or property located or having a situs in the state.  

Appellant further contends that Regulation 17743 “adds back the provision making taxable income from 

property and business in the state, treating the 1937 amendment as though it never occurred . . . .” 

Appellant argues that, while the statute grants authority to the FTB to make rules, the statutory language 

only authorizes rules “related to implementing the apportionment of trust income according to the 

residence of fiduciaries.”  (App. Reply Br., pp. 9 – 10.) 

Moreover, appellant contends, the relevant portions of Regulation 17743 “were not even 

promulgated under the current Section 17743.” Appellant argues that the FTB “never went through the 

process of interpreting the sourcing rules in current Section 17743, and drafting a regulation to carry 

[out] the authority granted under Section 17743 relating to regulations.” (App. Reply Br., p. 10.) 

Quoting from the FTB’s brief, appellant contends that the FTB is incorrect to argue that 

the Legislature granted it “substantial interpretive power to effectuate the general policy of law.”  

Appellant further contends that a grant of quasi-legislative authority does not provide authority to 

promulgate a regulation that expands on the scope of a regulation, citing Colmenares v. 

Braemer Country Club, Inc. (2003) 29 Cal.4th 1019, 1029.  Appellant argues that a court, or, in this 

case, the Board, “exercises its own independent judgment to evaluate the propriety of the regulation[,]” 

citing Aguiar v. Superior Court (2009) 170 Cal.App.4th 313, 323 and Assoc. for Retarded Citizens, 
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supra, 38 C al.3d at 391.  (App. Reply  Br., pp. 10 –  11.)  

Appellant further contends that the Board “has already considered and rejected the 

argument that it lacks authority to invalidate a regulation promulgated by the FTB[,]” citing the Appeal 

of Standard Oil Co. of California, 1983-SBE-068, 1983 Cal. Tax LEXIS 223, decided March 3, 1983, 

and the Appeal of Save Mart Supermarkets, 2002-SBE-002, 2002 Cal. Tax LEXIS 80, decided 

February 6, 2002. (App. Reply Br., p. 11.) 

Appellant notes that the FTB stated it could find no legislative history or explanation for 

the Legislature’s 1937 amendments to R&TC section 17743.  Appellant disputes the FTB’s argument 

that the sourcing rules were removed because California source income was not subject to 

apportionment.  Appellant argues that, if this were the case, there would have to be some other statute 

authorizing the taxation of California source income “after the provision for doing so was deleted from 

Section 17743.”  Appellant contends that “no such statute exists” and that the FTB is attempting to apply 

a sourcing provision that was deleted.  (App. Reply Br., pp. 12 – 13.) 

Appellant argues that a “more compelling explanation for the 1937 amendment” is that 

the 1935 version of R&TC section 17743 was unconstitutional because it applied “two sequential 

methods of sourcing/apportionment . . . .”  Appellant argues that the Traynor article cited by the FTB 

supports this interpretation because it reports that there was “much uncertainty” with regard to 

jurisdictional issues regarding the taxation of nonresidents on source income while also taxing residents 

on income from activities in other states.  (App. Reply Br., p. 13.) 

Appellant dismisses the FTB’s argument that the drafters of the 1937 amendment “tacitly 

approved” its regulation.  Appellant argues that, even if the Legislature can be assumed to have 

knowledge of the regulation when it enacted the 1937 amendment, “such knowledge establishes that the 

Legislature disapproved of the California sourcing rules in the regulation because it deleted those rules 

from the statute.”  Citing Nortel, in which a regulation that had been in effect for seven years was 

invalidated, appellant argues that “[e]ven a long-standing regulation is void if inconsistent with the 

statute.”  (App. Reply Br., pp. 14 – 15.) 

Appellant disputes the FTB’s contention that appellant’s interpretation of R&TC 

section 17743 would produce “absurd results.” First, appellant contests the FTB’s argument that its 
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interpretation would result in beneficiaries not recognizing income  from a  California source.  Appellant  

argues that R&TC section 17745, subdivision (b),  addresses  this situation, and removes  any potential for  

a “windfall,”  by providing that:  “If no taxes have  been paid on the  current or accumulated income of the  

trust because the resident beneficiary’s interest in the trust was contingent such income shall be taxable 

to the beneficiary when distributed or distributable to him or her.”   Appellant further argues that, 

contrary to the  FTB’s assertion, it is not claiming a “tax exemption” but is  only arguing that the taxing  

statutes should be “applied as enacted by the  Legislature.”  (App. Reply  Br., pp. 15 – 16.)   

Second, appellant contests the FTB’s arguments that its beneficiaries would be treated 

“more favorably” than other beneficiaries or trusts.  Appellant argues that “[t]he Legislature enacted 

Section 17734 to address the specific situation involving a non-resident beneficiary who receives estate 

or trust income from California sources.”  Appellant notes that this provision provides that income 

received by a nonresident from a trust will be included in the tax calculation “only to the extent that the 

income . . . is derived by the estate or trust from sources within this state.” Appellant contends that there 

is no inconsistency in treating nonresident beneficiaries differently from trusts and that this “is the 

Legislature’s intended result.”  (App. Reply Br., pp. 16 – 17.) 

Third, appellant disputes the FTB’s argument that its position provides an opportunity for 

abuse through the establishment of a trust with contingent beneficiaries and non-California resident 

trustees “so that income would be apportioned based on the residence of the trustees.”  Appellant notes 

the FTB does not claim any abuse occurred here and contends that, even if one assumes “potential for 

abuse, an administrative agency does not have the power to enforce a statute in a manner contrary to its 

plain terms.”  Appellant argues that this is a “policy judgment that only the Legislature can make” by 

amending the statute, citing Methodist Hosp. of Sacramento v. Saylor (1971) 5 Cal.3d 685, 691, and 

Carr v. Kingsbury (1931) 111 Cal.App. 165, 168.  (App. Reply Br., pp. 17 – 18.) 

Respondent’s Reply Brief 

Respondent argues that the Board cannot consider appellant’s argument that respondent’s 

interpretation would render the tax unconstitutional, citing section 3.5 of Article III of the 

California Constitution and the Appeal of Aimor Corp., 83-SBE-221, decided October 26, 1983.  

Respondent contends that, even if the Board were to consider such arguments, “[i]t is well established 
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that California has the right  to tax trusts on California source income[,]” citing  Schaffer  v. Carter  (1919)  

252 U.S. 37 and the Traynor article.  Respondent further contends that  a state may tax all income, 

including income from extraterritorial sources, of  residents, citing  Lawrence v. State Tax Commission  

(1932) 286 U.S. 276 and Guaranty Trust Co. v. Virginia  (1938) 305 U.S. 19.  ( Resp. Reply  Br., 

pp. 1 -   2.)  

Respondent further contends that “[t]here is no authority for appellants’ argument that a 

state must choose between taxing only income produced within its borders or a portion of the intangible 

income of a trust with a California trustee . . . .” Respondent argues that it is incorrect to argue that 

intangible income is “non-taxable extraterritorial income.”  Respondent contends that “none of the 

authority cited by appellants supports their argument that taxing both income earned inside 

[California’s] borders, as well as a proportion of other income bearing to the number of California 

resident trustees, violates Due Process and the Commerce Clause.”  With regard to appellants’ quotation 

from Container Corp., supra, that a state may not tax value earned outside its borders, respondent argues 

that appellants “conveniently ignore” the court went on to state that allocating value is an “elusive goal” 

and therefore the Constitution “imposes no single formula on the States” and “the taxpayer has the 

‘distinct burden of showing by clear and cogent evidence’ that [the state tax] results in extraterritorial 

values being taxed.”  Respondent contends that appellants have failed to meet that burden.  (Resp. 

Reply Br., pp. 2 – 3.) 

Respondent reiterates that R&TC section 17743 is vague and ambiguous as, among other 

things, it does not clarify how much income is to be allocated to each resident fiduciary.  Respondent 

argues that the statute’s “reference to ‘the income taxable under Section 17742’ appears to reference 

indirectly the ‘entire taxable income of a trust’ reflected in Section 17742, however the language of 

Section 17743 fails to specify how this income should be apportioned . . . .”  Respondent further argues 

that, in light of the vague statutory language, and the broad grant of rule-making authority, the FTB 

acted within the scope of it authority.  (Resp. Reply Br., p. 4.) 

With regard to appellants’ argument that a tax imposition statute must be strictly 

construed in favor of the taxpayer, respondent notes the case cited by appellants, Whitmore, supra, states 

that a “statute will not be held to have imposed a tax unless it is clear and explicit.”  (Whitmore, supra, 

Appeal of Paula Trust NOT TO BE CITED AS PRECEDENT - Document prepared for 
Board review.  It does not represent the Board’s decision or opinion. 

- 18 - Rev. 1: 9-19-14 



 

 

 

 

 

5 

 

 

 

 

10 

 

 

 

 

15 

 

 

 

 

20 

 

 

 

 

25 

 

 

 

 

  
 

 

 

  

  

 

  

  

  

 

   

 

 

  

  

 

  

     

 

  

  

     

  

      
   

      

ST
A

TE
 B

O
A

R
D

 O
F 

EQ
U

A
LI

ZA
TI

O
N

PE
R

SO
N

A
L 

IN
C

O
M

E 
TA

X
 A

PP
EA

L 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

207 Cal. at 483.)  Respondent argues that the  decision  does not support appellants’ position  because it is  

uncontested “that R&TC section 17743 imposes a tax on appellants[,]” and the  only issue presented “is  

whether the implementation of that tax as directed  by the associated regulation is correct.”  (Resp. Reply  

Br., p. 4.)  

Respondent reiterates that Regulation 17743 is consistent with R&TC section 17743.  

With regard to appellants’ argument that it did not go through the process of interpreting the statute, 

respondent argues that the regulation was promulgated appropriately and the fact that the language 

remained similar to prior versions of the regulation “is a reflection only of the fact that the law in this 

area has not changed as appellants contend.”  (Resp. Reply Br., p. 5.) 

Respondent disputes appellants’ contention that R&TC section 17745 (which provides 

for the taxation of beneficiaries on amounts not previously taxed) eliminates any windfall.  Respondent 

argues that, if R&TC section 17745 was “California’s only means to tax trust income earned from a 

California source for trusts with multiple trustees residing in and out of California, beneficiaries would 

receive the significant benefits of tax deferral and potential income shifting to lower tax rates.”  (Resp. 

Reply Br., pp. 5 – 6.) 

Respondent contends that other trusts would be treated disparately creating a “windfall” 

for some trust beneficiaries and “potentially impermissible constitutional violations.”  Respondent 

argues that “a trust with one California resident trustee that sold California real property and 

accumulated the income would have to pay California income tax on the gain from that sale in the 

current year at rates applicable to trusts.”  Similarly, respondent argues, “pursuant to Section 17742 and 

the regulation thereunder, which is not being challenged in this appeal, a trust with only out of state 

trustees and beneficiaries would also have to pay California income tax on the very same income in the 

year that it was earned.” (Resp. Reply Br., p. 6.) 

Appellant’s Supplemental Brief 

With regard to respondent’s argument that the Board may not determine whether 

respondent’s method of taxing trusts is constitutional, appellant notes that section 3.5 of Article III of the 

California Constitution limits the power of an agency “to declare a statute unconstitutional [appellant’s 

emphasis].”  Appellant contends that it is not arguing that the statute is unconstitutional; instead, it is 
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arguing  “that the statute  must be  applied as written” and that respondent’s  “regulation, if upheld, would 

unconstitutionally tax  extraterritorial trust income  . . . .   [appellant’s emphasis]”  Appellant argues that  

the cases  cited by the FTB regarding California’s  jurisdiction to tax are irrelevant because the issue on  

appeal “is not whether California has jurisdiction to tax Appellant but how  much of Appellant’s income  

it may tax.”  (App. Supp. Br., p. 1.)  

Appellant reiterates that the language of R&TC section 17743 is not ambiguous on the 

ground that the statute “plainly states” that “the income taxable under Section 17742 shall be 

apportioned according to the number of fiduciaries in the state.”  Appellant cites in support Lennane v. 

FTB (1994) 9 Cal.4th 263, 268, noting that the court in Lennane stated “Where the statute is clear, courts 

will not interpret away clear language in favor of an ambiguity that does not exist.”  Appellant contends 

that, even if the statute were ambiguous, “FTB would be empowered at most to address that particular 

ambiguity [cited by FTB], namely what it means to apportion according to the number of fiduciaries 

resident in the state[,]” rather than adding “entirely new sourcing rules.”  Appellant further contends that 

respondent cannot avoid the rule that tax statutes should be strictly construed by “merely conceding that 

the statute imposes a tax.”  (App. Supp. Br., pp. 2 – 3.) 

Appellant argues that the FTB’s reply brief offered “no new argument or evidence” to 

support the FTB’s position that Regulation 17743 is not inconsistent with the statute.  With regard to 

whether Regulation 17743 was properly issued, appellant argues that the FTB “does not reconcile the 

fact that the 1937 Act deleted from the statute the sourcing rules relied upon by the FTB . . . .”  

(App. Supp. Br., p. 3.) 

Appellant contends that “there is no windfall” when taxpayers “simply follow the express 

terms of the statute, and . . . even if there was a windfall, only the Legislature can amend the statute to 

avoid the alleged windfall.”  Appellant further contends that the two windfalls identified by the FTB, 

deferral of tax and a beneficiary paying lower rates than the trust would have paid, “apply to any 

/// 

/// 

/// 

/// 

Appeal of Paula Trust NOT TO BE CITED AS PRECEDENT - Document prepared for 
Board review.  It does not represent the Board’s decision or opinion. 

- 20 - Rev. 1: 9-19-14 



 

 

 

 

 

5 

 

 

 

 

10 

 

 

 

 

15 

 

 

 

 

20 

 

 

 

 

25 

 

 

 

 

  
 

  

 

 

 

 

   

  

 

  

  

  

  

  

       

   

 

   

    
   

 
 
     

 

      
   

      

                                                                 

ST
A

TE
 B

O
A

R
D

 O
F 

EQ
U

A
LI

ZA
TI

O
N

PE
R

SO
N

A
L 

IN
C

O
M

E 
TA

X
 A

PP
EA

L 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

complex trust7  with a California beneficiary and income from non-California sources.”  Appellant  

reiterates that R&TC section 17745 (regarding  the taxation of beneficiaries) addresses  any potential  

windfall.  (App. Supp. Br., p. 4.)  

Appellant disputes the FTB’s assertion that similarly-situated taxpayers would be treated 

differently.  Appellant argues that both examples cited by the FTB do not involve similarly-situated 

taxpayers.  First, appellant contends that a trust with one trustee who is a California resident is not 

similarly situated to appellant, “which has one California trustee and one non-California trustee.”  

Appellant notes that such a trust would be taxed on all of its income pursuant to R&TC section 17742.  

Second, appellant contends that a trust with no California trustees or beneficiaries is not similarly 

situated to appellant.  Appellant further argues that the Board should disregard respondent’s argument 

that disparate treatment might create constitutional violations on the ground that the FTB did not 

“explain or cite any cases to support [its] claim.”  (App. Supp. Br., pp. 4 – 5.) 

Applicable Law 

General Trust Taxation Rules 

In general, nongrantor trusts are subject to income tax.  (See Int.Rev. Code, § 641; Rev. 

& Tax. Code, §§ 17731 & 17742.)  As set forth below, the portion of trust income taxable in California 

depends upon whether beneficiaries and/or fiduciaries reside in California and, under respondent’s 

regulations, on whether the income is California source income.  It should be noted that the bullet points 

below summarize the state of the law as it is interpreted and reflected in the FTB’s regulations.8 

•	 If all of the trust’s fiduciaries are California residents, then all trust income is taxable in 

California without regard to income source or the residence of the settlor.  (Rev. & Tax. 

Code, § 17742, subd. (a).) 

•	 If all noncontingent beneficiaries are California residents, then all trust income is taxable in 

California without regard to income source or the residence of the settlor.  (Rev. & Tax. 

7 Generally, a trust may be a “simple trust” if, among other things, it requires that all income be distributed currently. A 
“complex trust” is a trust that does not qualify as a simple trust. (See 
http://www.irs.gov/instructions/i1041/ch02.html#d0e2658.) 

8 Appellant contests in this appeal whether respondent has statutory authority to impose taxation based on the source of 
income, at least in certain circumstances. 
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Code, § 17742, subd. (a).)  

•	 If all fiduciaries and all noncontingent beneficiaries are not residents of California, then trust 

income is taxable in California only to the extent that it is derived from a California source.  

(Cal. Code Regs., tit. 18, § 17742, subd. (a).) 

•	 If all beneficiaries are nonresidents, and some fiduciaries are California residents while 

others are nonresidents, the trust is taxed on all California-source income plus a proportionate 

share of non-California-source income based on the ratio of resident to nonresident 

fiduciaries.  (Rev. & Tax. Code, § 17743; Cal. Code Regs., tit. 18, § 17743.) 

•	 If all fiduciaries are nonresidents, and some beneficiaries are California residents while 

others are nonresidents, the trust is taxed on all California-source income plus a proportionate 

share of non-California-source income based on the ratio of resident to nonresident 

beneficiaries.  (Rev. & Tax. Code, § 17744; Cal. Code Regs., tit. 18, § 17744.) 

•	 A similar apportionment rule applies where the trust has some California-resident 

beneficiaries and some nonresident beneficiaries.  (Rev. & Tax. Code, § 17744; Cal. Code 

Regs., tit. 18, § 17744.) 

Relevant Statutes and Regulations 

The following are the key statutes and regulations discussed by the parties: 

R&TC Section 17742. (a) Except as otherwise provided in this chapter, the income of an 
estate or trust is taxable to the estate or trust. The tax applies to the entire taxable income 
of an estate, if the decedent was a resident, regardless of the residence of the fiduciary or 
beneficiary, and to the entire taxable income of a trust, if the fiduciary or beneficiary 
(other than a beneficiary whose interest in such trust is contingent) is a resident, 
regardless of the residence of the settlor. 
(b) . . . . 

Regulation 17742. Taxability of Estates. 

(a) . . . in the case of a trust, if the fiduciaries and noncontingent beneficiaries are all 
nonresidents of this State, only income from real or personal property located in this State 
(see Reg. 17951-3), business carried on within this State (see Reg. 17951-4), and 
intangible personal property having a business or taxable situs in this State (see 
Section 17952) is taxable. 

/// 
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In computing the taxable income from these sources, only the gross income from these 
sources is considered. From such gross income, the deductions allowed by the law are 
subtracted. See Sections 17301-17303 and Section 17734. The amount remaining is 
taxable income of the estate or trust to which the rates of tax specified in Section 17041 
apply. 

EXAMPLE. B is the executor of the estate of A, who was a nonresident of this State at 
the time of death. All the beneficiaries are likewise nonresidents. During the year 1980, 
the gross income of the estate from all sources amounted to $100,000, $50,000 of which 
was derived from real and personal property located, and from business transacted, in this 
State. The losses, depreciation, and depletion sustained with respect to the property in 
California, and the taxes, licenses, expenses, bad debts, etc., properly deductible from the 
California income amounted to $40,000. Thus, the income from California sources, prior 
to deducting amounts distributed to beneficiaries, amounted to $10,000. Of this amount, 
$6,000 was distributed to beneficiaries during the year pursuant to a partial distribution of 
the estate. The remaining $4,000 is the net income of the estate, as defined in 
Section 18411. 

(b) A noncontingent beneficiary is one whose interest is not subject to a condition 
precedent. 

(c) . . . 

R&TC section 17743. Where the taxability of income under this chapter depends on the 
residence of the fiduciary and there are two or more fiduciaries for the trust, the income 
taxable under Section 17742 shall be apportioned according to the number of fiduciaries 
resident in this state pursuant to rules and regulations prescribed by the Franchise Tax 
Board. 

Regulation 17743. Taxability of Trust Dependent upon Residence of Fiduciary. 

If there are two or more fiduciaries of a trust, and one or more are residents and one or 
more are nonresidents, and all the beneficiaries are nonresidents, the trust is taxable upon 
(a) all net income (less the deductions allowed under Article 1 of Chapter 9 
(Section 17731 and following)) from business carried on within this State, from real or 
tangible personal property located in this State, and from intangible personal property 
having a business or taxable situs in this State (see Reg. 17952); and (b) that proportion 
of the net income (less the deductions allowed under Article 1 of Chapter 9 
(Section 17731 and following)) from all other sources which the number of fiduciaries 
who are residents of this State bears to the total number of fiduciaries. 

EXAMPLE (1). B, a resident, and C, a nonresident of this State, are the trustees of a trust 
created by A. All the beneficiaries are nonresidents. During the year 1980, the trust 
received $60,000 as rent from real and tangible personal property located in, and from 
business carried on in this State, from which expenses of $10,000 were deducted, 
$60,000 from real and personal property located, and business carried on, outside this 
State from which expenses of $10,000 were deducted, and $50,200 income from stocks 
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and bonds, none of which had a business or taxable situs in this State. None of the 
income was paid or credited to the beneficiaries during the year. The $50,000 income 
from real and personal property located in, and business transacted in this State is taxable. 
Since there are two fiduciaries, one of which is a resident of this State, one-half of the 
balance of the income of the trust is likewise taxable to the trust. Thus, the taxable 
income amounts to $100,100 ($50,000 from property located in this State, plus one-half 
of $100,200 which is the remainder of the trust’s income). 

EXAMPLE (2). E, a resident, and F and G, nonresidents of this State, are the trustees of 
a trust created by D. All of the beneficiaries are nonresidents. The corpus of the trust 
consists entirely of stocks and bonds and property located outside this State. One-third of 
the income taxable under Section 17742 (i.e., net income less the deductions allowed 
under Article 1 of Chapter 9), which is the proportion of total income taxable which the 
number of fiduciaries who are residents of this State bears to the total number of 
fiduciaries, is taxable to the trust. 

Statutory Interpretation 

The goal of statutory construction is to determine legislative intent, and the first step in 

doing so is to look to the words of the statute.  (Ordlock, supra, 38 Cal.4th at pp. 909 – 910; Lennane v. 

FTB, supra, 9 Cal.4th 263, 268; Lungren v. Deukmejian (1988) 45 Cal.3d 727, 737.) The words of the 

statute are given their ordinary meaning but considered in the context of the relevant statutory scheme. 

(Ordlock, supra, 38 Cal.4th at pp. 909-910 [citing Lungren, supra, at p. 735].) “If the statutory language 

is clear and unambiguous, then we need go no further.”  (Hoechst Celanese Corp. v. FTB (2001) 

25 Cal.4th 508, 557 [citing Lungren, supra, at p. 735]; see also Lennane, supra, 9 Cal.4th at p. 268.) In 

determining a statute’s meaning, “. . . courts should, if possible, accord meaning to every word and 

phrase in a statute so as to better effectuate the Legislature’s intent.”  (Ste. Marie v. Riverside County 

Regional Park & Open-Space District (2009) 46 Cal.4th 282, 289 (Ste. Marie).) “As a general 

proposition the courts have held that ‘the very fact that the prior act is amended demonstrates the intent 

to change the pre-existing law . . . .’ [citations omitted]”  (Eu v. Chacon, supra, 16 Cal.3d 465, 470.) 

While an agency’s construction of a statute is reviewed independently, “significant 

weight” is given to long-standing agency constructions of a statute.  (Hoechst Celanese Corp. v. FTB 

(2001) 25 Cal.4th 508, 557 [citing Agnew v. State Bd. of Equalization (1999) 21 Cal.4th 310, 322 and 

other cases]; see also Ste. Marie, supra, 46 Cal.4th at pp. 292 – 293.) In St. Marie, the California 

Supreme Court explained that “‘When an administrative interpretation is of long standing and has 
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remained uniform, it is likely that numerous  transactions have been entered into in reliance thereon, and 

it could be invalidated only at the cost of major readjustments and extensive litigation.’”  (St. Marie, 

supra, at p. 293 [quoting Whitcomb Hotel Inc. v. Cal. Emp. Com. (1944) 24 Cal.2d 753, 757].) 

In Lungren v. Deukmejian (1988) 45 Cal.3d 727, at page 737, the California 

Supreme Court explained as follows: 

Words used in a statute or constitutional provision should be given the meaning 
they bear in ordinary use. (In re Rojas (1979) 23 Cal.3d 152, 155; [additional citation 
omitted].) If the language is clear and unambiguous there is no need for construction, nor 
is it necessary to resort to indicia of the intent of the Legislature . . . . (In re Lance W. 
(1985) 37 Cal.3d 873, 886; State Board of Education v. Levit (1959) 52 Cal.2d 441, 462.) 

But the “plain meaning” rule does not prohibit a court from determining whether 
the literal meaning of a statute comports with its purpose or whether such a construction 
of one provision is consistent with other provisions of the statute.  The meaning of a 
statute may not be determined from a single word or sentence; the words must be 
construed in context, and provisions relating to the same subject matter must be 
harmonized to the extent possible. (Dyna-Med, Inc. v. Fair Employment & Housing 
Com. (1987) 43 Cal.3d 1379, 1386-1387.) Literal construction should not prevail if it is 
contrary to the legislative intent apparent in the statute. The intent prevails over the 
letter, and the letter will, if possible, be so read as to conform to the spirit of the act. 
(People v. Belton (1979) 23 Cal.3d 516, 526; [additional citation omitted].) An 
interpretation that renders related provisions nugatory must be avoided (People v. Craft 
(1986) 41 Cal.3d 554, 561); each sentence must be read not in isolation but in the light of 
the statutory scheme (In re Catalano (1981) 29 Cal.3d 1, 10-11); and if a statute is 
amenable to two alternative interpretations, the one that leads to the more reasonable 
result will be followed (Metropolitan Water Dist. v. Adams (1948) 32 Cal.2d 620, 
630-631). 

Review of Agency Regulations 

In Yamaha, supra, 19 Cal.4th at pages 10 to 13, the California Supreme Court explained 

as follows: 

. . . [Q]uasi-legislative rules--represents an authentic form of substantive lawmaking: 
Within its jurisdiction, the agency has been delegated the Legislature’s lawmaking 
power. [citations omitted]  Because agencies granted such substantive rulemaking power 
are truly “making law,” their quasi-legislative rules have the dignity of statutes. When a 
court assesses the validity of such rules, the scope of its review is narrow. If satisfied that 
the rule in question lay within the lawmaking authority delegated by the Legislature, and 
that it is reasonably necessary to implement the purpose of the statute, judicial review is 
at an end. 
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We summarized this characteristic of quasi-legislative rules in Wallace Berrie & 
Co. v. State Bd. of Equalization (1985) 40 Cal.3d 60, 65 . . . . “‘[I]n reviewing the legality 
of a regulation adopted pursuant to a delegation of legislative power, the judicial function 
is limited to determining whether the regulation (1) is “within the scope of the authority 
conferred” [citation omitted] and (2) is “reasonably necessary to effectuate the purpose of 
the statute” [citation omitted].’ [citation omitted] ‘These issues do not present a matter 
for the independent judgment of an appellate tribunal; rather, both come to this court 
freighted with [a] strong presumption of regularity . . . .’ [citation omitted] Our inquiry 
necessarily is confined to the question whether the classification is ‘arbitrary, capricious 
or [without] reasonable or rational basis.’ (Culligan, supra, 17 Cal.3d at p. 93, fn. 4 
[additional citations omitted].)” 

[Footnote 4] In one respect, our opinion in Wallace Berrie may overstate the level of 
deference--even quasi-legislative rules are reviewed independently for consistency with 
controlling law. A court does not, in other words, defer to an agency’s view when 
deciding whether a regulation lies within the scope of the authority delegated by the 
Legislature. The court, not the agency, has “final responsibility for the interpretation of 
the law” under which the regulation was issued. (Whitcomb Hotel, Inc. v. 
Cal. Emp. Com. (1944) 24 Cal.2d 753, 757; [additional citations omitted].) 

STAFF COMMENTS 

It appears to staff that the first issue is whether Regulation 17743 applies to appellant. If 

the Board finds that the regulation does not apply to appellant, it would not need to reach the subsequent 

issue of whether the application of the regulation to the facts of this appeal would exceed the statutory 

authority granted by R&TC section 17743. 

As background, R&TC section 17742 provides that trusts with a California beneficiary, 

other than a contingent beneficiary, are subject to California income tax on their entire taxable income.  

Appellant argues that R&TC section 17742 does not apply because its beneficiary is contingent.  Unlike 

R&TC section 17742 and Regulation 17742, Regulation 17743 does not distinguish between contingent 

and noncontingent beneficiaries.  Regulation 17743 states that it applies where there are multiple 

fiduciaries, including both resident and nonresident fiduciaries, and “all the beneficiaries are 

nonresidents.” Appellant therefore contends that, because its only beneficiary is a California resident, it 

is not covered by Regulation 17743.  Respondent argues that the regulation should apply on the ground 

that the purpose of the regulation is to cover situations where taxation depends on the residence of the 

fiduciaries (such as where all beneficiaries are nonresidents or the only California beneficiary is a 

contingent beneficiary). 
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As a threshold matter, staff notes that, while respondent’s argument appears to accept that 

appellant’s sole beneficiary is a contingent beneficiary, respondent has not expressly confirmed whether 

it agrees that appellant’s only beneficiary is contingent.  For example, on pages four to five of its 

opening brief, respondent states that appellant “allege[s] that the only beneficiary of the trust has a 

contingent interest . . . .”  At the hearing, respondent should be prepared to confirm whether it agrees 

that appellant’s beneficiary is contingent and to discuss further its position that Regulation 17743 should 

apply to appellant based on the purpose of the regulation.9 

If the Board determines that Regulation 17743 applies to appellant, the next issue would 

be whether the application of the regulation to appellant would exceed the statutory authority granted by 

R&TC section 17743.  Respondent will want to demonstrate that its interpretation of R&TC 

section 17743 is consistent with the plain language of the statute when considered in the context of the 

overall statutory scheme.  As noted above, when construing statutes, courts strive to give meaning and 

effect to every word in the statute. (See, e.g., Ste. Marie, supra, 46 Cal.4th at p. 289.) Respondent 

should be prepared to address the purpose and effect of the phrase “according to the number of 

fiduciaries resident in this state[,]” which is used in the statute in the following context:  “. . . the income 

taxable under Section 17742 shall be apportioned according to the number of fiduciaries resident in this 

state pursuant to rules and regulations prescribed by the [FTB].”  Here, appellant has one resident 

fiduciary and one nonresident fiduciary, and respondent has determined that all of appellant’s income is 

taxable on the ground that the income arises from a California source.  Respondent should be prepared 

to explain how its application of the statute to the facts here apportions taxable income “according to the 

number of [resident] fiduciaries.” 

Respondent should also be prepared to discuss further the 1937 amendment to a 

predecessor of R&TC section 17743 (Section 12).  The statute originally applied a methodology in 

which all California source income was taxed and only non-California source income was apportioned 

based on the residence of fiduciaries.  Respondent’s original regulation followed that methodology.  In 

1937, the Legislature amended the statute to remove the language that provided for the taxation of 

9 Staff notes that, according to the Franchise Tax Board’s Technical Advice Memorandum 2006-2, “[a] resident beneficiary 
whose interest in a trust is subject to the sole and absolute discretion of the trustee holds a contingent interest in the trust.” 
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California source income, but respondent’s regulation continued to apply  (and continues to apply)  a 

ethodology that first taxes  all California source  income before then apportioning non-California source 

ncome on the basis of the number of resident fiduciaries.10  

m

i

Appellant will want to address the fact that respondent has consistently applied its 

interpretation of R&TC section 17743 for more than 75 years, and staff is not aware of any cases or 

authorities that have questioned the validity of respondent’s position that all California source income of 

trusts is subject to tax without apportionment based on the residence of fiduciaries or beneficiaries, and 

with only non-California source income apportioned based on the residence of fiduciaries or 

beneficiaries.  Appellant should be prepared to discuss the Appeal of Marilyn Monroe, 75-SBE-032, 

April 22, 1975, and the Appeal of the First National Bank of Chicago, 60-SBE-039, decided 

December 13, 1960.  In the former appeal, the Board found that the estate, which was not resident in 

California, was taxable on California source income. 

Both parties should be prepared to discuss the relevance, if any, of the statement in 

former R&TC section 12, subdivision (a), as in effect in both 1935 and after the 1937 amendments, that 

“[t]he taxes imposed by this act upon individuals shall apply to, and be imposed upon, the income of 

estates or of any kind of property held in trust . . . including . . . (4) income which, in the discretion of 

the fiduciary[,] may be either distributed . . . or accumulated.”  Does this subdivision suggest, perhaps, 

that the intent of the Legislature was to tax trusts to the same extent individuals were subject to tax, 

including, when applicable, tax based on source? Or, does the provision suggest, perhaps, that the 

individual income tax rate shall apply to trusts, but leave the determination of what income is taxable to 

subsequent subdivisions of Section 12? 

Staff further requests that the parties be prepared to address the relevance, if any, of the 

following in determining the Legislative intent behind the 1937 amendments and the current statutory 

regime: 

/// 

10 Staff notes that the Preface to the 1938 amended regulations, written by the Franchise Tax Commissioner (the predecessor 
to the FTB), describes the Legislature’s 1937 amendments to the statute’s trust provisions as “minor.”  (See App. Op. Br., 
exhibit H, p. 2.) Thus, it appears the Commissioner considered the 1937 statutory amendments to the trust provisions prior to 
promulgating the 1938 amended regulations, which retained a source-based taxation rule for trusts. 
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•	 Both the 1935 version of the Personal Income Tax Act and the 1937 version state that “[t]he 

net income of the estate or trust shall be computed in the same manner and on the same basis 

as in the case of an individual, except that . . . .”11 IRC section 641, subsection (b), states that 

“[t]he taxable income of an estate or trust shall be computed in the same manner as in the 

case of an individual, except as otherwise provided in this part.”12 Both the 1935 version and 

the 1937 version further state, in part, that net income is determined by taking deductions 

from gross income, and that gross income of nonresidents includes only California-source 

income, with gross income from sources within and without the state “allocated and 

apportioned under rules and regulations to be prescribed by the commissioner.”13 Similarly, 

under R&TC sections 17041 and 17951, nonresidents (and part-year residents while not a 

resident) are taxed on California-source income, and, under R&TC section 17954, 

gross income from sources within and without the state is “allocated and apportioned under 

rules and regulations prescribed by the Franchise Tax Board.” 

•	 The 1937 amendments added a provision in subsection (c) of Section 12 stating that 

beneficiaries will be taxed on distributable income of trusts if the trust did not pay tax that 

was owed on the basis of the fiduciary or beneficiary being a California resident,14 except 

that nonresident beneficiaries would only be subject to tax on California source income 

(compare current R&TC section 17745). (See Exhibit B, p. 15.) This subsection (c) of 

Section 12 cross-references to subsection (f) of Section 7, which, in additional language 

11 The Personal Income Tax Act of 1935 is attached as Exhibit A.  The 1937 amendments are attached as Exhibit B.  The 
quoted language is set forth in subsection (c) of Section 12 of the 1935 act (p. 17 of Exhibit A).  The language is set forth in 
subsection (d) of Section 12 as amended in 1937 (p. 16 of Exhibit B). 

12 Pursuant to R&TC section 17731, California generally conforms to the federal trust provisions. 

13 See Section 6 (defining “net income”) of the 1935 act and, in both versions of the act, Section 7 (defining “gross income”) 
and subsection (f) of Section 7 (providing that gross income of nonresidents includes only California-source income with 
gross income from sources within and without California allocated and apportioned according to regulations).  (For the 1935 
version, see pp. 6 – 7 of Exhibit A; for the 1937 amendments, see pp. 5 – 6 of Exhibit B (the 1937 amendments do not amend 
Section 6).) 

14 The parties may wish to discuss the purpose of the language of this provision, and in the current version of R&TC 
section 17745, which appears to limit the application of the provisions to situations in which the basis for taxing the trust is 
the residence of the fiduciary or beneficiary. 
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added by the 1937 amendments, sets forth rules for sourcing of intangibles and states that  

income received by nonresident beneficiaries from trusts constitutes California source  

income if the trust derived the income from sources within the state (compare current R&TC  

section 17734).  (See Exhibit B, p. 6.)  

It appears that R&TC section 17743 and predecessor statutes with similar language were 

reenacted multiple times.  The parties should address whether such reenactments suggest that the 

Legislature has accepted respondent’s interpretation.  (See Western Oil & Gas Assn. v. Air Resources 

Board (1984) 37 Cal.3d 502, 520; Division of Industrial Safety v. Municipal Court (1976) 

61 Cal.App.3d 696, 701.) Both parties should address, and provide any available evidence regarding, 

whether the Legislature considered respondent’s interpretation of trust-sourcing rules when R&TC 

section 17743 or predecessor statutes were reenacted. Staff notes that there are 171 other appeals 

pending at the Board that involve similar issues and related facts.  With the consent of the parties to 

those appeals, those appeals are currently deferred pending the outcome of this appeal. 

If either party has any additional evidentiary exhibits to provide, any such materials 

should be provided at least 14 days prior to the oral hearing pursuant to Regulation 5523.6, 

subdivision (b), in order to facilitate an orderly and productive hearing. 

/// 

/// 

/// 
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