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American Participations-Trust v. Commissioner, 14 T.C. 144 (1950)

A fixed investment trust, lacking the power to vary investments beyond preserving
trust property and distributing income, is not taxable as a corporation.

Summary

The Tax Court determined that American Participations-Trust, a fixed investment
trust,  should  not  be  classified  as  an  association  taxable  as  a  corporation.  The
Commissioner argued the trust had the power to vary investments, similar to a
management trust. The court disagreed, finding that the trust’s powers were limited
to preserving trust property, collecting income, and distributing it to beneficiaries.
The crucial factor was that neither the trustee nor the depositor could increase the
number of shares of any portfolio unit,  preventing them from exploiting market
variations for profit.

Facts

American Participations-Trust  was established as an investment trust.  The trust
indenture specified that portfolio units consisted of one share each of 34 specified
corporations. The trustee had the power to eliminate stocks that became “unsound
for investment.” The core dispute centered on whether the trustee had the power to
reinvest proceeds from the sale of these undesirable stocks in proportions other
than those originally specified, effectively varying the investment.

Procedural History

The Commissioner of Internal Revenue determined that American Participations-
Trust was an association taxable as a corporation and assessed deficiencies. The
American Participations-Trust petitioned the Tax Court for a redetermination. The
Tax  Court  reviewed the  trust  indenture  and  the  arguments  presented  by  both
parties.

Issue(s)

Whether American Participations-Trust should be classified as an association1.
taxable as a corporation under Section 3797 of the Internal Revenue Code.
Whether the petitioner is liable for a penalty under Section 291(a) of the2.
Internal Revenue Code for failure to file returns for the years in question.

Holding

No, because the trust’s powers were limited to preserving trust property,1.
collecting income, and distributing it to beneficiaries, without the ability to
vary investments for profit.
No, because the court ruled in favor of the petitioner on the principal issue;2.
therefore, there was no failure to file a return.
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Court’s Reasoning

The court distinguished this case from *Commissioner v. North American Bond Trust
Co.*, emphasizing that in this case, the trustee and depositor lacked the power to
increase the number of shares in any portfolio unit. The court stated, “In view of
#11.11 of the trust indenture we can not hold that the depositor or the trustee, or
both combined, had any authority to increase the number of shares of any portfolio
unit  so that any unit  would comprise more than one share each of  any of  the
authorized securities.” The court relied on *Commissioner v. Chase National Bank of
City of New York*, stating that when the trustee’s power is limited to weeding out
unsound securities  and retaining the remainder,  the trust  is  not  considered an
association taxable as a corporation. The court also noted that the conduct of the
trustee and depositor supported this interpretation, as they never reinvested in the
portfolio  units  after  removing  undesirable  securities,  feeling  they  lacked  the
authority to do so.

Practical Implications

This case clarifies the distinction between fixed investment trusts and management
trusts for tax purposes. It reinforces that a trust is not taxable as a corporation if its
activities  are  limited  to  preserving  trust  property,  collecting  income,  and
distributing it to beneficiaries, without the power to actively manage investments for
profit. This decision guides the structuring of investment trusts to achieve desired
tax outcomes. Later cases would cite this decision to define the scope of permitted
activities for fixed investment trusts seeking to avoid corporate tax status, focusing
on the degree of managerial control and investment flexibility.


