
CASE NOTES

INCOME TAXES-SUBCHAPTER S-VOTING TRUST

DOES NOT CREATE A SECOND CLASS OF STOCK

Petitioners come before the district court with only one point of law.
Does a small business corporation which has elected to be treated as a
proprietorship for tax purposes pursuant to subchapter S of the Internal
Revenue Code forfeit that election by creating a voting trust with all share-
holders participating?' Decision was for the taxpayers and that portion of
Treas. Reg. 1.1371-1 (e)2 which refers to voting trusts was declared invalid.
In 1958 the shareholder of A. & N. Furniture Co. made a proper election
in accordance with requirements of the Internal Revenue Code3 and had
operated under this election for all succeeding years. In 1961 all the share-
holders entered into a voting trust agreement under Ohio law,4 making
one of the shareholders trustee with an irrevocable right to vote all the
shares of the corporation for 10 years. That same year the shareholders
claimed pro rata personal income deductions on losses of the corporation
as if it were a proprietorship. The Commissioner disallowed the deduction
on the ground that the voting trust disqualified the corporation from its
election for two reasons: first, a voting trust was a shareholder other than
an individual in violation of section 1371 (a) (2) ,5 and secondly, a voting
trust, in effect, created a second class of stock in violation of section
1371 (a) (4) .6 Concluding that no case with precedent existed the court
explored the intent of Congress in creating the subchapter S election and
found that the election was created to permit small businesses to select the
form of organization desired without corporate tax on the earnings dis-
tributed to shareholders, thus avoiding the "double tax." T Also, the "pass
through" effect of subchapter S allows shareholders in small corporations
to offset the corporate losses against their other personal income.8 These
intentions were first expressed by President Eisenhower in his January 21,
1954, budget message to Congress9 and later by committee reports on the

1. A. & N. Furniture & Appliance Co. v. United States, 271 F. Supp. 40 (S. D. Ohio 1967).
2. Treas. Reg. §1.1371-1 (e) (1960). "A corporation in which any shareholder is a cor-

poration, trust, or partnership does not qualify as a small business corporation. The
word 'trust' as used in this paragraph includes all trusts subject to the provisions
of subchapter D, F, H, or J (including subpart E thereof), Chapter I of the Code
and voting trusts."

3. INT. REV. CODE Of 1954, §1371-77.
4. Ohio Rev. Code Ann. §1701.49 (Page Supp. 1964).
5. INT. REV. CODE Of 1954, §1371 (a) (2).
6. INT. REV. CODE Of 1954, §1371 (a) (4).
7. S. Rep. No. 1983, 85th Cong., 2d Sess., 1958-3 CUM. BULL. 1008 (1958). See also Byrne

v. Commissioner, 361 F.2d 939 (7th Cir. 1966). The court here recognized that the
purpoce of the subchapter S election is to permit "business to select the form of
business organization desired, without the necessity of taking into account major
differences in tax consequence."

8. S. Rep. No. 1983, 85th Cong. 2d Sess., 1958-3 CUM. BULL. 1008 (1958).
9. 100 CONG. REc. 571 (1954). "Small businesses should be able to operate under what-

ever form of organization is desirable for their particular circumstances, without
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Technical Amendments Act of 1958. Congress gave two reasons for restrict-
ing the election to small business corporations. First, it was believed that
only small corporations were essentially comparable to the partnership or
proprietorship where earnings are taxed to the owners rather than the
business organization; thus, the restriction to shareholders who are indi-
viduals only.10 Secondly, it was thought that the complexity of passing
earnings through the corporation to a diversijied group of shareholders was
too great an accounting burden for the government to bear, thus, the re-
striction to one class of stock. 1 Neither of these restrictions apply to the
principal case, for the voting trust did not increase the size of the corpora-
tion nor did it create any accounting difficulties since the stockholders are
all entitled to. the same distribution of earnings per share. The voting
trust being permissible within the intentions of Congress, the Commissioner
can not prohibit its use;' 2 to uphold such a regulation would be to hold
that a tax may be imposed by regulation, which of course the law does
not permit.13

Corporations electing to be taxed as a proprietorship must first qualify as
a small business corporation. Such a small business corporation is defined
in section 1371 (a) as a domestic corporation which is not a member of an
affiliated group and which does not have more than 10 shareholders; have
as a shareholder a person (other than an estate) who is not an individual;
have a non-resident alien as a shareholder; or have more than one class
of stock. 14 The first three of these requirements are very clear; in fact, only
one case has been reported involving them in 9 years of subchapter S. In
Virginia Brick Co. v. Commissioner,'5 an estate, one of several holders of
stock in the electing corporation, was found to have been held open beyond
the time necessary for the performance of administration, thereby creating
a testamentary trust. A trust being an entity other than an individual, the
corporation was disqualified as a small business corporation and the elec-
tion cancelled. This case was approved in the principal case, but the court
disavowed any connection because the voting trust added no additional
shareholders to the corporation as did the testamentary trust.

Other than this one case the residue of litigation over the definition of
a small business corporation has been concerned with the requirement that
the corporation have only one class of stock. Corporations electing under

incurring unnecessary tax penalties. To secure this result, I recommend that cor-
porations with a small number of active stockholders be given the option to be taxed
as partnerships ...."

10. SENATE FINANCE COMM., REPORT ON INTERNAL REVENUE CODE OF 1954, 83rd Cong.,
2d Sess. (1954), U.S. CODE CoNG. & AD. NEWS, 4621, 4752 (1954).

11. Id.
12. Fawcus Machine Co. v. United States, 282 U.S. 375 (1961); Commissioner v. South

Texas Lumber Co., 333 U.S. 496 (1948).
13. Commissioner v. Acker, 361 U.S. 87 (1959); United States v. Leslie Salt Co., 350

U.S. 383 (1956).
14. INT. REV. CODE of 1954, §1371 (a) (1-4).
15. 367 F.2d 276 (4th Cir. 1966).
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subchapter S violated this requirement in two general ways. One way was
a shareholder's advance of money to the corporation under the disguise
of debt which was in reality equity capital. Once ruled equity capital, these
advances were declared to be a second class of stock since the shareholders
making the advances hold rights different from common stockholders. The
first application of this thin incorporation doctrine was in Catalina Homes,
Inc.16 where the court declared that loans from two shareholders were actual-
ly contribution to risk capital and were another class of stock because
they were preferred over no-par common stock. Subsequently the court
followed Catalina in Henderson v. United States1" where pro rata unse-
cured advances to the corporation by stockholders were a second class of
stock. The Tax Court of the United States overruled Catalina in Gamman
v. Commissioner'8 deciding that the above cases determined only whether the
advances were equity capital or loans and did not actually rule on the last
sentence of Treas. Reg. 1.1371-1 (g).19 Gamman ruled that even if such
advances were equity capital they will not constitute a second class of stock,
and if this omission by the legislature of a provision prohibiting thin in-
corporation by subchapter S corporations is a mistake, it is for the legisla-
ture to correct and not the courts. Gamman changed Treas. Reg.
1.1371-1 (g) 20 to mean that purported debt obligations that are actually
equity capital generally constitute a second class of stock unless such obliga-
tions are solely owned by the holders of the nominal stock of the corpora-
tion on a pro rata basis. Gamman being followed and codified, small busi-
nesses that are thinly incorporated now have an opportunity to take ad-
vantage of the subchapter S election without fear of disqualification.

There is another way shareholders have unknowingly created a second
class of stock. Although the corporation issued only one class of stock, the
election could be lost by the transfer of voting rights from any shareholder
to another shareholder or to any other person through any form of irrevoca-
ble agreement. The Internal Revenue Service made this position crystal
clear in Rev. Rul. 63-22621 where irrevocable proxies from two inactive
stockholders to eight active stockholders created a second class of stock
and disqualified the corporation's election. In this ruling the Commission-

16. 33 P-H Tax Ct. Mem. 1491 (1964).
17. 245 F. Supp. 782 (M.D. Ala. 1965).
18. 46 T.C. 1 (1966), appeal dismissed per stipulation, 1967 P-H Fed. Taxes Citator Para.

56,339 (9th Cir. 1967); accord, Lewis Building and Supplies, Inc., 25 CCH Tax Ct.
Mem. 844 (1966), appeal dismissed on government motion, (5th Cir. 1967); see
Alfred N. Hoffman 47 T.C. No. 20 (Nov. 29, 1966), af'd, (5th Cir. 1967) ; noted, 32
Mo. L. REV. 185 (1967) ; 24 WASH. & LEE L. REV. 74 (1967) ; also discussed in 53
V,A. L. Rrv. 1170, (1967).

19. Treas. Reg. §1.1371-1 (g) (1959). "If an instrument purporting to be a debt obliga-
tion is actually stock, it will constitute a second class of stock."

20. Treas. Reg. §1.1371-1 (g) (1959).
21. 1963-2 Cum. BULL. 341; noted, 19 TAx L. REV. 391, 1964.
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er specifically stated that any type of voting agreement which has the effect
of modifying the voting rights of part of the stock so that particular shares
have voting powers disproportionate to the other shares of the corporation
will be deemed to have more than one class of stock and the corporation
will not qualify as a small business corporation. The question of voting
rights came up again in Catalina involving a voting trust; however, this
case was decided before the Gamman decision and turned on disqualifica-
tion because the purported debt was equity capital, thus making it un-
necessary for the court to rule on the validity of a voting trust among
shareholders in a subchapter S corporation. The dicta of the court did note
that it had reservations as to whether the argument that a voting trust
created a second class of stock was a reasonable interpretation of the ap-
plicable statutory provisions and the intent of Congress in enacting sub-
chapter S. Commissioner v. Pollac 22 followed Treas. Reg. 1.1371-1 (g) and
ruled that a corporation is disqualified from subchapter S election where
four stockholders holding different proportions of stock could each elect
a director. In A. & N. Furniture Co. the court upheld Treas. Reg. 1.1371-
1 (g) explaining that the regulation did not apply since all the stock of
the company had the same value and the same voting rights, all of which
are subject to the voting trust.

In 1958 many writers felt that these types of voting agreements were
well within the statute when subchapter S was first enacted. 23 Such agree-
ments, voting trusts, voting agreements, and irrevocable proxies all make
the subchapter S election much more attractive to a certain group of busi-
nessmen who wish to incorporate but do not wish to give up any control
of the company and to businessmen who wish to incorporate yet still be
able to devise control of the corporation to one individual and the earn-
ings to several. 24 Clearly the congressional intent was for small businessmen
to organize their corporations without the penalty of the double tax. Prior
to 1965 very large closely held corporations removed retained earnings
by liquidation and capital gains declaration. Since the 1965 drop in upper
bracket income tax rates, with the use of subchapter S, those earnings can
generally be removed at much the same rate as capital gains without liqui-
dating the corporation. 25 Is this use within the intent of Congress in creat-
ing subchapter S? Like many other complex questions that have arisen
under subchapter S, the answer can effectively be given only by Congress.
Generally, it is felt that much more confusion has arisen concerning sub-

22. 47 T. C. No. 9 (Oct. 28, 1966).
23. M. GOODMAN, ELECTION TO TAX CORPORATE INCOME TO SHAREHOLDERS 79 (TAX INSTI-

TUTE, U. OF SOU. CAL. SCHOOL OF LAW No. 11, 1958).
24. McGaffey, The Requirements that a Subchapter S Corporation May Have Only One

Class of Stock, 50 MARQ. L. REV. 365, 385 (1966). This article contains an excellent
discussion of the one class of stock requirement up to the principal case.

25. SUBCHAPTER S 65 (I. Schreiber ed. 1965).
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chapter S than was expected, and as a result the subchapter S laws are ex-
pected to be redrafted in the near future. It is hoped that the rules in
Gamman and A. e N. Furniture Co. will be specifically included.

EDWARD J. HARRELL

INSURANCE-ASSIGNED RISK PLAN-RIGHT OF

THE INSURER TO VOID THE POLICY

FOR MISREPRESENTATION

The plaintiff insurer issued an automobile liability policy under the
assigned risk plan pursuant to an application in which the applicant listed
himself as the owner of the auto and his minor son as one of the operators.
In fact, the son was the registered owner and principal operator of the
auto. On the effective date of the policy, the minor son allegedly caused
the death of another minor, and a wrongful death action was commenced.
The plaintiff insurer seeks a declaratory judgment against all parties that
the liability policy is void ab initio because of the false and misleading
statements made in the application. The trial court sustained the defendant's
general demurrers to the petition. On appeal the Georgia Court of Appeals
held,' judgment affirmed. Since the policy was procured under the as-
signed risk plan, the insurer was obligated to accept the risk. The false
statements in the application were an insufficient basis for declaring the
contract void ab initio under the rules of the plan.

The court states in its opinion that the rules of the assigned risk plan
are controlling over conflicting provisions of the State Insurance Code.2

Conceding this point for the moment, it would appear that the provisions
of the assigned risk plan do not condone misrepresentations either.3 The
rules of the assigned risk plan state that the insurer may cancel a policy
if the insured "is not or ceases to be eligible or in good faith entitled to
insurance, or . . . has obtained the insurance through fraud or misrepre-
sentation." 4 The plan defines a good faith application as an application
where the applicant "reports all information of a material nature, and does
not willfully make incorrect or misleading statements, in the prescribed
application form."5

The court concedes that the application may not contain incorrect or
misleading statements, but states that the allegation that the applicant
knew that his son was the owner of the auto is insufficient to show that the

1. State Farm Mut. Auto. Ins. Co. v. Reese, 116 Ga. App. 59, 156 S.E.2d 529 (1967).
2. Id. at 60, 156 S.E.2d at 531.
3. RULES AND REG. OF THE STATE OF GEORGIA §120-2-14-.18 (1967).
4. RULES AND REG. OF THE STATE OF GEORGIA §120-2-14-.18 (2) (a) & (b) (1967).
5. RULES AND REG. OF THE STATE OF GEORGIA §120-2-14-.09 (2) (1967).
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