33 T.C.771 (1960)

The division of a single business into two separate entities can qualify for tax-free
treatment under I.R.C. § 355, even if the regulations state otherwise, as long as the
active business requirements are met.

Summary

In Coady v. Commissioner, the Tax Court addressed whether a corporate division
qualified for non-recognition of gain under I.R.C. § 355, despite the Commissioner’s
regulations stating that the statute did not apply to the division of a single business.
The Christopher Construction Company, owned equally by Coady and Christopher,
split into two companies due to shareholder disagreements. One company received a
construction contract, equipment, and cash; the other retained a separate
construction contract, equipment and cash. The court held that the distribution of
stock in the new company to Coady in exchange for his stock in the original
company qualified for tax-free treatment under § 355, finding the regulation’s
restriction invalid. The court reasoned that § 355 did not explicitly prohibit the
division of a single business and that the active business requirements were met.

Facts

Christopher Construction Company had been actively engaged in a construction
business for over five years. Due to disagreements, shareholders Edmund P. Coady
and M. Christopher agreed to divide the company. On November 15, 1954,
Christopher Construction organized E. P. Coady and Co., transferring approximately
half of its assets, including a construction contract, equipment, and cash. In
exchange, Christopher Construction received all of E. P. Coady and Co.’s stock.
Christopher Construction then distributed this Coady stock to Edmund P. Coady in
exchange for his stock in Christopher Construction. Both companies continued to
operate actively in the construction business post-division. The IRS assessed a
capital gain on Coady’s exchange of stock, arguing that the transaction did not fall
under § 355.

Procedural History

The case was brought before the United States Tax Court. The Commissioner
determined a deficiency in income tax and an addition for failure to pay estimated
tax. The Tax Court reviewed the stipulated facts and the legal arguments. The court
held that the transaction qualified for tax-free treatment under I.R.C. § 355 and that
the portion of the Commissioner’s regulations which disallowed such treatment was
invalid. The decision would be entered under Rule 50.

Issue(s)

1. Whether the distribution of the E. P. Coady and Co. stock to the petitioner
qualified for tax-free treatment under section 355 of the 1954 Code.
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2. Whether the portion of the Commissioner’s regulations denying tax-free
treatment to the division of a single business is valid.

Holding

1. Yes, because the court found that the distribution met the requirements of
section 355, despite the division of a single business.

2. No, because the court held that the Commissioner’s regulations, which denied
tax-free treatment to the division of a single business, were invalid as they
were inconsistent with the statute.

Court’s Reasoning

The court examined the language of I.R.C. § 355, particularly focusing on the active
business requirements outlined in subsection (b). It found no express language
within § 355 denying tax-free treatment solely because a single business was
divided. The court referenced the Finance Committee report, which emphasized that
the active business requirements of the statute were met if, after the division, both
the distributing and controlled corporations were actively engaged in a trade or
business with a five-year history. “In our judgment the statute does not support this
construction.” The court held that the regulations, which were inconsistent with the
statute, were invalid because they imposed a restriction that was not present in the
statute itself. The court pointed out the regulations had neither the longevity nor the
congressional approval that would give them additional weight. “There being no
language, either in the statute or committee report, which denies tax-free treatment
under section 355 to a transaction solely on the grounds that it represents an
attempt to divide a single trade or business, the Commissioner’s regulations which
impose such a restriction are invalid, and cannot be sustained.”

Practical Implications

This case is critical for understanding the scope of I.R.C. § 355. It establishes that a
corporate division can qualify for non-recognition of gain under § 355 even if the
original business was a single business. The decision provides that a corporate
division structured to meet § 355’s requirements is not invalidated simply because it
splits a single business. This has implications for businesses seeking to reorganize
and for attorneys advising clients on structuring tax-free corporate divisions.
Attorneys must focus on meeting the statutory requirements of an active business
and avoid relying on the incorrect assumption that a single business division
automatically disqualifies a transaction under § 355. The case highlights the
importance of interpreting the statute based on its plain meaning, and not assuming
the validity of regulations that directly contradict the statute.
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