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<strong><em>22 T.C. 372 (1954)</em></strong>

A trust  formed to  hold property  pending discharge of  mortgage liability  is  not
taxable as a corporation if it is not carrying on a business, but rather functioning as
a step in a liquidation process or to conserve the property.

<p><strong>Summary</strong></p>

In  Fullerton  v.  Commissioner,  the  U.S.  Tax  Court  addressed  whether  a  trust,
established after a corporation’s liquidation to manage citrus groves and hold the
property until mortgage obligations were met, should be taxed as a corporation. The
court held that because the trust’s purpose was to facilitate the liquidation of the
former corporate assets and conserve the property, rather than conduct a business,
it should not be treated as a corporation for tax purposes. The petitioner, acting as
trustee, purchased all outstanding interests in the property. When he then obtained
a court order to dissolve the trust, he claimed this was a liquidation, which the IRS
challenged, arguing the trust was a corporation and the petitioner should be taxed
on the gain. The court agreed with the petitioner and distinguished this case from
other situations where trusts were formed to conduct active businesses. The court
upheld  a  negligence  penalty  on  the  petitioner  for  failing  to  report  trustee
compensation.

<p><strong>Facts</strong></p>

George  I.  Fullerton,  along  with  other  individuals,  formed  the  Fullerton  Groves
Corporation in 1921. The corporation owned and operated citrus groves. In 1934,
facing financial difficulties, the corporation liquidated. To secure a loan from the
Federal Land Bank, the corporation conveyed its assets to Fullerton, who then held
the property on behalf of the former shareholders, with the understanding that the
property would be conveyed back to them after the mortgages were discharged.
Fullerton executed a declaration of trust. After the liquidation, Fullerton entered
into an agreement with the Oak Hill  Citrus Growers Association to manage the
groves. Fullerton subsequently purchased the interests of the other beneficiaries,
ultimately obtaining 100% ownership. In 1944, he petitioned a court to dissolve the
trust,  which  was  granted.  The  IRS  later  determined  deficiencies  in  Fullerton’s
income taxes, treating the trust as a corporation and the distribution of assets as a
liquidation that resulted in a capital gain for Fullerton. The IRS also imposed a
negligence penalty.

<p><strong>Procedural History</strong></p>

The IRS determined deficiencies in George I. Fullerton’s income taxes for 1943 and
1944, arguing the trust should be taxed as a corporation and that a capital gain was
realized by the petitioner. Fullerton challenged this determination in the U.S. Tax
Court.  The Tax Court addressed the central  issue of  whether the trust  was an
association taxable as a corporation.  The Tax Court  ruled in favor of  Fullerton
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regarding the tax status of  the trust  but upheld a negligence penalty assessed
against him.

<p><strong>Issue(s)</strong></p>

1.  Whether  a  trust  of  which  petitioner  was  trustee  and  a  beneficiary  was  an
association taxable as a corporation?

2. If so, whether there was a liquidation of that trust in the year 1944 within the
meaning of section 115 (c), Internal Revenue Code, so as to make petitioner taxable
on a capital gain resulting from such liquidation?

3. Whether petitioner is also liable for a 5 per cent negligence penalty?

<p><strong>Holding</strong></p>

1. No, because the trust was not formed for the purpose of engaging in business and
was instead formed to facilitate the liquidation of the former corporate assets and
conserve the property.

2.  This issue was not reached because the court determined the trust was not
taxable as a corporation.

3. Yes, because part of the deficiency for the year 1944 was due to negligence as the
petitioner neglected to include compensation received as trustee.

<p><strong>Court's Reasoning</strong></p>

The Tax Court examined whether the trust was carrying on a business. The court
referenced the Supreme Court  case of  <em>Morrissey v.  Commissioner</em>,
which set forth the principle that an association is taxable as a corporation when the
purpose of the entity is to carry on business under the guise of a trust. The court
found that the Fullerton trust was merely a step in the liquidation of the Fullerton
Groves Corporation. The court emphasized that the trust was created to hold and
conserve  the  property  until  the  mortgages  were  discharged.  The  court  also
mentioned  the  petitioner’s  limited  role  in  managing  the  property  after  the
liquidation and his agreement with the Oak Hill  Citrus Growers Association. “It
seems to us evident from the facts that the present trust was but a step in the
liquidation  of  the  Fullerton  Groves  Corporation.”  The  court  distinguished  the
activities in this case from those of a business, finding that they did not constitute
the carrying on of business. Regarding the negligence penalty, the court found that
the petitioner negligently failed to report part of his compensation, thus justifying
the penalty.

<p><strong>Practical Implications</strong></p>

This  case  is  critical  for  structuring  liquidations  and  property  management
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arrangements, particularly when trusts are involved. It demonstrates that the IRS
will consider the substance of the transaction, not just the form. Attorneys must
ensure that the activities of a trust are consistent with its stated purpose. If the trust
is  created to liquidate assets or conserve property,  it  may not be treated as a
corporation, avoiding potential tax liabilities. The case also provides guidance on
what  constitutes  “carrying  on  business”  in  a  trust  context.  Furthermore,  the
imposition of the negligence penalty is a reminder of the importance of accurate and
complete tax reporting.


