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NORWEST CORPORATI ON AND SUBSI DI ARI ES, SUCCESSOR | N | NTEREST TO
DAVENPORT BANK AND TRUST COVPANY AND SUBSI DI ARI ES, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 25613-95. Filed March 8, 1999.

D and N entered into a transaction that resulted
in Ns owming all the stock of an entity of which D was
a part. P concedes that sec. 263(a), I.R C., requires
that D capitalize the costs that were directly rel ated
to the transaction. P disputes R s determ nation that
sec. 162(a), |I.R C., does not |let D deduct
investigatory and due diligence costs and all of its
officers' salaries. The investigatory costs relate
primarily to services rendered by L, a law firm before
D agreed to participate in the transaction. D retained
L to investigate whether a reorganization-I|ike
transaction with N would be good for D and its | ocal
community, so that D s managenent and board coul d
deci de whet her D should agree to such a transacti on.
The remai ning investigatory costs relate to services
performed by L in investigating whether, after the
transaction, N s director and officer liability
coverage would protect D's directors and officers for



acts and om ssions occurring before the transaction.
The due diligence costs relate to services performed by
L in connection with N s due diligence review. The
di sall owed officers' salaries were attributable to the
transacti on.

Hel d: Sec. 162(a), |I.R C., does not |let D deduct
any of the disputed costs.

Mark A. Hager, John R Kalligher, WIlliam K W|Icox, and

Walter A. Pickhardt, for petitioner.

Jack Forsberg, for respondent.

LARO Judge: Norwest Corp. (Norwest) and Subsidiaries,
Successor in Interest to Davenport Bank and Trust Co. (DBTC) and
Subsidiaries, petitioned the Court to redeterm ne respondent's
determ nation of a $132,088 deficiency in DBTC s 1991
consol i dat ed Federal incone tax. Follow ng petitioner's
concessions, the only issue left to decide is whether section
162(a) allows DBTC to deduct investigatory costs, due diligence
costs, and officers' salaries which respondent determ ned were
attributable to an acquisition of DBTC. W hold that DBTC may
not deduct any of these costs. Unless otherw se stated, section
references are to the Internal Revenue Code in effect for the
subject year. Rule references are to the Tax Court Rul es of
Practice and Procedure. Dollar anounts are rounded to the

nearest doll ar.
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FI NDI NGS OF FACT!

1. General I nformation

Norwest is a bank hol ding conpany that was incorporated in
1929. It is the parent corporation of an affiliated group of
corporations (Norwest consolidated group) that files consoli dated
Federal inconme tax returns. |Its affiliates include 79 commerci al
banks in 12 States and nunerous other corporations which provide
financial services. Norwest's stock is traded on the New York
and M dwest Stock Exchanges.

Bett endorf Bank, National Association (BBNA), is a nenber of
t he Norwest consolidated group. BBNA is a national banking
associ ation operating under a charter granted by the Ofice of
the Conptroller of the Currency (OCC). BBNA conducts a general
banki ng business fromits main office in Bettendorf, |owa, and
fromtwo branches, one in Bettendorf and the other in Davenport,
| owa.

DBTC is an lowa State bank that was incorporated in 1932.
Before the transaction (defined below), it provided banking and
related services in the four-city area that consists of
Davenport, Bettendorf, Rock Island, Illinois, and Mline,

IIlinois (Quad Cities area). |Its main office was in Davenport,

! Most of the facts were stipulated. The stipulated facts
and the exhibits submtted therewith are incorporated herein by
this reference. Wen the petition was filed, petitioner's
princi pal place of business was in M nneapolis, M nnesota.



and it had four branches, three in Davenport and one in Donahue,
lowa. It filed a consolidated Federal income tax return with two
whol |y owned subsi di ari es.

DBTC s only class of stock was thinly traded in the
Davenport over-the-counter nmarket. It had 1.2 mllion shares
out standi ng, and DBTC s founder (V.O. Figge) and his five
children (collectively, the Figges) owned, collectively and

beneficially, the follow ng nunbers and percentages of these

shares:
Nunber Per cent age

V. O. Figge 41, 843 3.5
John K. Figge 61, 140 5.1
Janes K. Figge 63, 450 5.3
Thomas K. Figge 71, 855 6.0
Ann Fi gge Braw ey 77, 890 6.5
Mari e Figge Wse 69, 655 5.8

385, 833 32.2

DBTC s directors and executive officers, other than the Figges,
owned anot her 69,727 (5.8 percent) of these shares on
Sept enber 18, 1991.

2. The Transacti on

In 1989, |lowa adopted interstate banking | egislation that
allowed, for the first tinme, the acquisition of |Iowa banks by
banking institutions |located in States which were contiguous with
| owa and which had enacted reciprocal |egislation. DBTC s
managenent expected that national banking would follow and that

many | arge banks, including sone from outside |Iowa, would be



conpeting in the Quad Cities area. DBTC s nanagenent was
concerned that banks of DBTC s size (i.e., larger than the small
community banks and smaller than the |arge regi onal banks) woul d
be unable to conpete in the future.

During 1990, Norwest began tal king to DBTC about j oi ning
t heir busi nesses, and these discussions intensified in early
1991.2 DBTC retained the law firmof Lane & Waterman (L&W to
assist it in these discussions. L&Winvestigated whet her DBTC
woul d strategically fit with Norwest and its affiliates, and
whet her a reorgani zati on between DBTC and Norwest woul d be good
for the conmmunity.

On June 10, 1991, DBTC s board of directors met to consider
merging DBTC into Norwest. Over V.O Figge's objection to the
nmerger, the board authorized John K Figge, Janes K Figge, and
Thomas K. Figge, in their capacities as executive officers, to
negotiate with Norwest and to hire | egal and ot her
representatives with the intent to recoomend to DBTC s board a
letter of intent between DBTC and Norwest on a plan of
reorgani zation. The board al so appointed an ad hoc commttee
(special commttee) consisting of four outside directors to
perform an i ndependent due diligence review, to obtain

pr of essi onal advice, and to report to DBTC s board as to the

2 Except for the discussions set forth herein, DBTC never
di scussed joining its business with that of any other entity.
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fairness and appraisal of the proposed transaction. Norwest's
board of directors, on the sane day, authorized using up to 10
mllion shares of Norwest common stock to effect a transaction
with DBTC.

DBTC retained J.P. Morgan & Co., Inc., as its financial
advi ser for any transaction with Norwest and to render an opinion
as to the fairness of the consideration that DBTC s sharehol ders
m ght receive in the transaction. DBTC retained KPM5 Peat
Marwi ck to render opinions primarily on whether the proposed
transaction would be a reorgani zation for Federal incone tax
pur poses, and whether the proposed transaction would qualify for
a desired nethod of accounti ng.

On July 22, 1991, DBTC s board net to consider a transaction
(transaction) whereby DBTC and BBNA woul d be consolidated to form
a national bank (New Davenport) which would be wholly owned by
Norwest. At the nmeeting, the special conmmttee recommended that
the transaction be approved, and J.P. Mrgan opined that the
transaction was fair to DBTC s sharehol ders froma financi al
point of view DBTC s board approved the transaction. On the
sane day, BBNA' s board approved the transaction.

Four other events also occurred on July 22, 1991, wth
respect to the transaction. First, Norwest, BBNA, and DBTC
entered into an agreenent (agreenent) whereby they agreed to the

transaction subject to regul atory approval, approval of DBTC s



and BBNA' s sharehol ders, and the satisfaction of certain
conditions which included: (1) The receipt of regulatory
approval s, including the approval of the OCC, w thout any
requi renment or condition that Norwest would consider unduly
burdensonme, and (2) the recei pt of Peat Marw ck’ s opinions that
the transaction would qualify for the desired nethod of
accounting and as a tax-free reorgani zati on.

Second, Norwest entered into voting agreenments with certain
DBTC shar ehol ders. These sharehol ders held 24.5 percent of
DBTC s stock and included John Figge, Janes Figge, Thomas Figge,
and ot her nenbers of the Figge famly. The voting agreenents
provi ded that these sharehol ders would vote their shares in favor
of the transaction and that they would hel p Norwest conplete the
transacti on.

Third, BBNA entered into enpl oynent agreenents with V.QO
Fi gge, John Figge, Janes Figge, Thomas Figge, and R chard R
Horst. The enpl oynent agreenents provided that the five |isted
peopl e woul d be enpl oyed as officers of New Davenport for 1 year
at the sane salaries they were receiving fromDBTC. The parties
to the transaction contenpl ated that John Figge, Janmes Figge, and
Thomas Fi gge woul d becone senior vice presidents of New Davenport
and that the nmenbers of DBTC s board woul d becone nenbers of New
Davenport's board. Norwest agreed to cause John Figge to be

elected to its board.
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Fourth, Norwest issued a press rel ease announcing that it
had agreed with DBTC to acquire DBTC. The rel ease, quoting V.QO
Figge, stated in part:

After extensive deliberations, the Board [of DBTC] has

determned that it is in the best interests of

Davenport Bank and its stockhol ders, custoners,

enpl oyees, and the community it serves, to becone part

of a larger and nore diversified financial institution

that offers local, national and international resources

t hrough what m ght be termed a personal honet own
presence * * *

* * * * * * *

It is for these reasons that the board has given

careful consideration to a nerger with an organi zation

t hat conpetes aggressively on a regional and national

basis, and can provide the Quad-Cities with a broader

array of banking products and servi ces.

Fol l owi ng the signing of the agreenent, Norwest commenced a
due diligence review on DBTC and on DBTC s busi ness activities.
DBTC enpl oyees and L&W hel ped Norwest performthe review, which
| asted t hroughout August. L&Wprimarily acted as the contact for
bot h Norwest and DBTC.

On or about August 29, 1991, Norwest applied to the OCC for
approval to consolidate DBTC and BBNA. At or about the sane
time, a prospectus was filed wth the Securities and Exchange
Comm ssion (SEC) for the issuance to DBTC sharehol ders of up to
10 mIlion shares of Norwest common stock upon the consummati on
of the transaction. The prospectus al so served as the proxy

statenent for a special neeting (special neeting) of DBTC s

sharehol ders to be held on Novenber 26, 1991, for the purpose of



voting on the transaction. The SEC approved the proxy statenent,
and it becane effective on Cctober 23, 1991. On the effective
date, DBTC notified its sharehol ders of the special neeting,
advised themthat its board recomended voting in favor of the
transaction, and mailed thema copy of the proxy statenent.

On Novenber 20, 1991, BBNA's board called a speci al
shar ehol der neeting for Decenber 19, 1991, for the purpose of
voting on the transaction.

At the special neeting on Novenber 26, 1991, DBTC s
shar ehol ders approved the transaction. Approximtely 3 weeks
| ater, BBNA's sharehol ders approved the transaction.

On or about January 29, 1992, the OCC approved DBTC s
consolidation with BBNA, effective January 19, 1992. Shortly
before the approval, DBTC and BBNA had entered into an agreenent
providing that the transaction would be effective as of 12:01
a.m on the date that it was approved by the OCC. Thus, on
January 19, 1992, the transaction becane effective. Anong other
things, (1) DBTC and BBNA were nerged to forma consoli dated
nati onal banki ng associ ati on under BBNA's charter and under the
narme "Davenport Bank and Trust Conpany"?® and (2) New Davenport

becanme a wholly owned subsidiary of Norwest, Norwest exchangi ng

3 Pursuant to 12 U S.C. sec. 215 (1994), the statutory
provi si on under which the consolidation took place, the
identities of DBTC and BBNA continued in New Davenport. See also
DeFoe v. Board of Pub. Instruction, 132 F.2d 971 (5th Cr. 1943);
Cannon v. Dixon, 115 F.2d 913 (4th Cr. 1940).
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9, 665, 713 shares of its common stock for the stock of DBTC (other
than fractional shares and shares with respect to which

di ssenter's appraisal rights were exercised and for which $33, 341
was paid) and then receiving all the stock of New Davenport in
exchange for the stock of DBTC.

Foll owi ng the transacti on, New Davenport carried on a
banki ng busi ness. New Davenport's main office was the sane
office as DBTC s, and New Davenport's branches were at the four
| ocations at which DBTC had fornerly operated (not including the
main office) and at each of the three |ocations at which BBNA had
formerly operated (including the location that had been BBNA' s
main office). New Davenport offered a w der array of products
and services than DBTC had offered before the transacti on and
continued DBTC s tradition of being a charitable and community
| eader.

DBTC s board and managenent antici pated that the transaction
woul d produce significant | ong-termbenefits for DBTC and its
shar ehol ders, anong ot hers.

3. Costs Incurred by DBTC in 1991

During 1991, DBTC paid L&W $474,018 for services rendered
($460, 000) and di sbursenents made ($14,018) during the year.
DBTC deducted the $474,018 on its 1991 Federal incone tax return.

Petitioner concedes that DBTC s $474, 018 deducti on was

i mproper, alleging that the deduction should have been $111, 270.



- 11 -

DBTC pai d $83, 450 of the $111,270 for services rendered (and

di sbursenents nade) before July 21, 1991, in investigating the
products, services, and reputation of Norwest and BBNA,
ascertai ni ng whet her Norwest and BBNA woul d be a good busi ness
fit for DBTC, and ascertaining whether the proposed transaction
wi th Norwest and BBNA woul d be good for the Davenport comunity.
None of the $83,450 was for fees or disbursenents related to
services performed by L&Win negotiating price, working on the
fairness opinion, advising DBTC s board wth respect to fiduciary
duties, or satisfying securities |aw requirenents.

Twenty-three thousand, seven hundred dollars of the $111, 270
related to services perfornmed (and di sbursenents nade) by L&Win
|ate July and August 1991 in connection with Norwest's due
diligence review. The remainder of the amount alleged to be
deductible ($4,120) related to services perfornmed (and
di sbursenents nade) by L&Win connection with investigating
whet her Norwest's director and officer liability coverage would
protect DBTC s directors and officers follow ng the transaction,
for acts and om ssions occurring beforehand. At the tinme of the
services, DBTC had a director and officer policy that was due to
expire on January 23, 1992. Norwest agreed with DBTC to maintain
i nsurance until at |east January 18, 1995, that woul d protect

DBTC s directors and officers agai nst acts and om ssi ons
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occurring before January 19, 1992, the effective date of the
transaction. Norwest eventually bought such a policy.

During 1991, DBTC had 9 executives and 73 other officers
(collectively, the officers). John Figge, Janmes Figge, Thomas
Fi gge, and Richard Horst worked on various aspects of the
transaction, as did other officers. None of the officers were
hired specifically to render services on the transaction; al
were hired to conduct DBTC s day-to-day banki ng busi ness. DBTC s
participation in the transaction had no effect on the salaries
paid to its officers. O the salaries paid to the officers in
1991, $150,000 was attributable to services performed in the
transaction. DBTC deducted the salaries, including the $150, 000,
on its 1991 Federal incone tax return. Respondent disallowed the
$150, 000 deduction; i.e., the portion attributable to the
transacti on.

OPI NI ON

Fol |l owi ng petitioner's concession that DBTC nust capitalize
nost of the costs related to the transaction, we are left to
deci de whet her DBTC may deduct the officers' salaries and sone of

its legal fees. Respondent argues that | NDOPCO Inc. V.

Commi ssioner, 503 U.S. 79 (1992), requires that these costs be

capitalized because, respondent states, the transaction here,
like the transaction there, involved a friendly acquisition from

which the parties thereto anticipated significant |ong-term
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benefits for the acquired entity. Petitioner argues that the
costs are deductible currently. Petitioner asserts that the
officers' salaries were part of the annual salaries that DBTC
agreed to pay the officers to conduct DBTC s everyday banking
busi ness, and, although the officers worked on the transacti on,
this work was tangential to the specific duties they were hired
to perform Petitioner asserts that the other costs in dispute
represent ordinary and necessary expenses which DBTC incurred
primarily for investigatory and due diligence services related to
t he expansion of its business and which, for the nost part, were
i ncurred before DBTC s managenent decided to enter into the
transaction. Petitioner asserts that INDOPCO is not controlling
because it did not overrule a long line of cases (e.g.,

Briarcliff Candy Corp. v. Conm ssioner, 475 F.2d 775 (2d CGr

1973), revg. and remanding T.C. Meno. 1972-43, and NCNB Corp. V.

United States, 684 F.2d 285 (4th Cir. 1982)), which allowed a

deduction for investigatory and due diligence costs incurred
incident to the expansion of an existing business. Petitioner
asserts that section 195 and its application to corporate
acqui sitions support its position.

We agree with respondent that | NDOPCO requires us to sustain
his determ nation. Section 162(a) provides a deduction for an
accrual nethod taxpayer |ike DBTC only for an expenditure that

is: (1) An expense, (2) an ordinary expense, (3) a necessary
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expense, (4) incurred during the taxable year, and (5) nade to

carry on a trade or business. See Conm ssioner v. Lincoln Sav. &

Loan Association, 403 U S. 345 (1971); see also Rule 142(a);

| NDOPCO, Inc. v. Conmi ssioner, supra at 86; Welch v. Hel vering,

290 U. S. 111, 114-116 (1933). An expense that creates a separate

and distinct asset is not "ordinary". See Conm Ssioner V.

Lincoln Sav. & Loan Association, supra at 354; see al so FMR Corp.

& Subs. v. Conmi ssioner, 110 T.C. 402, 417 (1998); PNC Bancorp,

Inc. v. Conm ssioner, 110 T.C 349 (1998); lowa-Des Mdines Natl.

Bank v. Comm ssioner, 68 T.C. 872, 878 (1977), affd. 592 F.2d 433

(8th Cr. 1979). Nor is an expense "ordinary" when it generates
a significant long-termbenefit that extends beyond the end of

the taxable year. See INDOPCO, Inc. v. Conmm Ssioner, supra at

87-88; United States v. M ssissippi Chem Corp., 405 U S. 298,

310 (1972); Central Tex. Sav. & Loan Association v. United

States, 731 F.2d 1181, 1183 (5th Gr. 1984); EMR Corp. & Subs. v.

Conmi ssi oner, supra at 426; Connecticut Mut. Life Ins. Co. &

Consol . Subs. v. Conm ssioner, 106 T.C 445, 453 (1996); see al so

In re Federated Dept. Stores, Inc., 171 Bankr. 603 (S.D. Chio

1994). Recogni zing i ncone concomtantly with the recognition of
the related expenses is a goal of our income tax system and a
proper matching is achi eved when an expense is deducted in the
t axabl e year or years in which the related incone is recogni zed.

See Newark Morning Ledger Co. v. United States, 507 U.S. 546, 565
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(1993); Hertz Corp. v. United States, 364 U. S. 122, 126 (1960);

Ellis Banking Corp. v. Conmm ssioner, 688 F.2d 1376, 1379 (11lth

Cr. 1982), affg. in part and remanding in part on an issue not

rel evant herein T.C. Menob. 1981-123; Liddle v. Conm ssioner,

103 T.C. 285, 289 (1994), affd. 65 F.3d 329 (3d Cr. 1995); Sinon
v. Comm ssioner, 103 T.C 247, 253 (1994), affd. 68 F. 3d 41 (2d

Gr. 1995).

In INDOPCO, Inc. v. Conm ssioner, supra, the Suprene Court

set forth its nost recent elucidation on the subject of
capitalization. There, the taxpayer was a public corporation,
the two | argest sharehol ders of which were approached in Cctober
1977 about selling their stock in a friendly transaction. The
sharehol ders indicated that they would part with their stock if a
transaction was structured under which they could do so tax free.
A tax-free acquisition plan was formul ated under which the
sharehol ders could transfer their stock to the acquirer. Shortly
thereafter, the taxpayer's board of directors retai ned an
i nvestnment banking firmto evaluate the formal offer for the
stock, render a fairness opinion, and generally assist in the
event of the energence of a hostile tender offer. The
transacti on was consummated i n August 1978.

The Comm ssioner determ ned that section 162(a) did not |et
t he taxpayer deduct the direct costs that it incurred to

facilitate the transaction; nanely: (1) Investnent banking fees
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and expenses and (2) legal fees and expenses related to advice
given to the taxpayer and its board on their legal rights and
obligations with respect to the transaction, the participation in
negoti ati ons, the preparation of docunents, and the preparation
of a request for a ruling fromthe Conm ssioner on the tax-free
acquisition plan. W agreed. W found that it was in the
taxpayer's long-terminterest to shift ownership of its stock to

the acquirer. See National Starch & Chem Corp. v. Conm SSioner,

93 T.C. 67 (1989), affd. 918 F.2d 426 (3d Cr. 1990), affd. sub
nom | NDOPCO, Inc. v. Conmmi ssioner, 503 U S 79 (1992). W

stated that the expenses were capitalizabl e because they were
incurred incident to a shift in ownership the benefits of " which
coul d be expected to produce returns for many years in the

future.'" Id. at 75 (quoting E.I. du Pont de Nenmoburs & Co. v.

United States, 432 F.2d 1052, 1059 (3d Cr. 1970)).

Qur holding was affirnmed by the U S. Court of Appeals for
the Third Crcuit, which rejected the taxpayer's argunent, based

on Commi ssioner v. Lincoln Sav. & Loan Associ ati on, supra at 354,

that the expenses were not capitalizabl e because they did not
create or enhance a separate and distinct asset. See National

Starch & Chem Corp. v. Conm ssioner, 918 F.2d at 428-433. The

Suprene Court also rejected this argunent. The Court stated that

Li ncoln Savings stands nerely for the proposition that an expense

nmust be capitalized under section 263(a)(1l) when it serves to
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create or enhance a separate and distinct asset. The Court
noted, however, that the creation or enhancenent of a separate
asset is not the sole determ nant for capitalization. The Court

clarified its holding in Lincoln Savings, stating:

Nor does our statenent in Lincoln Savings that
"the presence of an ensuing benefit that may have sone
future aspect is not controlling"” prohibit reliance on
future benefit as a nmeans of distinguishing an ordinary
busi ness expense froma capital expenditure. Although
the mere presence of an incidental future benefit--
"sone future aspect”"--may not warrant capitalization, a
taxpayer's realization of benefits beyond the year in
whi ch the expenditure is incurred is undeniably
i nportant in determ ning whether the appropriate tax
treatnment is immedi ate deduction or capitalization.
| ndeed, the text of the Code's capitalization
provi sion, section 263(a)(1l), which refers to
"per manent inprovenents or betternents,"” itself
envisions an inquiry into the duration and extent of
the benefits realized by the taxpayer. [INDOPCO Inc.
v. Conm ssioner, supra at 87-88; fn. ref. and citations
omtted.]

The Court concluded that the professional fees before themfel

within the longstanding rule that expenses directly incurred in
reorgani zing or restructuring a corporate entity for the benefit
of future operations are not deductible under section 162(a).

The purpose for which these expenses are nade, the Court stated,
"*has to do with the corporation's operations and betternent * *
* for the duration of its existence or for the indefinite future

or for a time sonmewhat |onger than the current taxable year'"

Id. at 90 (quoting General Bancshares Corp. v. Conm Ssioner,

326 F.2d 712, 715 (8th Cir. 1964), affg. 39 T.C. 423 (1962)).
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On two occasions, we have applied INDOPCO to require
capitalization of acquisition-rel ated expenditures. First, in

Victory Mts., Inc. & Subs. v. Conmm ssioner, 99 T.C. 648 (1992),

we held that | NDOPCO prohibited a taxpayer fromcurrently
deducti ng expenses for professional services incurred incident to
a takeover that was not hostile. It appears that these expenses
were attributable to an agreenent that the taxpayer had wwth E F
Hutton to provide advice and services on the takeover. See id.
at 652. The taxpayer had argued that these expenses were
currently deducti bl e because the takeover was a hostile one from
which it received no long-termbenefit. W found that the

t akeover was not hostile and that it generated |ong-term
benefits.

Most recently, in A E. Staley Manufacturing Co. & Subs. v.

Commi ssioner, 105 T.C. 166 (1995), revd. and remanded 119 F. 3d

482 (7th Gr. 1997), we held that 1 NDOPCO prevented the taxpayer
fromcurrently deducting expenses for investnent bankers' fees
and printing costs incurred incident to a takeover. The taxpayer
had argued that these expenses were currently deducti bl e because
the takeover was hostile. W held that the expenses had to be
capitalized because they were incurred incident to the taxpayer's
change of ownership fromwhich it derived significant |ong-term
benefits. Upon appeal, the Court of Appeals for the Seventh

Crcuit disagreed in part. The Court of Appeals held that the
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expenses were deductible to the extent that they were not
incurred to facilitate the transaction at issue there.

The cases of | NDOPCO Victory Markets, and A E. Stal ey al

addressed the capitalization of expenses which were incurred as
direct costs of effecting a corporate acquisition. 1In the

i nstant case, by contrast, DBTC incurred the disputed costs
before and incidentally with its acquisition. Petitioner focuses
on the timng of the disputed costs and invites the Court to

al l ow deductibility of these costs because they were incurred in
i nvestigating the expansion of its existing business, before the
time that DBTC s managenent had formally decided to enter into
the transaction by approving the agreenment. W decline this
invitation. The disputed expenses are nostly preparatory
expenses that enabled DBTC to achieve the long-term benefit that
it desired fromthe transaction, and the fact that the costs were
i ncurred before DBTC s managenent fornally decided to enter into
the transacti on does not change the fact that all these costs
were sufficiently related to the transaction. |n accordance with
| NDOPCO, the costs nust be capitalized because they are connected
to an event (nanely, the transaction) that produced a significant
| ong-term benefit. To the extent that petitioner relies on cases

such as Briarcliff Candy Corp. v. Conm ssioner, 475 F.2d 775 (2d

Cr. 1973), and NCNB Corp. v. United States, 684 F.2d 285 (4th

Cr. 1982), for a different result, petitioner's reliance is
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m spl aced. We read | NDOPCO to have di spl aced the body of | aw set

forth in Briarcliff Candy and its progeny insofar as they allowed

deductibility of investigatory costs in a setting simlar to that
at hand; i.e., where an expenditure does not create a separate

and di stinct asset. Accord FEMR Corp. & Subs. v. Conmi ssioner,

110 T.C. 402 (1998). The Suprene Court granted certiorari in
| NDOPCO to resol ve the conflict anong the Courts of Appeals on
the requirenents for capitalization in the absence of a separate
and distinct asset. The Suprene Court in | NDOPCO required that
an expense be capitalized when it produces a significant |ong-
term benefit, even when, as is the case here, the expense does
not produce a separate and distinct asset.

Petitioner's position on the timng of the investigatory
fees is simlar to an argunent that was rejected by the courts in

Ellis Banking Corp. v. Conm ssioner, T.C. Mnp. 1981-123. There,

t he taxpayer was a bank hol di ng conpany that, under State |aw,
had to acquire the stock of other banks or organi ze new banks in
order to expand its business into new geographic markets. The

t axpayer agreed wth another bank (Parkway) and certain of

Par kway' s sharehol ders to acquire all of Parkway's stock in
exchange for taxpayer stock. The agreenent was contingent on the
occurrence of certain events. Before the acquisition, but

i ncident thereto, the taxpayer incurred various expenses

conducting a due diligence exam nation of Parkway's books. These
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expenses were for office supplies, filing fees, travel expenses,
and accounting fees. The taxpayer deducted these expenses, and
t he Conm ssioner disallowed the deduction. The Conm ssioner
determ ned that the expenses had to be capitalized.

W sust ai ned the Conm ssioner's disallowance. W held that
t he expenses were capital in nature because they were incurred
incident to the acquisition of a capital asset. The Court of
Appeal s for the Eleventh Grcuit agreed. The taxpayer had argued
that the expenses were "ordinary and necessary" because they were
incurred in connection with its decision to acquire the stock and
in evaluating the market in which Parkway was |located. Ellis

Banki ng Corp. v. Comm ssioner, 688 F.2d at 1381. The taxpayer

noted that the expenses were incurred before it was bound to buy
Par kway' s stock. The Court of Appeals, in rejecting the
taxpayer's claimto current deductibility, stated that

t he expenses of investigating a capital investnent are
properly allocable to that investnment and nust
therefore be capitalized. That the decision to make
the investnent is not final at the tinme of the

expendi ture does not change the character of the

i nvestment; when a taxpayer abandons a project or fails
to make an attenpted investnent, the prelimnary
expenditures that have been capitalized are then
deductible as a | oss under section 165. * * * As the
First Crcuit stated, "... expenditures made with the
contenplation that they will result in the creation of
a capital asset cannot be deducted as ordinary and
necessary busi ness expenses even though that
expectation is subsequently frustrated or defeated."”
Uni on Mutual, 570 F.2d at 392 (enphasis in original).
Nor can the expenditures be deducted because the
expectations m ght have been, but were not, frustrated.
[1d. at 1382.]
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Nor does our reading of section 195 support a contrary

conclusion. Recently, in EMR Corp. & Subs. v. Conm ssi oner,

supra, we addressed the applicability of section 195 in a context
anal ogous to the setting at hand, holding that section 263(a)
required that the taxpayer capitalize the costs which it incurred
i n devel oping and | aunching 82 new regul ated i nvest nent conpani es
(RIC s). The costs were incurred in a series of activities
starting with the devel opnent of the idea for the new Rl C and
continuing wth the devel opnent of the initial marketing plan,
drafting of the managenent contract, formation of the RIC
obt ai ning the board of trustee's approval of the contract, and
registering the new RRC with the SEC and the States in which the
RIC woul d be marketed. |d. at 413. The taxpayer had argued that
section 195 allowed for the current deductibility of all these
costs because, it asserted, they were incurred in expandi ng an
exi sting business. W disagreed. W held that section 195 does
not require "that every expenditure incurred in any business
expansion is to be currently deductible.” 1d. at 429.

In sum we hold that DBTC nmay not deduct any of the disputed
costs because all costs were sufficiently related to an event
t hat produced a significant |long-term benefit. Al though the
costs were not incurred as direct costs of facilitating the event
t hat produced the long-termbenefit, the costs were essential to

t he achi evenent of that benefit. W have consi dered al
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argunents by petitioner for a contrary holding, and, to the
extent not discussed above, find themto be irrelevant or w thout
merit. To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




