Busch v. Commissioner, 3 T.C. 547 (1944)

Income from a trust is taxable to the beneficiary if the beneficiary has the power to
control the distribution of that income, even if the income is used to pay off a debt
associated with the trust assets.

Summary

Alice Busch sought to gift shares to trusts for her beneficiaries but needed to
address the substantial gift tax. She borrowed $600,000, using the gifted shares as
collateral, stipulating no personal liability. The shares were transferred to trusts,
and beneficiaries instructed trustees to use 80% of the dividends to repay the loan.
The Tax Court held that the dividends applied to loan repayment were taxable
income to the beneficiaries. The court reasoned that because the beneficiaries had
the power to request the trust income, they maintained sufficient control over it,
making them liable for the income tax, regardless of its pre-arranged use for debt
repayment.

Facts

Alice E. Busch intended to gift shares of stock to several trusts for the benefit of her
children and grandchildren, with a total value of $2,800,000. The gift tax liability
was estimated at $600,000, which she preferred not to pay personally or become
personally liable for. She arranged a loan of $600,000 from a bank, secured solely by
the shares intended for gifting. The loan agreement specified that Busch would have
no personal liability, and the bank would only look to the shares for repayment.
Busch then transferred the shares to the trusts, subject to the bank’s lien. The trust
agreements allowed beneficiaries to receive the trust income upon written request.
The beneficiaries instructed their trustees to apply 80% of the dividends from these
shares towards the loan repayment.

Procedural History

This case originated in the United States Tax Court. It was a consolidated
proceeding involving multiple beneficiaries of the trusts who contested the
Commissioner of Internal Revenue’s determination that certain trust income was
taxable to them.

Issue(s)

1. Whether dividends from shares held in trust, which were pledged as collateral for
a loan and used to repay that loan, are considered taxable income to the
beneficiaries of the trusts.

Holding

1. Yes, because the beneficiaries had the power to demand the trust income, thereby
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exercising sufficient control over it to be considered taxable, even when those funds
were directed to debt repayment.

Court’s Reasoning

The Tax Court relied on the principle that income is taxable to the person who has
“unfettered command of it,” citing Corliss v. Bowers, 281 U.S. 376 (1930) and
Helvering v. Horst, 311 U.S. 112 (1940). The court emphasized that the collateral
agreement explicitly stated, “All dividends and distributions of cash, or of other
property, made upon said trust shares... shall belong to the then owners of the
equitable title to said collateral...” The court reasoned that the equitable owners
were the trusts, and by extension, the beneficiaries who had the power to request
the income. The court dismissed the petitioners’ argument that the bank’s right to
transfer the shares to its name negated the beneficiaries’ control, stating that the
agreement ensured dividends belonged to the equitable owners, not the bank. The
court concluded, “Belonging to the trust, they became immediately subject to the
command of the petitioners, by virtue of the terms of the original trust indentures.
They are, therefore, taxable to the petitioners.”

Practical Implications

Busch v. Commissioner reinforces the principle of constructive receipt and control in
trust taxation. It clarifies that even if trust income is pre-arranged to be used for a
specific purpose, such as debt repayment, the beneficiary will be taxed on that
income if they possess the power to control its distribution. This case highlights the
importance of considering the terms of trust agreements and the extent of
beneficiary control when structuring trusts, particularly when trust assets are
encumbered by debt. It serves as a reminder that directing income flow does not
necessarily shift the tax burden away from those who have the power to access and
control that income. Subsequent cases will analyze similar arrangements focusing
on the degree of control beneficiaries possess over trust income, irrespective of its
ultimate application.
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