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Summary

SUPREME COURT RULES IN 'NATIONAL STARCH': PRESENCE OF SEPARATE ASSET IS NOT SOLE TEST OF WHETHER EXPENSE IS CAPITAL.

National Starch and Chemical Corp. (now known as INDOPCO, Inc.)

manufactures and sells adhesives, starches, and chemical products. Its

largest stockholder was Frank Greenwall. In October 1977, Unilever United

States, Inc., made a tender offer for all of National Starch's stock. At

Greenwall's request, attorneys arranged a section 351 tax-free exchange

that would turn National Starch into a holding company and create a

temporary subsidiary. The remaining shareholders agreed.

     The IRS issued a letter ruling stating that the transaction

would be a taxable sale to those stockholders who received cash and would

be tax-free to those who received preferred stock. National Starch claimed

a deduction exceeding $2.2 million for legal and banking fees incurred in

the reorganization. The IRS determined that the deduction was not

allowable, and National Starch filed a Tax Court petition.

     The Tax Court ruled that the costs incurred in the

reorganization constituted capital expenditures under section 263 and were

not deductible under section 162. The Tax Court reasoned that the costs

were incident to a shift in ownership leading to benefits that would

produce results for many years. (For a summary of the Tax Court's opinion,

93 T.C. 67 (1989), see Tax Notes, July 31, 1989, p. 541; for the full text,

see 89 TNT 152-8, or H&D July 25, 1989, p. 831.) National Starch appealed,

arguing that expenses are not to be capitalized unless they result in the

creation or enhancement of a separate and distinct asset. National Starch

cited Commissioner v. Lincoln Savings & Loan Ass'n., 403 U.S. 345 (1971).

     The Third Circuit affirmed the Tax Court's decision, rejecting

National Starch's interpretation of Lincoln Savings. The appellate court

explained that even though Lincoln Savings clearly holds that a payment

that creates a separate asset is capital in nature, "it does not

necessarily follow that that if no asset is created, the expenditure is not

capital in nature." National Starch petitioned for certiorari, renewing its

argument based on Lincoln Savings.

     The Supreme Court has affirmed. Justice Blackmun, writing for

the court, agreed with the Third Circuit that it "by no means follows" from

Lincoln Savings that only those expenditures that create or enhance

separate and distinct assets are to be capitalized under section 263. The

Court added that although the mere presence of an incidental future benefit

might not warrant capitalization, the realization of benefits beyond the

year in which the expenditure is incurred is "undeniably important in

determining whether the appropriate tax treatment is immediate deduction or

capitalization." National Starch, the Court found, failed to demonstrate

that the investment banking, legal, and other costs it incurred in

connection with Unilever's acquisition of its stock were deductible as

ordinary and necessary business expenses under section 162(a). In

conclusion, Justice Blackmun quoted General Bancshares Corp. v.

Commissioner, 326 F.2d 712 (8th Cir.), cert. denied, 379 U.S. 832 (1964),

noting that "courts have long recognized that expenses such as these,

'incurred for the purpose of changing the corporate structure for the

benefit of future operations are not ordinary and necessary business

expenses.'"

Holywell Corp., et al. v. Fred Stanton Smith, et al. (February 25, 1992)

