
For NOL Survival, ‘Historic’
Business Must Be Continued

By Robert Willens

In the Tax Reform Act of 1986 (TRA 86), Congress
decided to make the rules regarding survival of a loss
corporation’s net operating losses more objective. When a
loss corporation undergoes an ‘‘ownership change,’’ the
amount of taxable income its prechange NOLs can offset,
in any tax year ending after the date of the ownership
change, may not exceed an amount that is known as the
section 382 limitation — an annual cap based on the
product of the value of the loss corporation’s stock,
immediately before the ownership change, and the long-
term tax-exempt rate. The section 382 limitation can be
augmented by ‘‘recognized built-in gains,’’ which are
gains from the disposition of assets that are recognized
during the ‘‘five-year recognition period,’’ but only to the
extent those gains were ‘‘economically accrued’’ at the
time of the ownership change, the loss corporation
possessed ‘‘net unrealized built-in gains’’ (NUBIGs) at
the time of the change, and those ‘‘NUBIGs’’ were in
excess of the so-called de minimis amount — an amount
equal to the lesser of $10 million or 15 percent of the
aggregate value of the loss corporation’s assets at the
time of the ownership change. For that purpose, an
ownership change has occurred if one or more of the loss
corporation’s 5 percent shareholders has increased his
percentage ownership (of the value of the loss corpora-
tion’s stock) by more than 50 percentage points relative to
that shareholder’s lowest percentage ownership (of the
value of the loss corporation’s stock) at any time during
the ‘‘testing period,’’ which in general, is the three-year
period ending on the ‘‘testing date’’ (the date on which
there is an ‘‘owner shift’’).

Before its amendment in TRA 86,
section 382 was an all-or-nothing
proposition.

Before its amendment in TRA 86, section 382 was an
all-or-nothing proposition. If its two-prong test was met,
the NOLs would be summarily eliminated. If either
prong of the test was not met, the NOLs would survive
and the amount of taxable income those NOLs could
offset would not be limited. Thus, before its amendment,
NOLs would be eliminated only if the loss corporation
experienced an ownership change (taking into account
increases in stock ownership on the part of the loss
corporation’s 10 largest shareholders) and the loss corpo-
ration ‘‘had not continued to carry on a trade or business
substantially the same as that conducted before any
increase in the percentage ownership of its stock.’’ Thus,

before the amendment, ‘‘trafficking’’ in NOLs could
proceed unabated, even in the event of an ownership
change, so long as the transaction exhibited the requisite
business continuity. Since TRA 86, business continuity
concepts have not been abandoned, but clearly play a
much-diminished role in determining whether NOLs can
be used following an ownership change.

‘Business Continuity’ vs. ‘Continuity of Business’

Under section 382(c), NOL usage can be dramatically
curtailed if the ‘‘new loss corporation’’ does not continue
the ‘‘business enterprise’’ of the ‘‘old loss corporation’’ at
all times during the two-year period beginning on the
date of the ownership change. In those cases, the section
382 limitation, for any postchange year, will (except to the
extent of any recognized built-in gains) be zero. This new
business continuity requirement is intended to parallel,
precisely, the continuity of business enterprise (COBE)
requirement that is found in reg. section 1.368-1(d):
Requisite to a reorganization is a COBE, which requires
that the ‘‘issuing corporation’’ either continue the target’s
‘‘historic business’’ or use a ‘‘significant portion’’ of the
target’s ‘‘historic business assets’’ in a business. What is
the loss corporation’s historic business? According to the
regulations, it is the business ‘‘most recently conducted,’’
but not one the corporation enters into ‘‘as part of a plan
of reorganization.’’ See reg. section 1.368-1(d)(2)(iii). That
description seems reasonably clear but, in the era in
which the business continuity (BC) test, rather than
COBE, was the test, there was much confusion regarding
the status (under the BC test) of loss corporations that
had abandoned their operating businesses and embarked
on a program of investment activity and were inactive, at
the time of the ownership change, but later reactivated in
the same line of business that had been historically
conducted. How, if at all, do the COBE rules differ (from
the BC rules) regarding those not-uncommon situations?

The BC rules provided that holding stock, securities,
or other property, for investment, was not a trade or
business unless those activities had historically consti-
tuted the corporation’s primary activities. Thus, in Euclid-
Tennessee Inc. v. Commissioner, 352 F.2d 991 (6th Cir. 1965),
a corporation that had terminated its operating business
forfeited its NOLs when, at the time of its ownership
change, its activities consisted of the passive receipt of
income from the rental of the real estate formerly em-
ployed in its operating business. The court concluded
that the rental of real estate was not the carrying on of a
trade or business substantially the same as that con-
ducted before the change in ownership of its stock. The
passive receipt of income from the leasing of real estate is
an investment function and investing for purposes of the
BC rules is not a trade or business unless those activities
have historically constituted the corporation’s primary
activities. See, in that regard, Rev. Rul. 68-284, 1968-1 C.B.
143. The Eighth Circuit reached the identical conclusion
in Exel Corp. v. United States, 451 F.2d 80 (8th Cir. 1971), in
which an operating corporation that sustained a loss
from the sale of its operating assets invested the proceeds
in tax-exempt bonds before undergoing an ownership
change. The BC test was abjectly flunked because invest-
ing, quite clearly, was not historically the corporation’s
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primary activity. Although the issue was never specifi-
cally confronted, that ban on recognizing investment
activity as a business came perilously close to reviving
the discredited Libson Shops rule. That rule, which did not
survive enactment of the 1954 code version of section 382,
said losses can be used to offset only income earned in the
same business in which the losses were sustained. (See
Libson Shops v. Koehler, 353 U.S. 382 (1957).) If a corpora-
tion’s losses were incurred in connection with an aban-
doned operating business, and the corporation decided
to try its hand at investing, the fact that the BC test would
never recognize the latter activity as a trade or business
had the effect of injecting the Libson Shops rule into the BC
test. Nevertheless, it was reasonably clear, under the BC
test, that an operating company that transformed itself
into an investment company, and then experienced an
ownership change, would find that its NOLs would be
eliminated because the BC prong of the two-part test (in
old section 382) would not be met.

Investing as a Trade or Business

The COBE test operates differently. A corporation’s
historic business is the one it most recently conducted
other than one entered into as part of a plan of reorgani-
zation. For purposes of the COBE requirement, however,
investment activity has been recognized as an historic
business (as long as that investment activity was not
entered into as part of a plan of reorganization). Thus, in
Honbarrier v. Commissioner, 115 T.C. 300, Doc 2000-25133,
2000 TNT 191-48 (2000), a trucking company ceased
operations and sold all of its operating assets. The
proceeds from the sale were promptly invested in mu-
nicipal bonds and municipal bond mutual funds. Some
three years later, in a wholly separate transaction, the
corporation was merged into a sister corporation that
was engaged in another aspect of the trucking business.
Some three days after consummation of the merger, the
acquiring corporation distributed all of the municipal
bonds and mutual funds (acquired from the target) to its
shareholders. The acquiring corporation did not thereaf-
ter invest in tax-exempt bonds. The merger failed to
qualify as an ‘‘A’’ reorganization because the transaction
failed to satisfy the COBE test. The acquiring corporation
did not continue the target’s historic business — which
consisted of acquiring and holding municipal bonds and
municipal bond mutual funds — and there was no
intention, on the part of the acquiring corporation, to
hold and use, in a business, the target’s historic business
assets. However, the court made it clear, with a citation to
Abegg, that investment activity has been recognized as an
historic business for COBE purposes. (See Abegg v. Com-
missioner, 429 F.2d 1209 (2nd Cir. 1970).) Thus, unlike
under the old BC test, holding stock, securities, or other
property for investment purposes can be an historic
business for COBE purposes even though those activities
were not historically the corporation’s primary activities,
as long as those activities were not embarked on ‘‘as part
of the plan of reorganization.’’ Thus, in that respect, the
COBE rules are decidedly more forthcoming than the BC
rules that the COBE rules replaced. The Libson Shops gloss
that permeated the BC rules has been replaced by a step
transaction aspect. Even if losses were sustained in a
business that has been discontinued, the COBE test can

still be met by a corporation that is currently engaged
exclusively in investment activities, as long as the trans-
formation (from an operating company to an investment
company) was a transaction that, under step transaction
tenets, was ‘‘independent’’ of the ownership change.

Can ‘Inactivity’ Be Cured?
In Rev. Rul. 58-9, 1958-1 C.B. 190, the IRS announced

that, under the BC rules, the NOLs of an inactive corpo-
ration are not allowable as a deduction for the tax year in
which the ownership change occurred, and for subse-
quent tax years, even though (after the ownership change)
the corporation is reactivated in the same line of business
that it originally conducted. Thus, in Commissioner v.
Barclay Jewelry Inc., 367 F.2d 193 (1st Cir. 1966), a loss
corporation experienced an ownership change and for
the next 22 months conducted no business activity of any
variety. The corporation then was reactivated in the same
line of business that it had originally conducted. The
court concluded that the BC test had been flunked. It said
that a change in business may be, as here, ‘‘temporal’’
rather than ‘‘qualitative.’’ Therefore, the BC test was not
met because the statute required both that the nature of
the loss corporation’s business not be changed and the
operations continue, without a hiatus, despite the change
in ownership. Thus, the Barclay Jewelry court expressly
embraced the IRS’s views contained in Rev. Rul. 58-9.

However, in Glover Packing Co. of Texas v. United States,
328 F.2d 342 (Ct. Cl. 1964), the court, while ultimately
finding for the government, acknowledged an important
exception to the blanket rule set forth in Rev. Rul. 58-9. It
said that except in the case of a ‘‘break of a temporary
nature,’’ when there is a firm plan to resume operations in
the future, if a corporation is inactive at the time of the
increase in ownership of its stock, and is later reactivated
in the same line of business it originally conducted, the
BC test is flunked. In that case (when the inactivity could
not be characterized as temporary), the corporation’s
activities (after its reactivation) are not simply the con-
tinuation of the ‘‘old enterprise,’’ but instead represent
the inauguration of a ‘‘new enterprise.’’ Thus, the BC test
would not be met because the corporation would not
continue to carry on a trade or business substantially the
same as the business it conducted before the change in
ownership.

It is odd that the IRS took the inflexible position it did
in Rev. Rul. 58-9 because, in other areas, when another
type of BC is called for, the IRS freely acknowledges that
temporary suspensions of business activity, followed by
reactivation, does not cause a failure of the relevant BC
test. Thus, for a distribution of the stock of a controlled
subsidiary to qualify for tax-free treatment under section
355, the active business requirement must be met. That
test is met if, immediately after the spinoff, both the
distributing corporation (T) and the controlled corpora-
tion (S) are each engaged in the active conduct of a trade
or business that (i) has been actively conducted through-
out the five-year period ending on the date of distribu-
tion, (ii) was not acquired within that five-year period in
a transaction in which gain or loss was recognized in
whole or in part, and (iii) was not conducted by another
corporation the control of which was acquired within
that five-year period in a transaction in which gain or loss

COMMENTARY / VIEWPOINTS

TAX NOTES, September 19, 2005 1453

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



was recognized in whole or in part. See sections
355(b)(2)(B), (C), and (D), respectively. However, in Rev.
Rul. 57-126, 1957-1 C.B. 123, a corporation engaged in the
business of marketing fresh fruit suffered a series of
debilitating freezes that severely damaged its groves. As
a result, it transacted very little fruit business for an
extended period. To use its equipment for the purpose of
offsetting its fixed costs, the corporation installed and
operated a cotton business and once those activities had
been conducted for more than five years they were
‘‘dropped’’ into a new company, the stock of which was
distributed to the corporation’s shareholders. The ruling
concludes that the active business requirement was met
and the spinoff, which was carried out for one or more
corporate business purposes, qualified under section 355.
The fruit business, ‘‘though relatively dormant,’’ consti-
tuted the active conduct of a trade or business (during the
years of dormancy) under section 355(b)(2)(B) because
the corporation maintained the separate identity of its
fresh fruit division in all respects, which eventually
resumed ‘‘full scale operations.’’

Similarly, in Rev. Rul. 82-219, 1982-2 C.B. 82, a corpo-
ration’s sole customer went bankrupt and no new cus-
tomers were found to replace the lost customer for one
year. During that year of relative inactivity, no equipment
was sold, no income was generated, and the corporation
employed a skeleton crew of individuals to maintain its
plant ‘‘in anticipation of eventual future sales.’’ Within
five years of the tax year of inactivity, the corporation’s
parent distributed its stock to the parent’s shareholders.
The active business requirement was met even though
the regulations (reg. section 1.355-3(b)(2)(ii)) explicitly
provide that a corporation shall be treated as engaged in
a trade or business if a specific group of activities are
being carried on for the purpose of earning income or
profit, the activities included in that group include every
operation that forms a part of, or a step in, the process of
earning income or profit, and that group ‘‘ordinarily’’
must include the collection of income and payment of expenses.
Here, S had incurred expenses in each of the five tax
years preceding T’s distribution of its stock but had
collected income for only four of those five tax years.

Nevertheless, the ruling states, the word ‘‘ordinarily’’
indicates that there are ‘‘exceptional situations’’ in which
there is no concurrent receipt of income and payment of
expenses that nevertheless will constitute an active trade
or business. That, the ruling concludes, is one such
situation because the failure to receive receipts was both
unforeseen and caused by events outside of S’s control, S
took ‘‘all reasonable steps’’ to secure receipts, and shortly
thereafter (within one year) S began again to receive
receipts.

It therefore seems clear that a corporation that is
inactive at the time of an ownership change can nonethe-
less satisfy the COBE test if it is reactivated in the same
line of business that it historically conducted. However,
for the reactivation to be characterized as a continuation
of the ‘‘old enterprise,’’ as opposed to the inauguration of
‘‘new enterprise,’’ it is crucial that the inactivity be
properly classified as a break (in activity) of a temporary
nature. A break (in activity) will be seen as temporary,
according to the Glover Packing Co. court, as long as there
is a firm and fixed plan to resume full-scale operations in

the future. That scenario would almost certainly pass
muster under the COBE rules. The IRS, however, may
still be clinging to the inflexible view it espoused in Rev.
Rul. 58-9, as amplified by the exceptions it (grudgingly)
recognized in Rev. Rul. 57-126 and in Rev. Rul. 82-219.
Inactivity will be excused (if the corporation is subse-
quently reactivated in the same line of business) but only
if the inactivity is not voluntary but instead is both
unforeseen and caused by events out of the corporation’s
control. The lay of the land regarding the application of
section 382(c) to a corporation that is inactive at the time
of the ownership change has not yet been clarified by a
decided case or ruling. Nevertheless, on the theory that
the BC rules are, as we have shown, uniformly more
stringent than the COBE rules, it would seem prudent,
even when the cessation of business activities is wholly
voluntary, to express an intention to reactivate the corpo-
ration in the same line of business that it had historically
conducted. In that case, the inactivity could be properly
characterized as (only) ‘‘a break of a temporary nature,’’
with the result that the COBE test could be met once the
corporation, under new ownership following its owner-
ship change, is, in fact, reactivated in its historical line of
business.
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