19T.C.377 (1952)

Payments made to acquire a going business, including its established customer base
and operational infrastructure, are considered capital expenditures and are not
immediately deductible as ordinary business expenses.

Summary

A. Rhett du Pont, a partner in Francis I. du Pont & Co., contested a tax deficiency,
arguing that payments made by the partnership to Paine, Webber, Jackson & Curtis
for taking over their Elmira, NY branch office were deductible business expenses.
The Tax Court held that the acquisition of the branch office constituted the purchase
of a going business, making the payments capital expenditures rather than
deductible expenses. The court reasoned that the payments were for more than just
employee services or goodwill; they were for an established business with existing
customers and infrastructure.

Facts

Francis I. du Pont & Co. acquired the Elmira, NY branch office of Paine, Webber,
Jackson & Curtis. Before the acquisition, Paine Webber’s Elmira office was a well-
established branch. The agreement involved du Pont paying Paine Webber 10% of
the gross earnings of the Elmira office for the first year and 5% for the second year,
along with the appraised value of furniture and fixtures. Du Pont took over the office
staff, facilities, and the existing customer accounts. Paine Webber also agreed not to
open a competing office in Elmira during the agreement’s term. Most of Paine
Webber’s Elmira customers transferred their accounts to du Pont.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
income tax for 1948, disallowing the deduction claimed by the du Pont partnership
for payments made to Paine Webber. A. Rhett du Pont, a partner in the firm,
challenged this determination in the Tax Court.

Issue(s)

Whether payments made by Francis I. du Pont & Co. to Paine, Webber, Jackson &
Curtis for the acquisition of a branch office constitute deductible business expenses
under Section 23(a)(1)(A) of the Internal Revenue Code, or whether they are capital
expenditures.

Holding

No, the payments were capital expenditures because the agreement constituted the
purchase of a going business, not merely the acquisition of employee services or
goodwill.
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Court’s Reasoning

The court reasoned that du Pont acquired more than just the services of Paine
Webber’s former employees or an agreement not to compete. By taking over the
Elmira office, du Pont gained a brokerage office that had been in operation for over
20 years, including the goodwill of established customers, a familiar location, and a
coordinated office organization. The court emphasized that purchasing a going
business often involves an intangible value independent of its individual
components. The court cited Frank L. Newburger, Jr., 13 T.C. 232, noting the
similarity in acquiring a going business to which the acquiring party was not
previously entitled. The court concluded that the payments were made to purchase a
complete, functioning business entity, thus classifying them as capital expenditures.

Practical Implications

This case clarifies that payments made to acquire an existing business with
established operations and customer relationships are generally treated as capital
expenditures. Legal practitioners must analyze the substance of a transaction to
determine if it constitutes the purchase of a going concern. This decision affects how
businesses structure acquisitions and allocate costs for tax purposes. Later cases
applying this ruling focus on whether the acquired entity constitutes a distinct,
operational business or simply a collection of assets. This ruling prevents businesses
from immediately deducting costs associated with acquiring a business’s established
customer base and goodwill.
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