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20 T.C. 466 (1953)

Whether  a  trust  is  taxed as  a  corporation  depends  on  the  degree  of  business
discretion granted to the trustee or depositor; trusts with powers beyond incidental
preservation and distribution are taxable associations.

Summary

The Tax Court  addressed whether several  oil  royalty trusts should be taxed as
corporations or as strict investment trusts. The court distinguished between trusts
where the depositor retained broad powers to alter the trust’s investments and
those where the trustee’s powers were limited to preserving assets and distributing
income. The court held that trusts allowing the depositor to vary investments at will
were taxable as associations due to their business-like discretion, while those with
limited powers were treated as strict investment trusts.

Facts

Various promoters organized numerous oil royalty trusts between 1931 and 1937,
selling participating certificates to investors. Depositors (owners of royalty interests)
conveyed these interests to a trustee (Commonwealth Trust Company). The trustee
issued  participating  certificates  and  distributed  profits  to  beneficiaries,  less
expenses.  Some trust  agreements  granted the  depositor  the  right  to  substitute
properties  within  the  trust.  The  Commissioner  of  Internal  Revenue  determined
deficiencies  in  the  income  tax  for  these  trusts,  arguing  they  were  taxable  as
corporations.

Procedural History

The Commissioner determined deficiencies in the income tax of the petitioners. The
cases were consolidated for hearing and decision in the Tax Court upon oral motion
of counsel. The Tax Court reviewed the trust instruments and heard arguments to
determine  whether  the  trusts  should  be  classified  as  associations  taxable  as
corporations.

Issue(s)

Whether the oil royalty trusts are associations taxable as corporations under Section
3797(a)(3) of the Internal Revenue Code, based on the powers granted to the trustee
and/or depositor.

Holding

1. For trusts where the depositor had the right to vary the existing investment of
participating certificate holders at will: Yes, because such trusts possess a degree of
business discretion that aligns them with corporate entities.



© 2025 SCOTUSreports.com. All rights reserved. | 2

2. For trusts where no powers were granted to, or exercised by, the trustee or
depositor beyond incidental preservation and distribution: No, because these trusts
are strict investment trusts lacking the business purpose necessary for corporate tax
treatment.

Court’s Reasoning

The court  relied on Morrissey v.  Commissioner,  296 U.S.  344,  stating that  the
powers granted by the trust indenture determine its classification, not the extent of
their  use.  The court  considered the  powers  of  both  the  trustee  and depositor,
holding that “in investment trust cases classification as an association… depends
upon whether any business discretion, other than that incidentally required by the
nature of the trust, is reposed in the trustees or those who share the management
functions with them under the terms of the trust instrument.” For trusts allowing
the depositor to substitute properties at will, the court found a wide latitude of
business discretion. In contrast, trusts with powers limited to collecting income,
paying expenses, and distributing proceeds were deemed strict investment trusts.
The court noted that a power to reinvest income due to the wasting nature of oil and
gas assets did not, by itself, make a trust taxable as a corporation.

Practical Implications

This case clarifies the distinction between investment trusts and associations taxable
as corporations for tax purposes. It emphasizes that the *scope of powers* granted
to trustees and depositors,  not just their exercise, determines tax classification.
Legal professionals should carefully analyze trust agreements to assess the degree
of managerial discretion. Trusts granting broad powers to alter investments are
more likely to be treated as taxable corporations. This ruling informs the structuring
of  investment  trusts  to  achieve  desired tax  outcomes and affects  how the  IRS
assesses tax liabilities for such entities. Later cases may cite this to distinguish their
facts  based on the level  of  control  afforded to  trust  managers  and the overall
business purpose of the trust.
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