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Fort Howard Corp. v. Commissioner, 107 T. C. 187 (1996)

Costs and fees associated with indebtedness in a leveraged buyout can be amortized
and deducted if properly allocated to the indebtedness.

Summary

In Fort Howard Corp. v. Commissioner, the U. S. Tax Court initially disallowed the
deduction of  costs and fees related to a leveraged buyout (LBO) under section
162(k) of the Internal Revenue Code. However, following the Small Business Job
Protection  Act  of  1996,  which  amended  section  162(k)  retroactively,  the  court
reconsidered its opinion. The amendment allowed for deductions of costs and fees
allocable to indebtedness and amortized over its term. Consequently, Fort Howard
was permitted to deduct such costs and fees, marking a significant shift in the tax
treatment of LBO-related expenses.

Facts

Fort  Howard Corporation  incurred significant  costs  and fees  in  1988 during  a
leveraged buyout of its stock. These expenses were initially disallowed as deductions
under section 162(k) of the Internal Revenue Code, which precluded deductions for
amounts paid in connection with stock redemptions. After the Small Business Job
Protection Act of 1996 amended section 162(k), the parties agreed on the amount of
costs and fees allocable to the indebtedness from the LBO.

Procedural History

The Tax Court initially ruled against Fort Howard in 1994, disallowing deductions
for the LBO costs and fees under section 162(k). Following the 1996 amendment to
section 162(k), the parties jointly moved for reconsideration, leading to the Tax
Court’s supplemental opinion in 1996 allowing the deductions.

Issue(s)

1. Whether the amendment to section 162(k) by the Small Business Job Protection
Act of 1996 allows Fort Howard to deduct costs and fees allocable to indebtedness
from its leveraged buyout?

Holding

1. Yes, because the 1996 amendment to section 162(k) permits deductions for costs
and fees that are properly allocable to indebtedness and amortized over the term of
such indebtedness.

Court’s Reasoning

The court’s decision to allow deductions for LBO-related costs and fees was based
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on the retroactive amendment to section 162(k) by the Small Business Job Protection
Act of 1996. The amendment created an exception to the general rule disallowing
deductions  for  expenses  related  to  stock  redemptions,  specifically  allowing
deductions for amounts allocable to indebtedness and amortized over its term. The
court applied this new rule directly to the facts of Fort Howard’s case, where the
parties  had agreed on the  allocable  amounts.  The decision  reflects  the  court’s
adherence to the legislative intent behind the amendment, which aimed to clarify
the tax treatment of  such expenses.  The court did not alter its  previous ruling
regarding the characterization of a portion of the fees as interest, which remained
unaffected by the amendment.

Practical Implications

The  Fort  Howard  decision  has  significant  implications  for  tax  planning  and
compliance in leveraged buyouts. It clarifies that costs and fees associated with
indebtedness  in  an  LBO  can  be  deducted  if  they  are  properly  allocated  and
amortized  over  the  term of  the  indebtedness.  This  ruling  impacts  how similar
transactions  should  be  structured  and  reported  for  tax  purposes,  encouraging
careful  allocation of  expenses to maximize tax benefits.  Businesses engaging in
LBOs  must  now  ensure  meticulous  documentation  and  allocation  of  costs  to
indebtedness to take advantage of this deduction. The decision also serves as a
precedent  for  interpreting  the  retroactive  application  of  tax  law  amendments,
affecting  how  taxpayers  and  the  IRS  approach  past  transactions  under  new
legislation.


