S. F. H. , Inc. (Formerly Sam Fortas Housefurnishing Company, Inc. ),
Petitioner v. Commissioner of Internal Revenue, Respondent, 53 T. C. 28
(1969)

A corporation’s net operating loss carryovers are disallowed after a substantial
change in ownership if the corporation does not continue to carry on substantially
the same business.

Summary

S. F. H., Inc. sold its stock and assets to a new owner, ceasing its retail furniture
business. The IRS disallowed S. F. H. ‘s net operating loss carryover from prior
years under IRC section 382(a), which limits carryovers when there’s a significant
change in ownership and the business does not continue. The Tax Court upheld the
disallowance, ruling that the statute requires continued business operations after
ownership change, despite the income being from the same business that generated
the losses. This decision underscores the importance of maintaining business
continuity to utilize loss carryovers post-ownership change.

Facts

S. F. H., Inc., a retail furniture business, had its stock sold to Merion Securities,
Inc. on August 11, 1961. On October 27, 1961, Merion acquired control of Mount
Clemens Metal Products Co. and facilitated the sale of S. F. H. ‘s assets, including
installment accounts receivable, to Mount Clemens. S. F. H. then used the proceeds
to buy Mount Clemens stock. From this point until its liquidation in 1964, S. F. H.
did not engage in any trade or business. For the tax year ending June 30, 1962, S. F.
H. reported income from prior year’s sales and collections but claimed a net
operating loss carryover from the previous year, which the IRS disallowed.

Procedural History

The IRS determined a deficiency in S. F. H. ‘s 1962 income tax due to the
disallowance of the net operating loss carryover under IRC section 382(a). S. F. H.
contested this in the U. S. Tax Court, which upheld the IRS’s decision, ruling that
the loss carryover was disallowed because S. F. H. did not continue to operate the
same business after the change in ownership.

Issue(s)

1. Whether IRC section 382(a) applies to disallow S. F. H. ‘s net operating loss
carryover when there was a substantial change in stock ownership and the
corporation did not continue to operate its business?

Holding

1. Yes, because IRC section 382(a) requires that a corporation continue to carry on
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substantially the same business after a change in ownership to utilize loss
carryovers, and S. F. H. ceased its operations following the sale of its assets.

Court’s Reasoning

The Tax Court reasoned that IRC section 382(a) disallows net operating loss
carryovers when a corporation undergoes a substantial change in ownership and
does not continue its business. The court emphasized the statutory requirement for
continuity of the same business, as articulated in section 382(a)(1)(C). The court
rejected S. F. H. ‘s argument that the legislative intent was to prevent only the use
of loss carryovers against income from unrelated businesses, stating that the
statute’s plain language requires actual continued business operations. The court
supported its interpretation by citing prior cases involving reactivation of dormant
businesses post-ownership change, which also disallowed loss carryovers due to lack
of continuity. The court concluded that S. F. H. ‘s cessation of business activities
after the change in ownership precluded the use of its loss carryovers, despite the
income being from the same business. Judge Drennen concurred, acknowledging the
statute’s strict application, while Judge Fay dissented, arguing that the statute
should not apply when the income offset by the loss carryovers comes from the same
business, even if operations have ceased.

Practical Implications

This decision has significant implications for corporate tax planning, particularly in
mergers and acquisitions. It underscores that a change in ownership coupled with
cessation of business operations will result in the disallowance of net operating loss
carryovers, regardless of whether the income offset by the losses comes from the
same business. Practitioners must advise clients to maintain business continuity
post-ownership change to preserve the use of loss carryovers. This ruling may
influence how businesses structure transactions to ensure they meet the continuity
requirement of section 382(a). Subsequent cases, such as Commissioner v. Barclay
Jewelry, Inc. , have reinforced this interpretation, and the IRS has issued regulations
and revenue rulings consistent with the court’s reasoning. Businesses should
carefully consider these implications when planning for the use of loss carryovers
following ownership changes.
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