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1 T.C. 852 (1943)

A corporation acting as a liquidating agent for an insolvent bank is not entitled to
tax immunity under Section 818 of the Revenue Act of 1938 unless it affirmatively
demonstrates that its assets are both available for and necessary to fully pay the
bank’s depositors’ claims.

Summary

Participation Holding Co., a subsidiary of Fulton Mortgage Loan Co., which was
itself formed by an insolvent bank, sought tax immunity under Section 818 of the
Revenue Act of 1938, arguing it was acting as an agent liquidating assets for the
benefit of the bank’s depositors. The Tax Court denied the immunity, holding that
while Participation qualified as an agent, it failed to prove that its assets were both
available and necessary to fully satisfy the depositors’ claims. The court emphasized
that uncertainty regarding a potential residue of assets and the lack of evidence
showing the assets were needed for payment to depositors precluded granting the
immunity.

Facts

Lorain Street Savings & Trust Co.,  an Ohio bank, became insolvent and closed
during the 1933 Bank Holiday. As part of a reorganization plan, a new corporation,
Fulton Mortgage Loan Co., was created to manage the bank’s slow assets. Fulton
then  formed  Participation  Holding  Co.  Participation  received  assets  that  had
secured the old bank’s certificates of participation and issued its own debentures to
the certificate holders. Fulton was to manage the liquidation, and any remaining
assets of Participation after debenture retirement would go to Fulton, ultimately
benefiting the bank’s depositors who held debentures issued by Fulton in place of a
portion of their original deposits.

Procedural History

Participation  Holding  Co.  filed  a  claim for  immunity  from federal  taxes  under
Section 818 of the Revenue Act of 1938. The Commissioner of Internal Revenue
denied the claim. Participation then filed a protest, which was also denied, leading
to the present case before the United States Tax Court.

Issue(s)

Whether Participation Holding Co., as a liquidating agent for an insolvent bank, is
entitled to immunity from federal taxes under Section 818 of the Revenue Act of
1938, as amended.

Holding

No, because Participation Holding Co. failed to demonstrate that its assets were
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both  available  for  and  necessary  to  the  full  payment  of  the  insolvent  bank’s
depositors’ claims.

Court’s Reasoning

The Tax Court acknowledged that Participation met the definition of an agent under
Section 818. However, the court emphasized that the taxpayer bears the burden of
proving  entitlement  to  the  exemption.  The  court  stated  that  to  qualify  for  the
exemption, Participation needed to demonstrate that the depositors had accepted
claims against segregated assets, that those assets were available for payment of
the depositors’ claims, were necessary for the full payment thereof, and that the
imposition of  the tax would diminish those assets.  The court  found uncertainty
regarding whether there would be any residue of assets after Participation satisfied
its debenture obligations. Even though any residue would ultimately benefit Fulton
and the bank’s depositors, the court found that Participation did not show that its
assets were "available" or "necessary" for full payment to depositors in the tax year
at issue. The court highlighted that mere estimates of a potential  residue were
insufficient to justify tax immunity.

Practical Implications

This case clarifies the stringent requirements for obtaining tax immunity under
Section 818 of the Revenue Act of 1938 for entities involved in the liquidation of
insolvent banks. It underscores that it is not enough to show a general connection to
the  benefit  of  depositors;  the  entity  seeking  immunity  must  affirmatively
demonstrate that its assets are directly and demonstrably available and necessary to
fully satisfy depositor claims in the specific tax year. This decision highlights the
importance of providing concrete evidence of asset availability and the necessity of
those  assets  for  depositor  repayment.  The  case  serves  as  a  reminder  that
uncertainties regarding asset values or future liquidation outcomes can preclude the
granting of tax immunity in these situations.


