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Norwest Corp. & Subsidiaries v. Commissioner, 114 T. C. 105 (2000)

Expenses  related  to  a  corporate  acquisition  must  be  capitalized  if  they  are
connected to an event that produces significant long-term benefits, even if incurred
before the formal decision to enter into the transaction.

Summary

In  Norwest  Corp.  &  Subsidiaries  v.  Commissioner,  the  Tax  Court  held  that
investigatory  and due diligence costs,  as  well  as  officers’  salaries  related to  a
corporate  acquisition,  must  be  capitalized  rather  than  deducted  under  section
162(a).  Norwest  Corp.  sought  to  deduct  costs  incurred  in  the  acquisition  of
Davenport Bank & Trust Co.  (DBTC).  The court,  applying the precedent set by
INDOPCO,  Inc.  v.  Commissioner,  ruled  that  these  costs  were  connected  to  an
event—the acquisition—that produced significant long-term benefits, necessitating
capitalization rather than immediate deduction.

Facts

Norwest Corp. , a bank holding company, engaged in discussions with DBTC about a
merger  in  early  1991.  DBTC,  anticipating  increased  competition  due  to  new
interstate banking legislation,  hired legal  and financial  advisors to evaluate the
strategic fit with Norwest. DBTC’s board approved a plan to merge with Norwest,
forming a new entity, New Davenport, effective January 19, 1992. DBTC incurred
costs for legal fees and officers’ salaries related to the transaction. Norwest sought
to deduct $111,270 of these costs on its 1991 tax return, but the IRS disallowed the
deduction, arguing the costs should be capitalized.

Procedural History

Norwest Corp. petitioned the Tax Court to redetermine a $132,088 deficiency in
DBTC’s 1991 federal income tax. After concessions by Norwest, the remaining issue
was  the  deductibility  of  investigatory  costs,  due  diligence  costs,  and  officers’
salaries. The Tax Court ultimately held that these costs must be capitalized.

Issue(s)

1.  Whether  DBTC  can  deduct  under  section  162(a)  the  investigatory  and  due
diligence costs incurred before the formal decision to enter into the transaction with
Norwest.
2. Whether DBTC can deduct under section 162(a) the portion of officers’ salaries
attributable to services performed in connection with the transaction.

Holding

1.  No,  because  these  costs  were  connected  to  an  event—the  acquisition—that
produced  significant  long-term  benefits,  and  thus  must  be  capitalized  under
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INDOPCO.
2. No, because the officers’ salaries related to the transaction were also connected
to the acquisition and its long-term benefits, requiring capitalization.

Court’s Reasoning

The court applied the Supreme Court’s decision in INDOPCO, Inc. v. Commissioner,
which established that expenses directly related to reorganizing or restructuring a
corporation for future operations must be capitalized if  they produce significant
long-term benefits. The court rejected Norwest’s argument that the timing of the
investigatory  costs  (before  the  formal  decision  to  merge)  warranted  their
deductibility. It emphasized that these costs were preparatory and essential to the
acquisition,  which  was  expected  to  produce  long-term benefits.  The  court  also
dismissed Norwest’s reliance on cases like Briarcliff Candy Corp. and NCNB Corp. ,
stating that INDOPCO had displaced the precedent allowing deductibility of such
costs. The court noted that section 195 did not support immediate deductibility of all
costs related to business expansion.

Practical Implications

This decision reinforces the principle that costs related to corporate acquisitions,
even if incurred before the formal decision to proceed, must be capitalized if they
are  connected  to  an  event  producing  significant  long-term benefits.  Legal  and
financial  advisors  must  advise  clients  that  such  costs  cannot  be  immediately
deducted,  affecting  tax  planning  and  financial  reporting.  Businesses  should
anticipate higher initial  costs for acquisitions,  which may impact their strategic
decisions.  Subsequent  cases  like  FMR  Corp.  &  Subs.  v.  Commissioner  have
continued to apply this principle, emphasizing the need for careful cost allocation in
business expansion scenarios.


