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Stinnett v. Commissioner, 54 T.C. 221 (1970)

Non-interest-bearing notes issued to stockholders of a Subchapter S corporation,
even if  considered equity for other tax purposes,  do not automatically create a
second class of stock if they do not grant additional rights beyond the common
stock, thus not disqualifying the S-corp election.

Summary

The Tax Court addressed whether non-interest-bearing notes issued by International
Meadows, Inc., an S-corp, to its shareholders in exchange for partnership capital
constituted a second class of stock, invalidating its S-corp election. The IRS argued
these notes were equity and created a second stock class, violating §1371(a)(4). The
Tax Court held that even if the notes were considered equity, they did not create a
second class of stock for S-corp purposes because they didn’t alter the fundamental
shareholder rights associated with the common stock. The court invalidated the
regulation  that  treated  such  purported  debt  as  a  second  class  of  stock  if
disproportionate to stock ownership, emphasizing congressional intent to benefit
small businesses.

Facts

James L. Stinnett, Jr.,  Robert E. Brown, Louis H. Heath, and Harold L. Roberts
formed a partnership, J.B.J. Co., to operate a golf driving range, leasing land from
Standard Oil. They invested capital with varying percentages of profit/loss sharing.
Later,  they incorporated as  International  Meadows,  Inc.,  issuing common stock
mirroring partnership profit interests. The corporation issued non-interest-bearing
promissory  notes  to  each  shareholder,  payable  in  installments,  reflecting  their
partnership capital contributions. These notes were subordinate to other corporate
debt. International Meadows elected to be taxed as a small business corporation (S-
corp).  The corporation experienced losses,  and the shareholders deducted their
share of losses, which the IRS disallowed, arguing the S-corp election was invalid
due to a second class of stock.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income taxes for 1962-1964, disallowing deductions for their shares of the S-corp’s
net operating losses. Petitioners contested this in the Tax Court. The cases were
consolidated.

Issue(s)

Whether non-interest-bearing notes issued by a small business corporation to1.
its shareholders in exchange for partnership capital constitute a second class
of stock under §1371(a)(4) of the Internal Revenue Code, thereby invalidating
its S-corp election.
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Whether the leasehold term for the golf driving range was for a definite or2.
indefinite period for the purpose of depreciating leasehold improvements.

Holding

No. The non-interest-bearing notes, even if considered equity, did not create a1.
second class of stock because they did not alter the rights inherent in the
common stock for Subchapter S purposes. The relevant regulation,
§1.1371-1(g), was invalidated as applied to this case.
The leasehold term was for an indefinite period. Therefore, leasehold2.
improvements must be depreciated over their useful lives, not amortized over a
fixed lease term.

Court’s Reasoning

Issue 1: Single Class of Stock

The court reasoned that while the notes might be considered equity under general
tax principles due to thin capitalization and other factors, they did not create a
second class of stock for S-corp qualification. The court emphasized that the notes
did not grant voting rights or participation in corporate growth beyond the common
stock. The purpose of the notes was simply to return the initial capital contributions
disproportionate  to  stock  ownership,  using  corporate  cash  flow.  Referencing
§1376(b)(2), the court noted that the statute itself contemplates shareholder debt in
S-corps and treats it  as part of the shareholder’s investment for loss deduction
purposes. The court stated, “where the instrument is a simple installment note,
without any incidents commonly attributed to stock, it does not give rise to more
than one class of stock within the meaning of section 1371 merely because the debt
creates  disproportionate  rights  among  the  stockholders  to  the  assets  of  the
corporation.” The court invalidated Treasury Regulation §1.1371-1(g) to the extent it
automatically classified such debt as a second class of stock, finding it inconsistent
with the intent of Subchapter S to aid small businesses. The court quoted Gregory v.
Helvering, 293 U.S. 465, stating that form should be disregarded only when lacking
substance and frustrating the statute’s purpose, which was not the case here.

Issue 2: Leasehold Improvements

The court determined the lease was for an indefinite term, despite stated periods,
because it was terminable by either party with 90 days’ notice after the initial term.
Considering  the  lease  terms,  the  nature  of  improvements,  and  the  parties’
relationship, the court concluded the lessor was unwilling to commit to a fixed long-
term lease. While the lessee expected a longer tenancy to recoup investments, the
lease’s terminable nature indicated an indefinite term. Therefore, amortization over
a  fixed  term  was  inappropriate;  depreciation  over  the  useful  life  of  the
improvements was required, citing G. W. Van Keppel Co. v. Commissioner, 295 F.2d
767.
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Practical Implications

Stinnett  v.  Commissioner  is  crucial  for  understanding the single  class  of  stock
requirement for S-corporations. It clarifies that shareholder debt, even if reclassified
as  equity,  does  not  automatically  create  a  second  class  of  stock  unless  it
fundamentally alters shareholder rights related to voting, dividends, or liquidation
preferences beyond those of common stockholders. This case provides a taxpayer-
favorable interpretation, protecting S-corp status for businesses with shareholder
loans. It limits the IRS’s ability to retroactively disqualify S-elections based solely on
debt  recharacterization,  especially  when  the  ‘debt’  represents  initial  capital
contributions.  Later  cases  and  rulings  have  considered  Stinnett  in  evaluating
complex capital structures of S-corps, often focusing on whether purported debt
instruments confer rights that differentiate them from common stock in a way that
complicates the pass-through taxation regime of Subchapter S.


