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The other papers in this series on California's new 
trust principal and income law reveal that the legisla
tion neither removes all of the legal uncertainties about 
these matters nor resolves all issues about them in a man
ner which will be appropriate to the circumstances and 
objectives of all clients. These problems will create 
strains between trustees and beneficiaries, and they will 
result in a variety of difficulties to persons serving as 
fiduciaries or as their counsel. Consequently, the lawyer 
whose work regularly or occasionally involves estate 
planning will find it useful to consider carefully the 
ways in which, through proper planning and drafting, 
he can simplify and otherwise improve the handling of 
principal and income problems in trusts to be created 
by his clients. The possibilities available to him are 
quite varied, ranging all the way from a general grant 
of broad discretion to specifying in detail the particular 
result to be reached in each of the type of situation in 
which a client's wishes are not likely to be satisfied by 
the provisions of the principal and income law. The 
latter rarely proves practical except in special, limited 
circumstances, and our emphasis will tend to be upon 
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the more general approaches to these problems even 
though in many cases this will invite tax problems re
quiring careful attention. 

INTRODUCTION 

In the drafting of wills and trust instruments, the 
lawyer should be aware of certain basic legal principles 
and rules. He should familiarize himself with Calif or
nia's version of the "Revised Uniform Principal and 
Income Act," which was enacted in 1967 and became 
operative on July 1, 1968. 1 This legislation will serve 
as the primary source of guidelines and of specific 
principal-income rules which the draftsman should have 
in mind. In addition, it is important to recognize that 
these statutory rules are expressly made subject to any 
contrary provisions contained in trust instruments2 and 
to discretionary powers conferred on trustees. 3 

The draftsman of a will or inter vivos trust agreement 
should take appropriate advantage of the flexibility the 
law allows by providing for specific situations, by con
ferring discretionary powers, or both. In so doing he 
should keep in mind the various fundamental objectives 
to be served by proper draftsmanship. These include 
the goals of effectuating the client's purposes and in
tentions, of minimizing administrative expense through 
simplicity and certainty, and of preserving family har
mony. These objectives are furthered not only by pro
visions relating directly to principal and income matters 
but also by planning dispositions in ways which tend to 
eliminate or to minimize the practical importance of 
principal-income questions. 

I Cal. Civ. Code§§ 730-730.17. 

2 Id.,§ 730.02(a) (1). 
3 Id., § 730.02(b). 
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MINIMIZING THE IMPORTANCE OF PRINCIPAL
INCOME QUESTIONS: DISCRETIONARY TRUSTS 

For a variety of reasons lawyers should make greater 
use of wholly discretionary trusts (i.e., those in which 
the life beneficiaries' rights to income and principal are 
subject in some manner to the trustee's discretion) and 
more effective use of discretionary powers to invade 
principal for the benefit of an income beneficiary. If 
properly drafted, such discretionary powers over trust 
distributions will have the important collateral benefit 
of reducing the significance of principal and income ques
tions and thus of reducing their potential for causing 
litigation and family conflict. The primary purposes of 
such discretionary powers, however, are fundamental to 
the entire dispositive scheme, and to the client's estate 
planning objectives. For example, if express authori
zation is not provided to permit invasion of principal 
for the benefit of an income beneficiary, courts rarely 
imply and cannot confer such authority.4 Such an omis
sion, if unintended could therefore defeat the very se
curity and protection the trustor intended to provide for 
the life beneficiary through the creation of the trust. 
Beyond this, discretionary power in the trustee to ac
cumulate or to distribute income can be employed in a 
trust in order to increase flexibility or to achieve sig
nificant income and estate tax advantages.6 

In addition to lessening conflicts over principal-income 
questions, a trustee's discretionary power over distribu
tions frequently will enable him to soften the conse
quences of legally determined principal and income 

4 See, e.g., Estate of Van Deusen, 30 Cal. 2d 285, 182 P.2d 565 (1947). 

6 See Halbach, "Trustee and Beneficiary Powers," 100 Trusts & Estates 
610 (1961), reprinted in The Best of Trusts and Estates: Estate Planning 
854 (1965) (updated). 
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allocations which might otherwise be harsh or undesir
able. This is especially so where the trustee wishes to 
continue or to pursue a pattern of investment which 
would tend to favor one account at the expense of the 
other. For example, either tax or other investment con
siderations might invite a trustee to invest a substantial 
portion of the trust estate in the shares of corporations 
whose practices of retaining earnings result mainly in 
capital growth, which in turn is reflected mainly in stock 
splits or dividends allocable to principal but in little 
or no cash dividends which would be payable to the life 
beneficiary as trust income. The impact of this situa
tion on the life beneficiary can be countered by discre
tionary distributions of principal. Thus, conflict could 
be avoided over an investment program which all bene
ficiaries might agree would be desirable in its overall 
effect if the life beneficiary would not thereby be de
prived of a reasonable flow of payments from the trust. 
Obviously, if the life beneficiary's rights are entirely 
determined by the trustee's exercise of discretion ( typi
cally controlled by a set of standards), as in the case 
of a wholly discretionary trust, rather than being gov
erned by what is principal and what is income, the po
tential for conflict over principal-income questions is 
minimized if not eliminated. 

In the drafting of a power to invade principal or a 
discretionary power to distribute or retain income, cer
tain recurring problems should be dealt with in order 
not to replace principal and income problems with 
troublesome issues concerning the trustee's discretion. 
First, the lawyer should consider the extent to which it 
is desirable to have the trustee's discretion judicially 
reviewable. This discretion can, in effect, be expanded 
or reduced by the terms in which it is expressed, such 
as by the inclusion of language like "absolute'' or "sole 
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and uncontrolled." 8 Second, the lawyer should consider 
for what purposes and pursuant to what standards his 
client wishes the trustee to make or withhold payments. 
Terms such as "support," "benefit," and "happiness" 
have different meanings and different legal implications; 
and in the common case in which a support standard is 
utilized it may be appropriate to specify that this sup
port is to be in accordance with the beneficiary's accus
tomed standard of living at the time the trust was 
created.7 Finally, the terms of the trust should indicate 
clearly whether, in applying a particular standard, the 
trustee is to take account of the beneficiary's other re
sources, and if so in what manner.8 

SOME SPECIFIC PRINCIPAL-INCOME PROBLEM 
AREAS 

There are many areas of recurrent difficulty in prin
cipal and income matters to which a draftsman should 
give particular consideration. These have to do with 
matters about which the law is unclear or for which the 
statutory answer will prove inappropriate to the ob
jectives of a particular client. It is not at all clear, 
however, that it is desirable for draftsmen regularly to 
attempt to provide specific answers with respect to each 
of these matters. Unanticipated circumstances and the 
general advantages of flexibility may outweigh the bene
fits of certainty and definiteness. One might begin by 

8 See Cal. Civ. Code § 2269; Restatement (Second), Trusts § 187, Com
ment j (1959). Compare Estate of Laehm.ann, 156 Cal. App. 2d 674, 320 
P.2d 186 (1958). 

7 See generally on the meaning of "support" and other standards, 
Estate of Tretheway, 32 Cal. App. 2d 287, 89 P.2d 679 (1939); Halbach, 
"Problems of Discretion in Discretionary Trusts," 61 Colum. L. Rev. 1425, 
1433-1441 (1961). 

8 See Estate of Ferrall, 41 Cal. 2d 166, 258 P.2d 1009 (1953); but cf. 
Restatement (Second), Trvsts § 128, Co=ent e (1959). 
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recognizing that the Revised Uniform Principal and 
Income Act, upon which the California act is largely 
based, represents a consensus of expert views concern
ing the best handling of common principal and income 
matters, considered essentially from the viewpoint of 
sound administration and the probable intentions of 
typical trustors. Certainly, however, there will be times 
when a particular client's objectives or circumstances 
dictate specific departures from the terms of this act. 
Also, there are certain situations which tend generally 
to require thorough, individualized consideration of the 
principal-income questions which are likely to arise. In 
addition, the new California legislation itself contains 
departures from the Revised Uniform Act-departures 
with which a draftsman may basically disagree in terms 
of their appropriateness to typical client expectations. 
Particularly important in this regard is the legislative 
reaction (and I would say overreaction) to Estate of 
Kelley, involving depreciation.9 In particular, in plan
ning a trust, a lawyer might consider whether his client 
would be satisfied with the statutory rules provided for 
the handling of the situations mentioned below. 

Stock dividends and related transactions 
Under the present statutory law, and subject to some 

exceptions, "distributions of shares of the distributing 
corporation, including distributions in the form of a 
stock split or dividend, are principal," as are rights 
"to subscribe to shares or other securities issued by 
the distributing corporation accruing to stockholders on 
account of their stock ownership." 10 There will be times 
when this rule will operate harshly to the income bene
ficiary or when, in order to avoid this harshness, an 

9 63 Cal. 2d 679, 408 P.2d 353 (1965). 

IO Cal. Civ. Code § 730.06. 
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otherwise undesirable modification of a trust's invest
ment program will be required. As previously indicated, 
an adequate provision for invasion of principal could 
solve this difficulty. The statutory provision might also 
be countered by an express provision in the instrument 
directing some other handling of share distributions, or 
adjustment could be made by allowing the statutory 
provision to control generally while explicitly granting 
the trustee discretion to deviate from the normal rule 
whenever he thinks it appropriate or equitable to do so. 
One might instead provide in the instrument, as several 
states have done by statute and as was at one time pro
posed for the Revised Uniform Act, that share distribu
tions up to a certain percentage of the principal value 
of the stock be allocated to income in order to provide 
a reasonable return for the income beneficiary. 1 1 

Capital gain distribution by investment company 

Draftsmen, as well as the courts of this and other 
states, have been bothered for some time by the problem 
of whether distributions from realized capital gains by 
a mutual fund or regulated investment company should 
be allocable to principal or to the income account. 12 

The California statute now provides that distributions 
from ordinary income of "a regulated investment com
pany or by a trust qualifying and electing to be taxed 
under federal law as a real estate investment trust" 
are income, while all other distributions "by the company 
or trust, including distributions from capital gains, de
preciation, depletion, whether in the form of cash" or 
otherwise, are principal. 13 Under the statutory rule, 

11 See Bogert, "The Revised Principal and Income Act," 38 Notre Dame 
Law. 50, 54 (1962). 

12 E.g., Tait v. Peck, 346 Mass. 521, 194 N.E.2d 707 (1963). 
13 Cal. Civ. Code§ 730.06(c). 
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many investment company shares would be barred as 
trust investments because of unfairness to the income 
beneficiary, or they could be held only if it were accept
able under the trust terms to place the income bene
ficiary at a disadvantage. 

Bond premium and discount 

Under California legislation, no provision can be 
made by a trustee for amortization of bond premium or 
discount. 14 The purchase of a bond at a premium or 
discount is a reflection of an agreed rate of interest 
which is either excessive or inadequate in relation to 
the market rate of interest for the particular invest
ment at the time it is made. Thus, depending on the 
circumstances, if the bond is held until maturity the 
principal account will gain at the expense of income 
or will suffer a loss for the benefit of income. This 
works out quite well so long as bond investments are 
properly balanced between purchases at a premium and 
those at a discount. In fact, it would seem that some 
obligation would be imposed on a trustee to diversify 
his investments so as to produce a reasonable balance. 
On the other hand, especially when one considers the 
possibility of a dramatic or persistent change of interest 
rates in a particular direction, or some other conditions 
which would render such a "balanced" investment pro
gram difficult or overly restrictive, considerations of 
investment flexibility may make it desirable to eliminate 
or to modify the statute's flat prohibition against amorti
zation. This might be done, for example, by authorizing 
the trustee to amortize where he feels that, in light of 
his investment pattern, failure to do so would result in 
an unfairness to the life beneficiary or remaindermen. 

14 Id.,§ 730.01. 
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Depreciation and related matters 
The present statutory law of California makes it clear 

that a trustee has "absolute discretion" to charge or not 
to charge the income account with depreciation on de
preciable income-producing assets of the trust, but it 
provides him with no guidance on how this discretion 
should be exercised. 115 This is also true of setting up 
reserves for depreciation of capital improvements 16 and 
establishing allowances for depletion or amortization in 
connection with most wasting assets. 17 The California 
provisions dealing with depreciation represent a depar
ture from the provisions of the Revised Uniform Prin
cipal and Income Act. 18 Although the decision whether 
or not to depreciate assets is left in the trustee's dis
cretion, the trustee who decides to do so is given little 
information on how to go about it. He is only instructed 
that he is limited to making "a reasonable allowance ... 
under generally accepted accounting principles." 19 In 
this respect the repudiated Kelley decision20 would seem 
to have some continued significance. The draftsman, of 
course, may wish to dictate a particular response to the 
question of whether to take depreciation, and where de
preciation is provided for he may wish to direct the 
method to be employed or to specify various methods 
that are authorized. 

18 Id.,§§ 730.13(a) (2) and 730.14. 

16 Id.,§ 730.13(c) (3). 

17 Id.,§ 730.11; cf. id.,§§ 730.9 ~nd 730.10. 

18 Revised Uniform Principal and Income Act § 13; also discussed in 
Bogert, N. 11 supra, at 56. 

19 Cal. Civ. Code § 730.13 (a) ( 2) ( also excluding depreciation of real 
property used by a beneficiary as a residence). 

20 Estate of Kelley, N. 9 supra. 
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Determining net income of an unincorporated 
business 

.A trustee who uses a part of the principal of the trust 
estate in the continuation of a business of which the 
settlor was a sole proprietor or a partner, or in an agri
cultural or farming operation, is directed to determine 
the net profits "in accordance with generally accepted 
accounting principles." 21 The original conflict between 
this provision and the trustee's absolute discretion with 
regard to depreciation has been resolved by a subsequent 
amendment (1968) to Section 730.08 which makes it 
clear now that the trustee's discretion applies even in 
the case of assets employed in an unincorporated busi
ness. The inadequacy of depreciation based on original 
cost, to which a trustee will probably be limited by Cali
fornia courts, can become particularly acute in the case 
of a closely held, unincorporated business administered 
in a trust which is required to pay out annually all of 
its net income, especially in a period of inflation.22 For 
this and a variety of other reasons, full and detailed 
attention to administrative provisions is required any 
time business continuation is contemplated in the plan
ning of a trust, and an important part of the drafts
man's task involves the principal and income provisions 
whenever the trust is one which will be required to dis
tribute all of its income. 

Unproductive or underproductive assets 

.A trustor who contemplates permitting the trustee to 
retain or to invest in underproductive assets ( such as 
land held for speculation, growth, and subsequent de-

21 Cal. Civ. Code § 730.08. 

22 See excellent discussion in Krasnowiecki, "Existing Rules of Trust 
Administration: A Stranglehold on the Trustee-Controlled Business Enter
prise" (Parts 1 and 2), 110 U. Pa. L. Rev. 506, 816 (1962). 
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velopment) should consider not only a broadening of 
the normal investment authority of the trustee but also 
the principal-income implications of such investment 
under the California statute-or under the common law 
for that matter. The provision made for the income 
beneficiary by law23 may or may not fulfill the inten
tions of the trustor. Especially where the income bene
ficiary is adequately protected by a power in the trustee 
to invade the principal for his benefit, it may be appro
priate to eliminate the necessity of apportioning to the 
income account a share of the receipts on sale of such 
property. 

Trustees' fees, expenses of administration, 
and other similar charges 

California statutory provisions generally require allo
cation of some routine administration expenses, such as 
trustees' fees, as charges against the principal account.24 

This result will not coincide with some trustors' concepts 
of "net income" or with the objective some will have of 
preserving principal. Over a long period of time such 
more or less routine charges might produce a substan
tial impairment of principal. 

.Any effort on the part of a draftsman to deal with 
the specific principal and income problems discussed 
above, or with other problems that might seem signifi
cant to him in a particular case, must take account of 

_ the possible adverse tax consequences. This is particu
larly so in the case of certain "sensitive trusts" which 
will be discussed subsequently.26 The draftsman is also 
likely to find that an effort to deal specifically with a 
variety of individual principal-income problems is ex-

23 Cal. Civ. Code§ 730.12. 

24 Id.,§ 730.13(c) (1). 

26 See text at Ns. 31-42 infra. 
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cessively burdensome and that this approach will prove 
inadequate because of unanticipated problems. Conse
quently, a more general approach to the solution of 
principal and income problems may well prove more 
practical in most cases. 

DISCRETIONARY POWERS IN TRUSTEES TO 
DETERMINE PRINCIPAL AND INCOME 

The most comprehensive and flexible method of 
providing for the handling of principal and income 
problems is to confer on the trustee some form of dis
cretionary power to deal with these matters as they 
arise. Such fiduciary powers serve a number of pur
poses. They can provide for certainty and simplicity 
in the handling of principal-income questions for which 
the legal rules are either unclear or overly technical. 
Such powers can also enable a trustee to disregard a 
legal rule which, in a particular application, would prove 
inequitable or would operate in a manner contrary to 
the probable intention of the trustor. Finally, the exist
ence of such power can serve to permit a trustee, with
out serious risk of violating his duty of fairness to all 
beneficiaries, to exercise greater flexibility than he other
wise could in his choice of investments. This latter may 
be highly important in permitting the most advantageous 
response to investment opportunities or to the tax cir
cumstances of the various beneficiaries. 26 

Discretionary powers over principal and income can 
take a variety of forms. Whatever the form, the attorney 

26 Consider the problem today of investment in major low-yield stocks, 
such as IBM, and also the difficult problems of fiduciary responsibility in 
relation to the tax position of beneficiaries. See, e.g., In re Dwight's Trust, 
204 Misc. 204, 128 N.Y.S.2d 23 (Sup. Ct. 1952); Commercial Trust Co. v. 
Barnard, 27 N . .r. 322, 142 A.2d 865 (1958); and compare Estate of Bixby, 
140 Cal. App. 2d 3.00, 295 P.2d 68 (1956). 
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who is planning such a provision should give careful 
consideration to the readiness with which he wishes the 
trustee's judgment to be reviewable in court, or viewed 
conversely to the freedom and latitude of discretion he 
wishes the trustee to possess. One ought not automati
cally to grant a trustee "absolute discretion" in this or 
other matters relating to trust administration. This 
does not mean that such broad authority should never 
be conferred but only that some consideration should be 
given to the consequences of such language. Whatever 
language is employed, a power held in a fiduciary ca
pacity will never be completely freed of judicial super
vision. 27 Terms such as "absolute" or "sole and un
controlled" discretion, however, are generally said to 
relieve the trustee of the normal duty of acting "rea
sonably" in the exercise of his discretion.28 It is often 
useful for the lawyer to be more precise both in his 
language and in his thinking about these matters than 
simply to confer an extended discretion while giving the 
trustee little or no guidance with regard to the manner 
in which this discretion is to be exercised. At one ex
treme, for example, a broad power which would enable 
the trustee to classify as income what is clearly prin
cipal could well amount, in effect, to a power to invade 
principal. Yet, for some purposes, one may wish to 
confer this very power under which a trustee could 
depart from results that would otherwise clearly be re
quired by the principal and income law. Thus, it may 
be desirable to limit a discretionary power over prin
cipal and income allocations so that it could not be used 

27 See Estate of Ferr.all, N. 8 supra; Stix: v. Comm'r, 152 F.2d 562, 563 
(2d Cir. 1945) (often-quoted dictum of Judge Learned Hand). 

28 See Restatement (Second), Trusts § 187, Comment j (1959); 2 Scott, 
Trusts §§ 187, 187.2 (2d ed. 1956). See also quotation in Estate of Ferrall, 
41 Cal. 2d 166, 176, 258 P.2d 1009, 1014 (1953). Compare Cal. Civ. Code 
§ 2269. 
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generally as a means of invading principal, allowing the 
trustee's power to be used to deviate from the statute 
only where the trustee concludes that the normal rules 
would operate inequitably in the context of a particular 
investment policy which is otherwise advantageous to 
the trust. 

One possibility is that, after considering the client's 
objectives and the legal implications of granting abso
lute discretion to the trustee, the lawyer might conclude 
that he wishes to give the trustee "absolute discretion'' 
to allocate receipts and expenditures between principal 
and income, including by making allocations contrary to 
the statutory rules and without limiting the trustee as 
to the reasons and types of situations for which he may 
do so. Heretofore it has not been clear under California 
cases that a grant of simple discretion was adequate to 
achieve this purpose, 29 but this now seems settled by 
statute.30 Nevertheless, for clarity the draftsman may 
wish to use a term such as "absolute" or may wish to 
provide explicitly that the power can be used to allocate 
in a manner clearly contrary to what the law would 
otherwise prescribe. 

Another possibility is to provide that the trustee has 
a general duty to follow the California principal and 
income law, except that deviation would be permitted 
in the trustee's discretion only in certain specified cases, 
in cases where the law is not clear, and in cases where 
the trustee believes the rules would, under the circum
stances, work hardship or inequity as among the bene
ficiaries. An even more restrictive form of this type of 
discretion is one in which the trustee is obligated to 
apply the principal and income act but is given the 
power merely to resolve doubt in cases in which the 

29 See, e.g., Estate of Heard, 107 Cal. App. 2d 225, 236 P.2d 810 (1951). 

30 Cal. Civ. Code§ 730.02(b). 
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trustee concludes, in good faith, that the statute is either 
unclear or fails to cover a particular matter. 

In general, the new California act is well thought out 
and reasonably complete. It is likely to be quite sat
isfactory in the bulk of the cases failing within its pro
visions, so that the degree of discretion needed by a 
trustee may be considerably less than under prior law. 
This means that where tax considerations or other rea
sons for caution suggest that it would be undesirable 
to confer too broad a discretion upon a trustee, one 
would probably find it quite acceptable to rely on the 
law to provide for principal and income matters except 
where that law is unclear. Possibly one might also au
thorize exceptions for those special cases where in the 
trustee's judgment a departure from legal rules is re
quired in order to permit an otherwise prohibited in
vestment program or in order to avoid an unduly harsh 
result which would follow from his decisions to retain 
or to acquire particular investments. 

TAX DANGERS IN GRANTING PRINCIPAL
INCOME POWERS 

In prescribing private rules governing principal and 
income allocations, and particularly in granting a trustee 
discretionary power over these matters, special care is 
required with regard to those trusts which, from a tax 
viewpoint, are particularly sensitive. The difficulty in 
these trusts is essentially that a specific direction con
cerning a principal-income matter might alter the basic 
nature or value of a particular interest in the trust, or 
that a discretionary power might give some person a 
power to impair or otherwise modify certain of the 
beneficial rights usually associated with a particular 
interest. 
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(1) Inter vivos trust of which trustor is trustee. Spe
cial dangers are always present when a trustor, intending 
to remove certain property from his gross estate or to 
shift income tax liability, establishes an irrevocable inter 
vivos trust but appoints himself to serve as trustee or 
as a cotrustee. One readily recognizes that the powers 
the trustor would then hold in his fiduciary capacity 
would represent serious dangers insofar as he possesses 
explicit rights to modify the beneficial interests or to 
control trust distributions. Great care is generally taken 
in this respect to assure compliance with the statutory 
requirements for the accomplishment of the intended 
tax objectives. Easily overlooked, however, are those 
kinds of seemingly innocuous administrative powers, 
routinely included in the boilerplate of trust forms, which 
represent a concealed form of power by which it is pos
sible to vary the substantive rights of the beneficiaries. 
This was the situation in the now notorious State Street 
Trust Co. case,31 in which the trustor, as a cotrustee, 
held a combination of administrative powers which, in 
the aggregate, the court concluded constituted a power 
to modify the beneficial interests. In that case the ob
jectionable powers were in the form of broad authority 
to determine trust investments and broad power to make 
allocation between principal and income. This decision 
has been widely criticized, and the facts of the case were 
quite extreme. Yet, one can readily see how investment 
in wasting assets coupled with a trustee's decision to 
allocate all receipts to income could amount to a dis
tribution of principal to the income beneficiary. And 
one can see how investment in ''unproductive" assets, 
the income-production potential of which is directed ex
clusively toward capital growth, with no allocation of 
profits or other receipts to income, could result in an 

31 State Street Trust Co. v. United States, 263 F.2d 635 {1st Cir. 1959). 
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accumulation of income or in a shift of beneficial rights 
to the remainder interest. The court's conclusion in 
State Street that such administrative powers were suffi
cient to cause inclusion of the trust principal in the 
grantor's estate is adequate warning of the dangers 
which might be present in any trustor-trustee situation 
involving a broad discretionary power over principal 
and income matters, although the Service's success rec
ord has not been enviable since that case.32 It is also 
quite clear that a broad retained power over invest
ments alone will not be sufficient to cause inclusion in 
the trustor's estate under Sections 2036 or 2038. 33 

(2) Trusts of which life beneficiary is trustee. Al
though Section 2041 is not as threatening to beneficiaries 
as Sections 2036 and 2038 are to grantors, a counter
part of the State Street problem can be seen in connec
tion with trusts of which a beneficiary, especially an 
income beneficiary, is trustee or cotrustee. Here the 
danger is that a power held in a fiduciary capacity, 
either alone or in conjunction with a non-adverse party, 
will constitute a general power of appointment for estate 
tax (and for California inheritance tax) purposes. If, 
by exercise of a broad power to allocate to the income 
account what would normally be principal, the bene
ficiary can draw down principal, there would seem to be 
a risk of having the trust corpus included in the bene
ficiary's estate at death. Although fiduciary powers are 
not immune to taxation under Section 2041, the danger 
in this type of situation would seem to be limited to the 
most extreme of cases.34 Even successful litigation can 

32 See United States v. Powell, 307 F.2d 821 (10th Cir. 1962); James 
H. Grah,am, 46 T.C. 415 (1966); Ralph Budd, 49 T.C. 468 (1968); but all 
involved lessei: powers than in State Street. 

33 E.g., Willard v. King, 37 T.C. 973 (1962). See also cases in N. 32 
supra. 

34 Reg.§ 20.2041-l(b)(l). 
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be costly, however, and the risk in this area 1s some
thing that should concern the estate planner. 

(3) Marital deduction trusts. The Internal Revenue 
Code makes it clear that in order to qualify a power 
of appointment trust for the marital deduction under 
the estate tax law it is necessary that the surviving 
spouse be given a right to all of the income for life, in 
addition to a general power of appointment over the 
trust corpus or remainder.38 The Regulations emphasize 
that the right to all of the income must be exactly that. 
Any power in a trustee to withhold or otherwise deprive 
the surviving spouse of trust income will result in a 
forfeiture of the intended marital deduction benefits.38 

An overly broad fiduciary power to determine what con
stitutes principal and what constitutes income-and this 
would quite clearly seem to include the boilerplate grant 
of "absolute discretion" to a trustee-represents a sig
nificant potential risk in power of appointment trusts 
intended to qualify for the marital deduction.37 It seems 
unwise for the draftsman to leave open the question of 
whether applicable state law imposes reasonable limita
tions on the exercise of such powers, and a provision 
of our new California legislation may increase the risk 
in this regard. 38 

( 4) Charitable remainder trusts. Something of the 
inverse of the marital deduction problem is presented 
in connection with trusts under which remainder in
terests passing to charity are intended to qualify for 
a charitable deduction under the estate tax law.39 Here 

35 I.R.C. § 2056(b) (5). 

36 See particularly Reg. §§ 20.2056(b)-5(f) (4), 25.2523(e)-l(f) (4). 

37 See Regulations cited in N. 36 supra; but compare Rev. Rul. 66-39, 
1966-1 C.B. 223 and Rev. Rul. 69-56, 1969-1 I.R.B. 22. 

38 Cal. Civ. Code§ 730.02(b). 

39 I.R.C. § 2055. 



SOLVING PRINCIPAL AND INCOME PROBLEMS 559 

the danger is that values which normally would belong 
to the principal might be allocated, through an unduly 
broad principal-income power in the trustee, to the in
come account and thus destroy the ascertainable value 
of the remainder interest which is essential at the time 
of the trust's creation to its qualification for the deduc
tion. 40 This problem has been of considerable interest 
to the Internal Revenue Service recently and becomes 
important in connection with a fairly wide variety of 
investment situations.41 It is even possible that our 
new statutory provision giving the trustee "absolute 
discretion" with regard to depreciation and depletion 
in wasting asset situations may create a problem in this 
regard if the drafts man does not take some action to 
remove this danger.42 

(5) Trust income interests and the gift-tax annual 
exclusion. Gifts of income interests which are intended 
to qualify as present interests for purposes of the gift
tax annual exclusion represent still another situation in 
which tax disadvantages can result from overly broad 
powers to allocate between principal and income. In this 
situation the danger is that the trustee might allocate 
what ought to be income to principal and thus be able 
to interfere with the flow of income which is essential 
to qualifying the income beneficiary's interest for the 
$3,000 annual per donee exclusion. Again, the Internal 
Revenue Service has been showing considerable interest 
in this problem.43 

40 Reg.§ 20.2055-2(a) and (b). 
41 See, e.g., Rev. Rul. 65-144, 1965-1 C.B. 442. On mutual fund dividends, 

see Rev. Rul. 60-385, 1960-2 C.B. 77; Rev. Rul. 67-33, 1967-1 C.B. 62. On 
depletion and depreciation, see James L. Darling, 43 T.C. 520, 538 (1965); 
Rev. Rul. 60-162, 1960-1 C.B. 376. 

42 Cal. Civ. Code §§ 730.11, 730.14. 
43 Compare Rosen v. Co='r, 397 F.2d 245 ( 4th Cir. 1968); with Fischer 

v. Comm'r, 288 F.2d 574 (3d Cir. 1961); and Van Den Wymelenberg v. 
United States, 397 F.2d 443 (7th Cir. 1968). 
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As can be seen from the State Street Trust Co. case,44 

problems in this area are particularly acute when a 
broad principal-income discretion is combined with a 
broad power of investment. In connection with these 
"sensitive trusts," however, serious danger exists that 
principal and income discretion alone may be the source 
of tax problems. In some situations, the mere existence 
of statutory "absolute" power over depreciation reserves 
and the like45 may be the source at least of tax litiga
tion. And in connection with any grant of discretion 
conferred upon a trustee by a trust instrument, it should 
be noted that the statute provides that "no inference 
of imprudence or partiality arises from ... an alloca
tion contrary to a provision" of the California principal 
and income law.46 A hopeful interpretation of this lan
guage is that it does, by negative implication, indicate 
that imprudence or partiality in the exercise of a dis
cretionary power by a trustee would be a basis for ju
dicial intervention, and that the statutory provision 
means only that a mere allocation contrary to the law 
is not, standing alone, indication of such objectionable 
imprudence or partiality.47 

SOME CONCLUDING OBSERVATIONS 

The new California version of the Revised Uniform 
Principal and Income Act constitutes a step forward 
in the clarification and improvement of the law of this 

44 Discussed supra at N. 31. 

45 See N. 42 supra. 

46 Cal. Civ. Code § 730.02 (b). 

47 A full discussion of the tax problems of trust administrative powers 
and "sensitive trusts" ~an be found in a committee report (under the 
chairmanship of K. Bruce Friedman of San Francisco) .entitled "Tax Prob
lems of Administrative Powers in Trusts," 3 Real Property, Probate & 
Trust J. 305 (Fall 1968). 
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state with regard to the handling of principal and in
come matters. As such, it represents an improved legal 
environment in which estate planners will be working 
in their drafting of wills and trust agreements. Yet, 
the law has some deficiencies, and it hardly seems nec
essary to note that even the most ideal statutory solu
tion to will and trust problems could not be expected 
to satisfy the needs of every individual. Consequently, 
lawyers who engage in estate planning regularly or cas
ually should be aware of some of the common situations 
for which they are likely to wish to make special pro
visions. Also, where appropriate to the planning objec
tives of the client, the too of ten overlooked use of wholly 
discretionary trusts and of properly drawn discretionary 
powers to invade principal can serve to alleviate, if not 
eliminate, most serious principal and income questions, 
together with the family hostility such questions can 
generate. Beyond this, the lawyer should consider care
fully the approach which will most often prove practical 
to him in planning for the solution of income and prin
cipal problems: that is, the use of discretionary powers 
through which the trustee can deal flexibly with such 
problems as they arise. In the drafting and planning 
of such discretionary powers, it is necessary to have in 
mind the types of tax complications that have been dis
cussed above and the importance of providing some guid
ance to the trustee-and to the court if necessary-in 
order to assure that the power will be exercised in a 
manner consistent with the client's objectives. 






