STATE OF ALABANA § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMVENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
V. § DOCKET NO. I NC. 86-113
ALFRED J. GAMBLE §
P. O Box 2286
Mont gonery, AL 36103, §
Taxpayer. §
ORDER

This case involves three disputed prelimnary assessnents of
incone tax entered by the Departnent against Alfred J. Ganble
(hereinafter "Taxpayer") for the years 1982, 1983 and 1984. A
heari ng was conducted on June 25, 1986 at which the parties were
represented by Alan E. Rothfeder and Jo Karen Parr, for the
Taxpayer, and Adol ph Dean, for the Departnent. Based on the
undi sputed facts of the case, and in consideration of the argunents
and authorities presented by both parties at the hearing and
t hrough post-hearing briefs, the followng findings of fact and
concl usions of |aw are hereby nmade and entered.

FI NDI NGS OF FACT

On June 25, 1982, the Taxpayer, as grantor, created the Alfred
J. Ganble Lifetinme Trust (hereinafter "Trust"). The Trust naned
the Taxpayer as sole trustee, wth provisions for successor
trustees in the event of the death, resignation, unwllingness or
inability of the Taxpayer to serve as trustee. The Taxpayer acted
as trustee at all tinmes during the years in dispute. Under the

terns of the Trust, the trustee had sole discretion to apply all or
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part of the income or principal for the benefit of the grantor and
his children and other |I|ineal descendants. The grantor also
reserved the right to alter, anmend or revoke the Trust at any tine
after the first fifteen nonths of its existence. Upon the death of
the grantor, certain Trust property was to be distributed to
various specific beneficiaries, wth the remai nder going in equal
shares to the Taxpayer's two sons.

On July 26, 1982, the Taxpayer transferred an apartnent
conplex known as Village Geen East Apartnents to the Trust by
warranty deed. The apartnents had been purchased by the Taxpayer
in 1976. The transfer of additional property to the Trust was
specifically authorized under the terns of the Trust.

On Novenber 30, 1982, the Village G een East Apartnents were
sold by the Trust to Eastwick, Ltd., a California partnership. The
sal e was executed on behalf of the Trust by the Taxpayer, in his
capacity as trustee. In connection with the sale, the purchaser
executed a prom ssory note in favor of the Taxpayer, as trustee,
under which paynents of principal and interest were nmade in the
amounts of $43, 136. 64 on Decenber 1, 1982, $406, 876.45 on March 31,
1983, and $448,182.07 on March 30,1984. The above paynents were
deposited in the Trust bank account.

The parties stipulated that all transactions relating to the
Trust should have been reported on Form 41, State of Al abama

Fi duciary I ncome Tax Return, but that no such return was file for



any of the three years in issue.

The Departnent audited the Taxpayer and determ ned that the
gain realized fromthe sale of the Village G een East Apartnents
was attributable to the Taxpayer, and should be conputed using the
Taxpayer's original basis in the property. The Taxpayer argues
that the gain is taxable to the Trust, and that under Code of
Al abama 1975, §40-18-6(a)(2), the basis of the subject property
shoul d be the fair market value of the property at the tine it was
transferred to the Trust. The Departnent counters that the
transfer of the property does not qualify for the stepped up basis
under 8§40-18-6(a)(2) "because said transfer was not a true arni s-
| ength transaction and thus a nerger of interest occurred">

CONCLUSI ONS OF LAW

During the years in issue, Code of Al abama 1975, §40-18-6 read
in pertinent part as foll ows:
(a) Basis (unadjusted) of property. - The basis of

property shall be the cost of such property with the
foll ow ng exceptions:

(2) GAFT OR TRANSFER IN TRUST. If the
property was acquired by gift or transfer in
trust, the basis shall be the fair market
val ue of such property at the time of such
acquisition, or if acquired prior to Decenber
31, 1932, the basis shall be the fair and
reasonabl e market value as of that date.

The primary issue is whether the transfer of the apartnents to
the Trust in 1982 was a valid transfer in trust so as to qualify

the property for the increase in basis provided by §40-18-6(a)(2).
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The Departnent's principal argunent is that the trust is invalid
due to the doctrine of nerger

The nerger doctrine was di scussed by the Al abama Suprene Court

in First Al abama Bank of Tuscal oosa v. Wbb, 373 So.2d 631, at 634

(1979), as follows:

The doctrine of nerger applies when one person becones
t he si mul taneous owner of identical |egal and equitable
interests in the sanme property. The equitable interest
merges into the legal interest and "absol ute ownership
ensues, W thout any division into |egal and equitable
interest. Bogert, Trust and Trustees, (2nd Edit.) §129.

For exanple, a trustee, who holds fee sinple title in
trust in certain real estate which nmakes up the corpus of
a trust may becone the absolute owner of that realty if
he becones the beneficiary of the trust, or in other
words, the owner of the equitable interest. The doctrine

of merger would nerge the legal interest into the
equitable interest, since the sane person now hol ds both
interests, consequently destroying the trust. The

doctrine of merger, however, is an equitable doctrine and
woul d not apply if "serious injustice would result or if
the settlor's intent would be frustrated.” Bogert, Trust
and Trustees (2nd Edit.) §129.

As further stated by Justice Enbry in the above case, the key
ingredient in determning the applicability of nerger is that the
sane person nust hold both full equitable and full |egal interest
in the trust property. The doctrine does not apply where there is
a diversity of interest, wth either nore than one trustee or nore

than one beneficiary. Sisson v. Swift, 9 So.2d 891 (1942); Bl ack

v. Black, 238 So.2d 861 (1970). In Black, the Court nade the
foll ow ng coment:

The fact that the persons named as executor (trustees)
are al so beneficiaries does not affect the validity of
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the trust. It is true that the sanme person cannot be at
the sanme tine sole trustee and sole beneficiary of the
sanme identical interest, but a cestui que trust, a
beneficiary, is not prohibited from occupying the
position of trustee for his own benefit where he is a
trustee for others as well.

Thus, the determ native question is whether the Taxpayer,
while being the sole trustee, was also the sole beneficiary of the
Trust. Under the Trust, the Taxpayer retained the right to revoke
(after 15 nonths) or alter the Trust instrunment, and also kept
control of the beneficial use and enjoynent of the Trust assets
during his lifetine. Various remainder beneficiaries were
desi gnated that woul d receive the assets upon the Taxpayer's deat h.

Numerous authorities, exanples of which are set out bel ow
hold that a remainder interest in property held in trust becones a
vested right of the remainder beneficiary upon creation of the
trust, notwithstanding that the property is subject to a prior
interest and may be conpletely consunmed or diverted by the prior
i nterest hol der.

It seens to be a reasonable well-established general rule

that the fact that property in which a renainder interest

is created is also subjected to a power in the hol der of

a prior interest under which the property may be whol ly

or partially consunmed or diverted so as to prevent the

remai nderman' s enjoynent thereof does not render the

remai nder contingent, and the courts, in view of the

wel | -established preference for early vesting, regard the

possibility that the remainder may never vest in

enjoynent as involving only a condition subsequent, so

that the remai nder is vested subject to defeasance rather

than contingent. 61 A L.R 2d, at page 477.

The reservation of a power of revocation and nodification
does not prevent the creation of a trust in the lifetine
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of the settlor, and the beneficiary at once acquires a
future interest, although it is an interest subject to be
di vested by the exercise of the power. The death of the
settlor is not a condition precedent to the vesting of
the interest in the beneficiary. Scott on Trusts, (3rd
Edit.) §57.1, at page 478.

Suppose, however, that the settlor reserves not only a
beneficial life interest but also a power of revocation.

Such a trust is not necessarily testanmentary. The
declaration of trust imediately creates an equitable
interest in the beneficiaries, although the enjoynent of
the interest is postponed until the death of the settlor,
and al though the interest may be divested by the exercise
of the power of revocation. The disposition is not
essentially different fromthat which is made where the
settlor transfers the property to another person as
trustee. Scott on Trusts, (3rd Edit) §57.6, at page 517.
On the other hand, if the beneficial interest is limted
to the settlor for Iife and on his death the property is
to be conveyed to his children, or issue, or descendants,
he is not the sole beneficiary of the trust, but an
interest in remainder is created in his children, issue
or descendants. Restatenent of Trusts, (2nd Edit.) §127,
at page 273.

For specific cases on point, see Gray v. Union Trust Conpany

of San Francisco, 154 P. 305; Randall v. Bank of America, NT. &

S.A, 119 P.2d 754; and First National Bank of G ncinnati V.

Tenney, 138 N.E. 2d 15.

Based on the above authority, it is clear that the renai nder
beneficiaries nanmed in the Trust instrunment were vested with an
equitable interest in the Trust property upon creation of the
Trust, and that their vested interest also attached to the property
in issue, and the sales proceeds derived therefrom that has
subsequently made a part of the Trust corpus. Thus, there being

nore than one beneficiary with a vested interest in the Trust
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property, the doctrine of nmerger is inapplicable.
The Departnent argues that where an Al abama statue has been
nmodel ed after a federal statute, federal authority should be

controlling. Best v. State, Departnent of Revenue, 417 So.2d 187.

Consequently, the Departnent contends that 26 U S.C. §§644 and 674
should control in the present case. Section 644 inputes to the
grantor any gain realized on the sale of trust assets nmade within
two years of the transfer into trust. Section 674 provides in
effect that the grantor shall be considered the owner of any
portion of the trust corpus or incone over which he retains
unfettered control. For other sections attributing trust assets
and incone to the grantor, see 26 U S. C. §§671, 672, 673, 675, 676
and 677.

The Taxpayer agrees that federal authority should control when
it relates to a simlar Al abanma statute. However, the Taxpayer
correctly points out that §§644 and 674 are not applicabl e because
Al abama has no sim |l ar statutes.

On the other hand, the Taxpayer cites persuasive federal

authority in support of its position in Sarah A W Coursey v,

Conmmi ssioner of Internal Revenue Service, 33 BTA 1068. That case

was deci ded under the old federal law (§113(a)(4) of the Revenue
Act of 1928) from which §40-18-6(a)(2) was nodeled, and held, in
subst ance, that property transferred in trust should be allowed a

step up in basis. Thus, under the federal progenitor to §40-18-
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6(a)(2), an increase in basis would be all owed.
A final argunment forwarded by the Departnment is that the
transfer in trust was a sham done for tax avoidance only, and

therefore should not be recognized, citing Edwards v. U S., 572

F. Supp. 22. The court held in Edwards, citing Markosian v.

Conmi ssioner, 73 T.C. 1235, stated as foll ows:

Techni cal considerations and |legal niceties of the of
trusts which petitioner seeks to hide behind wll not
obstruct our view when the sole purpose of this
subterfuge is the avoi dance of Federal inconme tax. To be
sure, a taxpayer has the legal right to mnimze his
taxes or avoid themtotally by any neans which the |aw
permts. [cites omtted]. However, this right does not
best ow upon the taxpayer the right to structure a paper
entity to avoid tax when that entity does not stand on
the solid foundation of economc reality. Wen the form
of the transaction has not, in fact, altered any
cogni zabl e econom c rel ationships, we will | ook through
that form and apply the tax law accordingly to the
substance of the transaction.

In both Edwards and Markosian, the taxpayers attenpted to
avoid tax by transferring their business and personal assets and
their lifetine services to a famly trust. Both trusts were voi ded
mai nly because the taxpayers had retained significant control over
t he use and enjoynment of the trust assets. |Income fromthe assets
was thus attributed to the taxpayers under 26 U S. C. §§674 and 677.

See Edwards, at page 25.

The Taxpayer argues that the famly trust attenpted i n Edwards

was an obvi ous sham and has not relationship to the trust in issue.
It is correct that the facts in the two cases are discernable

different. Further, as stated previously, there are no Al abama
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statutes simlar to the federal statutes relied on in Edwards, 26
US. C §§74 and 677. However, the rule of |aw concerning sham
transactions enunciated in Edwards nmay still be applicable.

In determ ning whether the transfer of the property to the
Trust was a sham the pertinent questions are whether the Trust was
valid, which has been established, and then whether the transfer of
t he subject property had any econom c substance or was notivated by
any purpose aside fromthe step up in basis allowed under §40-18-

6(a)(2)."

'In Rice's Toyota World, Inc. v. C.L.R., 752 F.2d 89, at page 91, citing Frank Lyon
v. U.S., 435 U.S. 561, 98 S.Ct. 1291, the court adopted a two-pronged approach in
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determining if a transaction is, for tax purposes, a sham. There must be no business
purpose, and there must be no reasonable possibility of making a profit. However, the
business purpose and profit motive tests should not be strictly applied in the present case
because the transfer of property into trust is not a transaction which is normally motivated
by business or profit considerations. Certainly no profit or gain is expected from the
transfer of property from an individual to a trust. The purpose may be to obtain better
management of the trust assets, or, as perhaps in the present case, to insure an orderly
disposition of the assets at some future date.
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The Departnment's argunent is that the transfer was a sham
because the Taxpayer, as trustee, retained absolute control and
full beneficial enjoynent over the Trust assets during his life.
However, as previously discussed, the remai nder beneficiaries were
imedi ately vested with an interest in the corpus upon creation of
the Trust, notwthstanding that such interest was subject to
alteration, revocation or extinguishnment by the Taxpayer. If a
transaction alters any econonmi c rel ationships or rights concerning
the property and parties involved, as in the present case, then the
transaction is not a pure sham and shoul d not be voided. Edwards

v. U S., supra. As stated in Rice's Toyota, at page 92, a

transacti on cannot be treated as a shamunless the transaction is
shaped solely by tax avoi dance consi derations.™

The statute allowing a step up in basis for property
transferred in trust was first enacted in 1933 and was re-enacted
on several occasions wthout change. Only with the passage of the
Corporate Incone Tax Reform Act of 1985 was the artificial increase
in basis repealed. There is no evidence that, prior to 1985, the
Revenue Departnent ever challenged or disputed a step up in basis
under §40-18-6(a)(2). Department Regul ation 810-3-6-.02(1)(b)
nmerely tracks the | anguage of the statute, w thout further conment.
The reenactnent or recodification of a statute w thout change
signifies legislative approval of the statute and the manner in

which it has been adm ni stered. Harmm v. Proctor, 198 So.2d 782;
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Jones v. Phillips, 185 So.2d 378; d encoe Paving Co. v. Graves, 94

So.2d 872, citing Ex parte Darnell, 76 So.2d 770.

Section 40-18-6(a)(2), prior to 1985, plainly allowed for a
step up in basis. The Taxpayer is correct in arguing that "when
t he | anguage as used by the | awmrakers is plain, it is the duty of
the courts to obey; no discretion is left; and courts should not
stray into bypaths or search for reasons outside the plain letter
of the | aw upon which to rely for the purpose of giving a different
meani ng or interpretation, for 'when language is plain it should be

considered to nean exactly what it says.' State ex rel. Little v.

Foster, 130 Ala. [154] 163 (30 So. 477)." Ex parte Bozenman, 63 So.

201; Di xie Coaches, Inc. v. Ransden, 190 So. 92; State v. Robi nson

Land & Lunmber Co. of Al abama, 77 So.2d 641.

The above considered, the basis for conputing the gain from
the sale of the subject property should be the higher basis all owed
by §40-18-6(a)(2). Accordingly, the Revenue Departnent is hereby
directed to reduce and nmake final the prelimnary assessnents in
i ssue showi ng no tax due.

Done this the 26th day of Septenber, 1986.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



