Fullerton Groves Corp. Trust, 7 T.C. 971 (1946)

A trust created to liquidate a corporation or hold and conserve specific property
with incidental powers is not considered a business and is therefore not taxable as a
corporation.

Summary

The Fullerton Groves Corporation created a trust to manage its orange groves,
obtain a mortgage, and ultimately liquidate its assets for distribution to
shareholders. The IRS sought to tax the trust as a corporation. The Tax Court held
that the trust was not taxable as a corporation because its primary purpose was to
liquidate assets and conserve property, not to conduct business. The court
emphasized that the trust’s activities were incidental to the liquidation process and
did not constitute the carrying on of a business. While the court found negligence on
the part of the trustee for omitting income, it held that the trust itself was not
subject to corporate taxation based on its purpose and activities. This case provides
a clear example of how courts distinguish between trusts that are business entities
and those that are not for tax purposes.

Facts

Fullerton Groves Corporation conveyed its orange groves to a trustee to obtain a
mortgage and hold the property for the benefit of the former shareholders. The trust
was formed as a step in the liquidation of the corporation. The trustee was given full
management and control of the property while the mortgage was outstanding. The
trust instrument provided that the trustee would reconvey the property to the
beneficial owners upon satisfaction of the mortgage. The IRS sought to tax the trust
as a corporation.

Procedural History

The case originated in the Tax Court of the United States. The court addressed the
issue of whether the trust could be taxed as a corporation. The Tax Court found that
the trust was not taxable as a corporation.

Issue(s)

1. Whether the trust was created to carry on business under the guise of a trust and
therefore subject to taxation as a corporation?

Holding

1. No, because the trust was created to liquidate assets and hold and conserve
specific property with incidental powers.

Court’s Reasoning
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The court relied on the principle that for an association to be taxed as a corporation,
its purpose must be to carry on business under the guise of a trust. The court
distinguished between trusts created for business purposes and those created for
liquidation or conservation of assets. The court noted that the present trust was a
step in the liquidation of the Fullerton Groves Corporation and held the orange
groves for mortgage purposes. The court determined that the trustee’s activities did
not constitute the carrying on of a business but were incidental to the liquidation
process. The court referenced precedent, stating that the trust was merely an
instrument for liquidation. The court quoted from Morrissey v. Commissioner,
highlighting the absence of business aspects in trusts designed for liquidation or
holding and conserving property. Finally, the court determined that the trust was
not taxable as a corporation but assessed a negligence penalty on the trustee for
omitting income.

Practical Implications

This case is a significant precedent for trusts involved in corporate liquidation and
property conservation. Attorneys should use this case to distinguish between trusts
created for business purposes and those formed to liquidate or conserve property.
This distinction is critical in determining the trust’s tax liability. The case also
illustrates the importance of clearly defining a trust’s purpose in the trust
instrument. The court’s emphasis on the incidental nature of the trustee’s activities
has implications for how trusts involved in liquidation or conservation are managed.
It reinforces that such trusts should focus on these specific objectives to avoid being
classified as business entities. This case provides a solid framework for tax planning
when structuring liquidation trusts.
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