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INTRODUCTION

If a corporation distributes to its shareholders with respect to its
stock, solely all (or in some cases a controlling interest) of the stock
of a corporation which it controlled immediately before the distribu-
tion and the transfer was not used principally as a device for distrib-
uting the earnings and profits of either corporation, no gain or loss
is recognized to the shareholders on receipt of the stock if the active
trade or business requirements of section 355 (b) (1) and (2) are met.1

This article is concerned with such requirements.
Although the "active trade or business" sub-sections of 355 have been

the subject of numerous revenue rulings,2 and are construed in the
regulations, 3 the section is still troublesome in this respect. A series of
recent cases have gixen fairly definitive expositions concerning these

*Third year student at Walter F. George School of Law, Mercer University.
1. INTERNAL REVENUE CODE §355 (b) (1), (2) (1954).

(b) REQUIREMENTS AS TO ACTIVE BUSINESS-
(I) In general-Subsection (a) shall apply only if either-

(A) the distributing corporation, and the controlled corporation . . .
is engaged immediately after the distribution in the active conduct
of a trade or business, or

(B) ....
(2) DEFINITION-For purposes of paragraph (1), a corporation shall be

treated as engaged in the active conduct of a trade or business if and
only if-
(A) it is engaged in the active conduct of a trade or business, or sub-

stantially all of its assets consist of stock and securities of a corpor-
ation controlled by it (immediately after the distribution) which
is so engaged,

(B) such trade or business has been actively conducted throughout the
5-year period ending on the date of the distribution.

2. Rev. Rul. 56-227, 1956-1 Cum. Bull. 183; Rev. Rul. 56-287, 1956-1 Cum. Bull.
186; Rev. Rul. 56-266, 1956-1 Cum. Bull. 184; Rev. Rul. 56-344, 1956-2 Cum.
Bull. 195; Rev. Rul. 56-544, 1956-2 Cum. Bull. 198; Rev. Rul. 57-126, 1957-1
Cum. Bull. 123; Rev. Rul. 57-464, 1957-2 Cum. Bull. 244; Rev. Rul. 57-492,
1957-2 Cum. Bull. 247; Rev. Rul. 58-54, 1958-1 Cum. Bull. 181; Rev. Rul. 58-164,
1958-1 Cum. Bull. 184; Rev. Rul. 58-68, 1958-1 Cum. Bull. 183; Rev. Rul.
61-198, 1961-1 Cum. Bull. 61.

3. Income Tax Regulations §1.355-1 (e). A trade or business is defined as, "a
specific existing group of activities being carried on for the purpose of earning
income or profit from only such group of activities, and the activities included
in such group must include every operation which forms a part of, or a step
in, the process of earning income or profit from such group. Such group of ac-
tivities ordinarily must include the collection of income and the payment of
expenses."
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requirements; for this reason, this article is confined primarily to those
cases.

Most of the cases involving subsections (b) (1) and (2) deal with
situations in which a corporation seeks to spin-off or split-off rental
property. It would be helpful therefore to restate briefly the status
of "renting" as a trade or business.

In John D. Fackler,4 the court held that where the owner of de-
preciable property devotes it to rental purposes and exclusively to the
production of taxable income, it is used in a trade or business. More-
over, to constitute a trade or business, a single rental property is suf-
ficient.5 However, the incidental rental of that portion of real estate
used in a trade or business not needed for the principal business is
not a trade or business. 6 As set out infra, the above principles have
been decisive of many cases arising under subsections (b) (1) and (2).

ELLIOTT-BONSALL

In Isabel A. Elliott,7 the Centrifix Corporation purchased an old
house in 1946, occupying about half of it for its principal business and
renting the remainder to others until it was sold in 1950, at which time
it purchased a larger building. The title to the new building was im-
mediately transferred to a newly-formed corporation, Centrifix Man-
agement Corporation, in April of 1950. Management rented about half
of the space in the new building to Centrifix and held the rest for
rental to others. On December 15, 1954, Centrifix distributed all the
stock of Management to Elliott, its principal shareholder, in exchange
for all of Centrifix's issued preferred stock. The Tax Court held that
the distribution was not a tax-free split-off under section 355 because
Centrifix was not actively conducting a real estate rental business prior
to April, 1950, although it had been since that time. The court sup-
ported its holding by finding that:

1) income from rentals never exceeded $780 per year, about 40%
of the rental value for the entire property;

2) no allocation was made on company books of expenses attributable
to the rented portion;

3) no evidence with respect to net income or loss attributable to the
rental portion was submitted;

4) there was no evidence as to Centrifix's purpose in acquiring the
property;

4. 45 B.T.A. 708 (1941) , aff'd, 133 F.2d 509 (6th Cir. 1943).
5. Leland Hazard, 7 T. C. 372 (1946); Anders I. Lagreide, 23 T. C. 508 (1954).
6. Cf., Fenimore Johnson, 19 T. C. 93 (1952) (rental of small portion of residence).
7. 32 T. C. 283 (1959).
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5) the gross rental income was only a very small part of the total
income of Centrifix;

6) there was no evidence of any specific activity on the part of
management of Centrifix in renting this property or having been
previously engaged in any other rental activities.

In summary, the Tax Court denied relief because 1) the "rental
business" was incidental to the principal business (1-5) ; and 2) said
"rental business" was not actively conducted, but represented merely
the passive receipt of income (6).8

One of the most important decisions in this area is Edmund P.
Coady.9 In that case, the Christopher Company, for more than five
years prior to November 15, 1954, was engaged in the active conduct
of a construction business, its stock being held 50% by Christopher and
50% by Coady. Differences arose between the two stockholders, and
they agreed to divide the business. Accordingly, on November 15, 1954,
the Christopher Co. organized the Coady Co., to which it transferred
one-half its business assets in exchange for all of Coady's Christopher
stock. After the distribution both companies were actively engaged in
the construction business. Held, a tax-free split-off under section 355.
The court invalidated that portion of the Commissioner's regulations
which denied such treatment to the division of a single business. 10

The court analyzed both the language and the purpose of section
355's active trade or business requirement:

A careful reading of the definition of the active conduct of a
trade or business contained in subsection (b) (2) indicates
that its function is also to prevent the tax-free separation of
active and inactive assets into active and inactive corporate
entities.1 '

Nowhere in (b) (2) do we find, as respondent suggests we

8. This conclusion is but dubiously justified by the finding that Centrifix had not
engaged in any "specific activity" in renting the building. Is the court holding
that in order to have an "active" business one must actively solicit customers?

9. 33 T. C. 771 (1960), aff'd, 289 F.2d 490 (6th Cir. 1961). Nonacq., Rev. Rul.
61-198, 1961-1, Cum. Bull. 611.

10. Income Tax Regulations §1.355-1 (a).
Section 355 provides for the separation, without recognition of gain or loss to
the shareholders and security holders, of two or more existing businesses for-
merly operated directly or indirectly, by a single corporation. It applies only
to the separation of existing businesses which have been in active operation
for at least five years, and which, in general, have been owned for at least
five years by the corporation making the distribution of stock or of stock ano
securities. Section 355 does not apply to the division of a single business.

In accord with Coady is United States v. Marett, 325 F.2d 28 (5th Cir. 1963). A
recent attempt by the Internal Revenue Service to overrule Coady was
rejected in H. Grady Lester, Jr., 40 T. C. 947 (1963).

11. Supra n. 9 at 777.
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should, language denying the benefits of section 355 to the
division of a single trade or business.12

As noted, the only reference to plurality appears in section
355 (b) (1) and deals with corporate entities, not businesses.' 3

The result in Coady seems to be in accord with the wording of sec-
tion 355, as subsection (b) requires, in part, that the distributing
corporation and the subsidiary both be engaged in the "active conduct
of a trade or business" immediately after the distribution. It is so re-
garded only if "such trade or business has been actively conducted
throughout the 5-year period ending on the date of distribution."'14

All that was required in Coady, then, was a showing that prior to
distribution Christopher was engaged in the active conduct of a trade
or business and that after the distribution Coady and Christopher
were both engaged in such (the same type of) business. As will be seen
infra, this reasoning proved fatal to the taxpayer's case in Henry H.
Bonsall, Jr.15

In Theodore F. Appleby, 6 an incorporated real estate brokerage
and insurance agency owned its business premises, using about one-
half for said purposes and renting the remaining half to others. The
corporation spun-off the premises to a new corporation, the stock of
which was distributed to the shareholders of the transferor. The new
corporation then leased the property to the transferor corporation. The
Tax Court, analogizing the case to that posed in the Regulations, 17

held that the distribution of the stock to the shareholders constituted
a dividend and not a tax-free spin-off under section 355. The court
here, as in Elliott, held that the rental activities did not constitute
a trade or business 5 years prior to distribution because such activities
were incidental to the main business, real state brokerage and insur-
ance.

A case posing similar facts was decided adversely to the taxpayer in

12. Id. at 778.
13. Id. at 777.
14. Supra n. 1 (emphasis added) .
15. CCH T.C.M. Dec. No. 25,550 (M), 62,151 P-H Memo TC (1962), aff'd, 317

F.2d 61. 11 A.F.T.R. 1447 (2d Cir. 1963) .
16. 35 T. C. 755 (1961), aff'd per curiam, 296 F.2d 925 (3rd Cir. 1962), cert. de-

nied, 370 U.S. 910 (1962).
17. Income Tax Regulations §1.355-1 (c) .

Example (4). Corporation D, a bank, owns a two-story buliding in a sub-
urban area, the ground floor and approximately one-half of the second floor
of which is occupied by it in the conduct of its banking business. The remaind-
er of the second floor is rented as storage space to a neighboring retail met-
chant. It is proposed to transfer the building to a new corporation and
distribute the stock of such new corporation to the bank's shareholders. With
respect to the rental part of the second floor of its building, the bank is not
engaged in the active conduct of a trade or business, such activity being only
incidental to its banking business.
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Henry H. Bonsall, Jr.,1 8 in which Bonsall argued that where an in-
cidental trade or business is spun-off, the distribution of stock to the
shareholders of the transferor qualifies as tax-free under the Coady
case: since the conduct of an incidental business along with the prin-
cipal business is not treated as two businesses but as one, the division
of such is a division of a single business and controlled by Coady.
Correctly interpreting the scope of Coady, the Court of Appeals af-
firmed the Tax Court:

Petitioners argue . . . that even if Albany Linoleum [the
transferor] is found to have been conducting but one business,
the recent decision of the Tax Court in Edmund P. Coady ..
permits the tax-free division of that business as has been done
in this case. This is to misconceive the scope of that decision.
Coady only decided that the division of a single business into
two operating halves, each continuing the previous activity
(which had been carried on for more than five years) could

fall within §355, invalidating the Regulation that stated that
the section did not apply to division of a single business as
unauthorized by the statute.... Each corporation was engaged
in the "active conduct of a trade or business" within the stat-
ute because it could be traced back through five years or more
of the same activity, whether it was an old or new corporate
entity. That is not true here. As the Tax Court properly found
no prior real estate rental business, Abon [the transferee]
must be taken to have embarked on a wholly new venture
when it was formed. It is lacking the five-year history that the
statute requires for "active conduct or a trade or business",19

SUMMARY OF CASE REQUIREMENTS

Assuming that the other requirements of section 355 have been met,
a spin-off or split-off will qualify as tax-free in two situations: 1) if
prior to distribution the transferor has actively conducted for 5 years,
two separate, independent businesses. The amount of revenue derived
from the business spun-off or split-off must not be so small as to make
such activity "incidental" to the main business. The courts also seem
to place considerable weight on the taxpayer's accounting treatment of
the business transferred, looking to whether a separate profit and loss
account was maintained for said business. The cases do not indicate
what the result would be if rental activity such as that involved in
Elliott, supra, was given separate accounting treatment for five years
prior to its transfer and the distribution of its stock; presumably, sep-
arate accounting methods would not change the result. Likewise the
cases do not specifically indicate the result where the incidental activity

18. Supra n. 15.
19. 317 F.2d 61, 64.
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is not the business transferred, but the transfer is of the principal busi-
ness. Would the reasoning of Coady sustain such a transfer as tax-free
on the theory that the business transferred had a five-year history prior
to transfer? It would seem that secion 355 would foreclose a tax-free
transfer of this nature. Secion 355 (b) (1) and (b) (2) (B) are properly
interpreted to state that both the distributing corporation and the
controlled corporation must be able to trace, for five years prior to
the distribution, the trade or business in which each corporation is
engaged after the distribution. So interpreted, it would make no dif-
ference which business was transferred; 2) if the separation be of a
single trade or business such as that in Coady, the transfer and the
distribution of stock is also tax-free. Although a corporation having
a primary and an incidental business prior to distribution is engaged
in but one business for purposes of determining that it has not con-
ducted two five-year businesses prior to distribution, the transfer and
distribution of stock of the incidental activity is not regarded for tax
purposes as the division of a single business, but as the beginning of a
new business.20

EVALUATION

CONGRESSIONAL PURPOSE

Since Fenimore Johnson, the incidental rental of a portion of one's
property has not attained the status of a trade or business. As to such
activity standing alone, as in Johnson, this result is perhaps correct.
When we are concerned with applying the same reasoning to a divisive
reorganization, however, entirely different considerations prevail.
Whether rental activity is in its nature a trade or business should be im-
material, for the purposes of section 355 are the crucial areas of in-
quiry. Regarding such purposes, House Report No. 133721 states:

While your committee intends generally . . . to permit free-
dom in the distribution of stock of controlled corporations,
subsection (b) is included in the bill to insure that tax avoid-
ance will not result by reason of a later disposition of the
stock so acquired. 22

Although the above bill was not entirely approved by the Senate,
the reference thereto is valuable in that from it we can see that where
stock is distributed from a controlled corporation, the primary concern
of Congress is to prevent tax avoidance. This purpose is further evi-

20. Henry H. Bonsall, Jr., supra n. 15.
21. 1954 U.S. Code Cong. and Adm. News 4137.
22. Id. at 4259.

1965] COMMENTS



MERCER LAW REVIEW

denced by House Report No. 2543,23 discussing Senate Amendment No.
81's effect on the bill:

"The Senate amendment is designed to carry out the purposes [to
prevent tax avoidance] sought to be accomplished in the House bill."'24

The Report, in outlining the Senate amendment further stated:

The accompanying conference report contains an amendment
to section 355 (a) (1) (B). Under the Senate amendment, this
provision stated that the nonrecognition of gain or loss on
distribution of stock or securities of a controlled corporation
therein provided would not apply if the transaction was used
principally as a device for the distribution of earnings and
profits of the distributing corporation or the controlled
corporation, or both.25

From this we can infer that the primary purpose of Congress in add-
ing the qualifications to section 355 was to prevent tax avoidance. In-
deed, the Court admits as much in Bonsall, quoted infra. Does it not
follow, then, that unless the spin-off or split-off of an incidental busi-
ness would defeat that purpose, or would lend itself easily to its de-
feat, it should receive the same treatment as the divisive reorganizations
of single businesses and two or more principal businesses, assuming that
the language of the statute will permit it? If it is decided that the
Coady case does not apply because the activity transferred from the old
corporation to the new corporation is sufficiently different from the
"business" of the old corporation prior to distribution, does it not
follow that the activity transferred is sufficiently different to say that
the old corporation was engaged in two businesses prior to distribu-
tion?

Perhaps part of the currently negative answer to the above ques-
tion stems from the fact that the courts scrutinize "real-estate rental"
businesses rather closely:

It is clear that careful scrutiny of purported "real estate
rental" businesses is necessary to prevent evasion of the pur-
poses of the statute. The possibility of the shareholders ab-
stracting accumulated earnings at capital gains rates is present
whenever a corporation owns its own factory or office building.
Under taxpayers' interpretation, all that need be done is to
transfer the building to a new corporation and distribute
the stock received in return. The shareholders would then
be free to sell their stock and pay a capital gains rate on the
proceeds while the corporation can rent or purchase another
building and reduce its accumulated earnings. The present
case is little more than that, and it is noteworthy that the two

23. 1954 U.S. Code Cong. and Adm. News 5280.
24. Id. at 5293 (Emphasis added).
25. Id. at 5297.
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prior cases decided under this section other than Coady,
Theodore F. Appleby ... and Isabel Elliott .... were likewise
factually similar.26

The quoted statement of the taxpayer's position seems unfairly
weighted in the court's favor. If a corporation engaged in only one
business within the meaning of Coady did what the court hypothesized,
it is patently clear that tax-free treatment would be denied under
section 355 (a) (1) (B) , which precludes such treament if the trans-
action is used principally as a device for the distribution of earnings
and profits. Why could not this subsection, then, be used to disqualify
for tax-free treatment cases like Bonsall if they are used principally for
the distribution of earnings and profits? The only plausible reasons
are 1) that subsection (a) (1) (B) is inadequate to prevent tax avoid-
ance; and 2) that section 355 cannot reasonably be interpreted to in-
clude the spin-off or split-off of an incidental business. These reasons
are considered infra.

EFFECTIVENESS O1F 355 (A) (1) (B)

There seems no reason to assume that 355 (a) (1) (B) would not be
as effective against the transfer of an incidental business as it has
been against the transfer of a primary one. Therefore, the inquiry is
narrowed to the effectiveness of this subsection against spin-offs and
split-offs which could otherwise meet 355. In Bondy v. Comm'r,27 the
taxpayer had no easy time meeting the burden of showing valid busi-
ness reasons for the corporate division. It was only on appeal that the
transaction was allowed as tax-free. In Parshelsky's Estate v. Comm'r,2

the taxpayer was required to show a valid business purpose before the
spin-off questioned there was given tax-free treatment. In H. Grady
Lester, Jr.,29 the Tax Court stated the burden imposed by this sub-

section:

Petitioners must prove, in accordance with section 355
(a) (1) (B) , that the distribution of Warehouse shares by
General Auto "was not used principally as a device for the
distribution of the earnings and profits of" General Auto or
of Warehouse. This point must necessarily be viewed in a
somewhat negative manner in order to determine whether the

26. Supra n. 15 at 65.
27. 269 F.2d 463 (4th Cir. 1959), reversing 30 T.C. 1037 (1958) (§112(b), 1939

CODE).
28. 303 F.2d 14 (2d Cir. 1962) (§112(b) , 1939 CODE) . See also, Badenes v. Comm'r,

39 T.C. 410 (1962).
29. 40 T.C. 947 (1963).
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distribution was incidental to the business purpose which
petitioners contend motivated the spinoff.30

Thus it would appear that subsection (a) (1) (B) is an adequate
safeguard against tax-avoidance corporate divisions. Even if it were
not, however, this would not compel the courts to deny all transfers
of incidental businesses tax-free treatment. Indeed, the court could
still scrutinize such transfers closely, without resorting to the blanket
rule that no transfer of an incidental business can qualify under 355.31

It should be kept in mind that there is no inherent policy against al-
lowing the tax-free division of an incidenal business from a principal
one. The cases denying such treatment turn either upon a restrictive
definition of the term "business" and/or upon the apparently suspicious
attitude of the courts toward such transfers.

STATUTORY INTERPRETATION

Having concluded that on principle transfers of incidental busineses
should be accorded tax-free treatment just as transfers of primary busi-
nesses should, the next question is, "can section 355 be interpreted so
as to give such transfers tax-free treatment"?

Nowhere in section 355 is the term "business" defined.32 Its meaning
has been supplied by the courts, partly by analogy to related problems
such as that posed in Fackler and Johnson, supra. There is, therefore,
no statutory bar to declaring an incidental business to be a trade or
business for 355 purposes when coupled with a primary business. If this
is done, the courts would then be free to allow bona fide transfers of in-
cidental business, subject to whatever cautions they choose to exercise
pursuant to the tax avoidance prohibitions of subsection (a) (1) (B).

CONCLUSION

Transfers of incidental businesses should be accorded tax-free treat-
ment under section 355 for four reasons:

1) the technical requisites for section 355 are aimed only at tax
avoidance. Policy-wise, there is no objection to treating the bona fide
separation of principal and incidental businesses differently from
separation of principal one (s);

30. Id. at 959.
31. An additional weapon is given the commissioner by §312(i). ALLOCATION IN

CERTAIN CORPORATE SEPARATIONS.-In the case of a distribution or exchange to
which section 355 (or so much of section 356 as relates to section 355) applies,
proper allocation with respect to the earnings and profits of the distributing
corporation and the controlled corporation (or corporations) shall be made
under regulations prescribed by the Secretary or his delegate.

32. See, however, Reg. §1.355-1 (a) , supra n. 3.
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2) subsection (a) (1) (B) is as effective to prevent tax avoidance in
separations of incidental businesses from primary ones as it is in the
separation of primary one (s);

3) the requirements of subsection (b) (2) (B), requiring a five year
history of such business can be met simply by construing, for 355 pur-
poses, incidental activity as a trade or business;

4) this approach allows considerable flexibility in the application
of section 355, so that taxpayers seeking bona fide divisive reorganiza-
tions will not be taxed where the purpose of the statute does not war-
rant the tax.


