Bennett v. Commissioner, 79 T. C. 470 (1982)

A grantor is treated as the owner of a portion of a trust where trust funds are loaned
to a partnership in which the grantor is a partner, and such loans are considered
indirect borrowings by the grantor.

Summary

The Bennetts created a trust for their children’s benefit, transferring nursing homes
owned by their partnership to the trust. The trustees, also the grantors, loaned trust
funds to the partnership for operating expenses. The court held that these loans
constituted indirect borrowings by the grantors under IRC Sec. 675(3), making them
taxable on a portion of the trust’s income. However, loans to a successor corporation
were not considered borrowings by the grantors, following the precedent set in
Buehner v. Commissioner. The court also ruled that the trustees’ failure to distribute
all trust income annually did not constitute a power of disposition under IRC Sec.
674(a).

Facts

Jesse, Neil, and Wayne Bennett, equal partners in J. O. Bennett & Sons, created a
trust in 1963 for the benefit of their children. The trust’s corpus consisted of three
nursing homes previously owned by the partnership. The trustees, Neil and Wayne,
were to distribute all net income annually to the beneficiaries. Instead, they
distributed only enough to cover the beneficiaries’ tax liabilities, using the
remainder for loans to the partnership and investments. The partnership borrowed
$426,000 from the trust between 1966 and 1972, which remained unpaid as of
January 1, 1973, and January 1, 1974. In 1974, the partnership was succeeded by a
corporation, which borrowed $20,000 from the trust.

Procedural History

The Commissioner determined deficiencies in the Bennetts’ income taxes for 1973
and 1974, asserting that they were taxable on the trust’s income under IRC Secs.
674 and 675(3). The case was heard by the U. S. Tax Court, which issued its decision
on September 15, 1982.

Issue(s)

1. Whether the loans from the trust to J. O. Bennett & Sons partnership constituted
direct or indirect borrowings by the grantors under IRC Sec. 675(3)?

2. Whether the loan from the trust to J. O. Bennett & Sons, Inc. constituted a
borrowing by the grantors under IRC Sec. 675(3)?

3. Whether the trustees’ failure to distribute all trust income annually constituted a
power of disposition over the beneficial enjoyment of the trust under IRC Sec.
674(a)?
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Holding

1. Yes, because the loans to the partnership were indirect borrowings by the
grantors, as they had the same use of the borrowed money as before the transfer to
the trust.

2. No, because following Buehner v. Commissioner, loans to a corporation are not
considered borrowings by the grantor-shareholders.

3. No, because the trustees’ misadministration of the trust did not constitute a
power of disposition over the beneficial enjoyment of the trust income.

Court’s Reasoning

The court analyzed the nature of partnership borrowings, concluding that loans to a
partnership in which the grantors are partners constitute indirect borrowings by the
grantors under IRC Sec. 675(3). The court reasoned that the partnership’s use of the
borrowed funds was equivalent to the grantors’ pre-transfer use of the income from
the nursing homes. In contrast, the court held that loans to the successor
corporation were not borrowings by the grantors, relying on the precedent set in
Buehner v. Commissioner. Regarding IRC Sec. 674(a), the court found that the
trustees’ failure to distribute all income annually, while possibly a breach of
fiduciary duty, did not amount to a power of disposition over the trust’s beneficial
enjoyment. The court emphasized that the trust instrument’s provisions and the
trustees’ fiduciary obligations indicated a lack of such power. The court also
rejected the Commissioner’s argument that the grantors should be taxed on the
entire trust income, instead adopting a formula to determine the taxable portion
based on the ratio of outstanding loans to total trust income.

Practical Implications

This decision clarifies that loans from a trust to a partnership in which the grantors
are partners may be treated as indirect borrowings by the grantors under IRC Sec.
675(3), potentially subjecting them to tax on a portion of the trust’s income.
However, loans to a corporation owned by the grantors are not considered
borrowings by the grantors, following Buehner. Practitioners must carefully
structure trust loans to avoid unintended tax consequences for grantors. The
decision also emphasizes that misadministration of a trust’s income distribution
provisions does not automatically trigger IRC Sec. 674(a), but may expose trustees
to fiduciary liability. This case has been cited in subsequent decisions addressing
grantor trust rules and the taxation of trust income, reinforcing the importance of
proper trust administration and the distinction between loans to partnerships and
corporations.
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