Estate of Harry M. Bedell, Sr. , Trust v. Commissioner, 86 T. C. 1207 (1986)

A testamentary trust is not classified as an association taxable as a corporation
unless it has both ‘associates’ and an objective to carry on business and divide the
gains.

Summary

The U. S. Tax Court ruled that the Estate of Harry M. Bedell, Sr., Trust was not an
‘association’ taxable as a corporation under IRC section 7701(a)(3). The trust,
established under the will of Harry M. Bedell, Sr. , involved a family business and
real estate assets. The court found that the trust lacked ‘associates’ because the
beneficiaries did not voluntarily enter into a business enterprise, their interests
were not freely transferable, and only a few beneficiaries managed trust affairs. This
decision clarified that for a testamentary trust to be taxed as an association, it must
satisfy both the ‘associates’ and business purpose tests under the Treasury
regulations.

Facts

Harry M. Bedell, Sr., died in 1964, leaving a will that established a trust with his
residuary estate, including a family business (Bedell Manufacturing Co. ) and real
estate. The trust’s purpose was to provide for his wife, children, and grandchildren.
His three children were named trustees. The trust operated the family business and
managed real estate, with income distributed according to the will’s terms. The IRS
challenged the trust’s classification as a trust for tax years 1980 and 1981, asserting
it should be taxed as an association.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the trust’s and a
beneficiary’s income tax for 1980 and 1981, claiming the trust was an association
taxable as a corporation. The Estate of Harry M. Bedell, Sr., Trust and beneficiary
Harry M. Bedell, Jr. , petitioned the U. S. Tax Court for redetermination of these
deficiencies. The court heard the case and issued its decision on June 18, 1986.

Issue(s)

1. Whether the Estate of Harry M. Bedell, Sr., Trust is properly classified as a trust
or as an association taxable as a corporation under IRC section 7701(a)(3).

Holding

1. No, because the trust did not have ‘associates’ as required by the Treasury
regulations. The beneficiaries did not voluntarily enter into a business enterprise,
their interests were not freely transferable, and only a few beneficiaries managed
trust affairs.
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Court’s Reasoning

The court applied the Treasury regulations and the Supreme Court’s decision in
Morrissey v. Commissioner, which established criteria for distinguishing trusts from
associations. The key to classifying an entity as an association is the presence of
‘associates’ and a business purpose. The court found that the Bedell Trust lacked
‘associates’ because the beneficiaries did not actively enter into the trust’s business
operations, their interests were not transferable due to the testator’s restrictions,
and only three of the ten beneficiaries participated in trust management. The court
emphasized that all factors, including the trust’s familial and estate planning
objectives, must be considered in the aggregate. The court also noted that the IRS’s
attempt to use this case as a test case for testamentary trusts was misguided given
the unique circumstances of the Bedell Trust.

Practical Implications

This decision provides clarity on the classification of testamentary trusts for tax
purposes, emphasizing that both the ‘associates’ and business purpose criteria must
be met for a trust to be taxed as an association. Practitioners should carefully
analyze whether beneficiaries of a trust have voluntarily entered into a business
enterprise and whether their interests are freely transferable. The ruling may
impact estate planning, particularly for family businesses held in trust, by
confirming that such trusts can maintain their tax status as trusts if they lack
‘associates. * Subsequent cases have cited this decision to support the distinction
between trusts and associations in various contexts. The decision also serves as a
reminder that the IRS must carefully select test cases to advance its positions on
complex tax issues.
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