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INDOPCO, Inc. v. Commissioner:
National Starch Isn't the Only One "Stiffed"

by the Supreme Court's Decision

I. INTRODUCTION

In INDOPCO, Inc. v. Commissioner,' the United States Supreme
Court addressed the issue of whether the target corporation may de-
duct expenditures incurred for professional services in a friendly take-
over as "ordinary and necessary" business expenses under section
162(a) of the Internal Revenue Code.' A unanimous Court,' affirming
the Third Circuit Court of Appeals, disallowed claimed expense deduc-
tions for legal and investment banking fees incurred in a friendly take-
over by INDOPCO's predecessor, National Starch and Chemical Corpo-
ration (National Starch), and required that such expenditures be capital-
ized under section 263 of the Internal Revenue Code because they pro-
vided a long-term benefit to National Starch.4

Although National Starch ultimately lost its bout with the Commis-
sioner of Internal Revenue in INDOPCO, National Starch is not the only
one "stiffed" by the Supreme Court's ruling. INDOPCO's impact is al-
ready being felt in areas unrelated to corporate acquisitions. The In-
ternal Revenue Service (IRS) has sought to expand the scope of
INDOPCO's rationale5 and is currently relying on INDOPCO as authori-
ty for the proposition that certain expenses, which a taxpayer previous-

1. 112 S. Ct. 1039 (1992), qffg National Starch'and Chem. Corp. v. Commissioner,
918 F.2d 426 (3d Cir. 1990) (hereinafter National Starch III, offg National Starch and
Chem. Corp. v. Commissioner, 93 T.C. 67 (1989) [hereinafter National Starch 1].

2. Id. at 1041; see I.R.C. § 162(a) (1988). For the relevant portion of Internal
Revenue Code § 162(a), see infra note 23.

3. Justice Blackmun wrote the opinion of the Court. INDOPCO, 112 S. Ct. at
1041.

4. Id. at 1046; see I.R.C. § 263(a) (1988). For the relevant portion of Internal
Revenue Code § 263(a), see infra note 24.

5. The IRS, however, says that the INDOPCO decision has not changed either
traditional tax accounting principles or the IRS's view of historically accepted deduc-
tions such as ordinary repairs and advertising. Aaron Pressman, IRS Plans to Give
Guidance Following INDOPCO Ruling, MERGERS & ACQUISMONs REP., Aug. 3, 1992, at
14, 14. But see i5fra notes 178-289 and accompanying text.
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ly might have been able to deduct under traditional tax principles, can-
not be deducted if they result in a long-term benefit that extends be-
yond the current tax year.

The following classic example helps to illustrate the point: Tradition-
ally, the cost of painting an apartment building was immediately deduct-
ible, while the cost of installing a new roof on that same building was
capitalized. Under INDOPCO, however, the IRS may argue that the cost
of painting the apartment building is not immediately deductible be-
cause the paint, which could reasonably be expected to last a number
of years, provides a long-term benefit extending beyond the current
year.7

The Court's opinion, however, is narrow and addresses a specific set
of facts with a limited holding.8 This article suggests that INDOPCO
does not establish a new standard for determining the deductibility of
business expenses under section 162, even though the INDOPCO deci-
sion itself rejects the traditional "separate and distinct asset" test in
favor of a very general future benefit test.9

Differences of opinion as to the possible scope and meaning of the
Court's ruling in INDOPCO, and its broad-reaching ramifications,"0 pres-

6. See Tech. Adv. Mem. 9240-004 (June 29, 1992) (denying a deduction for costs
incurred in removing asbestos insulation from manufacturing equipment and requiring
the taxpayer to capitalize the costs because the expenditures provided a long-term
benefit). For a general discussion surrounding that release, see infra notes 231-51
and accompanying text.

7. This proposition is arguably contrived in that the IRS is .not likely to challenge
such an expenditure, but it serves to illustrate the logical extreme to which one
could theoretically stretch this argument. But see infra note 69.

8. McGee Grigsby & Cabell Chinnis, Jr., INDOPCO v. Commissioner. The Supreme
Court Takes National Starch to the Cleaners, TBE TAx ExEcuTrvE, Mar.-Apr. 1992, at
85, 86.

The opinion of Justice Blackmun, from beginning to end, makes two points
very clear. First, the opinion addresses a very narrow set of facts: the pro-
posed disallowance of professional charges incurred by a target company in
the context of a friendly takeover. Second, the central holding is equally
narrow: such charges must be capitalized when they result in a significant
long-term benefit

Id. For a part-by-part critical analysis of the Court's opinion, see id, passim.
9. See INDOPCO, 112 S. Ct. at 104246. Courts have generally accepted the "sepa-

rate and distinct asset" test as a bright-line rule in determining the deductibility of
expenditures since its articulation in Commissioner v. Lincoln Savings & Loan Ass'n,
403 U.S. 345 (1971). In INDOPCO, however, the Supreme Court applied the long-term
benefit test despite INDOPCO's argument in favor of the separate and distinct asset
test. INDOPCO, 112 S. Ct. at 1044-46. For a general discussion of the separate and
distinct asset test, see infra notes 73-83 and accompanying text.

10. Takeover-related expenditures are not the only category of expenses that the
INDOPCO decision will affect. Grigsby & Chinnis, supra note 8, at 85; see infr
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ent great uncertainty for tax practitioners." The decision "'casts doubt
on deductions people have taken for years.'" ' As a result, INDOPCO
leaves tax experts contemplating the limits of the Court's analysis, how
the IRS and lower courts may attempt to apply the decision,' and
whether the decision changes the ground rules for determining the
deductibility of expenses."

This article reviews the INDOPCO decision and its ramifications.
Section II describes the pre-INDOPCO distinction between deductibility
and capitalization and the inconsistent positions the IRS has taken with
respect to the specific issue addressed in INDOPCO5 Sections III and
IV review the background of INDOPCO itself, including the lower
courts' decisions" and the arguments made to the Supreme Court."
Section V provides an analysis of the Court's opinion and outlines the
issues it addresses.8 Section VI points out the uncertainty resulting
from the application of INDOPCO in areas outside of the corporate
takeover arena-specifically in the areas of advertising and repair ex-
penditures-and provides a description of the recent guidance offered
on the subject by the IRS.' Finally, section VII argues that the decision

notes 190-289 and accompanying text.
11. See Paul D. Manca, Deductibility of Takeover and Non-takeover Expenses in

the Wake of INDOPCO, Inc. v. Commissioner, 45 TAX LAW. 815 (1992); see infra notes
178-289 and accompanying text.

12. The Agents Run Riot, FORBES, Nov. 9, 1992, at 144, 144 (quoting Ken Jones, a
tax specialist with the accounting firm of KPMG Peat Marwick).

13. It will be up to the courts to finally interpret INDOPCO, but until they do,
taxpayers will be at the mercy of the IRS. IRS officials have indicated that INDOPCO
does not change their thinldng on deductibility issues. Tax practitioners, however, feel
that the IRS is clearly getting more aggressive in interpreting the decision. Juliann
Avaklan-Martin, IRS to Move Carefully in Releasing INDOPCO Guidance, TAX NOTES
TODAY, July 27, 1992, at 152, 152. One tax attorney has stated, "'Agents have seized
the offensive and are running riot.'" The Agents Run Riot, supra note 12, at 144
(quoting Lydia Kess, an attorney with the law firm of Davis Polk & Wardwell in New
York City).

14. Lee A. Sheppard, Is the IRS Abusing INDOPCO?, 56 TAX NOTEs 1110, 1110
(1992); The Agents Run Riot, supra note 12, at 144; Scott R. Schmedel, Asbestos
Remova Pay for It Now, But Deduct It Later, the IRS Declares, WALL ST. J., Sept.
9, 1992, at Al.

15. See, infra notes 21-93 and accompanying text.
16. See infra notes 94-145 and accompanying text.
17. See infra notes 146-53 and accompanying text.
18. See infra notes 154-77 and accompanying text.
19. See infra notes 178-289 and accompanying text.
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should be limited to its facts, despite the IRS's recent application of the
case to non-takeover situations.20

H. THE CENTRAL ISSUE: DEDUCTIBILITY Vs. CAPITALIZATION

The sole issue addressed in INDOPCO, Inc. v. Commissione2 ' was
whether certain takeover-related expenditures were deductible as busi-
ness expenses or were required to be capitalized.' Section 162 of the
Internal Revenue Code allows a deduction for the "ordinary and neces-
sary expenses" of a business." In contrast, section 263 disallows a de-
duction for any expenditure that is capital in nature.'

20. See infra notes 290-305 and accompanying text.
21. 112 S. Ct. 1039 (1992).
22. Id. at 1014; see National Starch I, 918 F.2d 426, 428 (3d Cir. 1990); Nati'wal

Starch I, 93 T.C. 67, 72 (1989). For additional background information on the dis-
tinction between deductible business expenses and nondeductible capital expenditures,
see generally 6 JACOB MERTENS, JR., MERTENS LAW OF FEDERAL INCOME TAXATION
§§ 25.34-25.69 (1992); John W. Lee & Nina R. Murphy, Capital Expenditures: A Re-
sult in Search of a Rationale, 15 U. RICH. L REv. 473 (1981); Alan Gunn, The Re-
quirement that a Capital Expenditure Create or Enhance an Asset, 15 B.C. INDUS. &
Comm. L REV. 443 (1974); Note, Income Tax Accounting: Business Expense or Capi-
tal Outlay, 47 HARV. L REv. 669 (1934).

23. I.R.C. § 162(a) (1988). Section 162(a) provides in relevant part: "There shall be
allowed as a deduction all the ordinary and necessary expenses paid or incurred
during the taxable year in carrying on any trade or business .... " Id. If an item is
allowed as a deduction, the effect is that the deduction reduces the taxpayer's tax-
able income by the amount of that item. See id.; I.R.C. § 62 (1988).

24. I.R.C. § 263(a)(1) (1988). Section 263(a) provides in relevant part: "No deduc-
tion shall be allowed for. . . [a]ny amount paid out for new buildings or for perma-
nent improvements or betterments made to increase the value of any property or es-
tate .... " Id. The Supreme Court stated in Commissioner v. Idaho Power Co. that
"[tihe purpose of section 263 is to reflect the basic principal that a capital expendi-
ture may not be deducted from current income. It serves to prevent a taxpayer from
utilizing currently a deduction properly attributable, through amortization, to later tax
years when the capital asset becomes income producing." Commissioner v. Idaho
Power Co., 418 U.S. 1, 16 (1974).

Expenditures that are capital in nature, the deduction of which is disallowed by
§ 263, may sometimes be recovered through amortization or depreciation. See, e.g.,
LR.C. § 167(a) (1988) ("There shall be allowed as a depreciation deduction a reason-
able allowance for... exhaustion, wear and tear.. . ."). Amortization, which refers
to the loss in value of an asset due to the mere passage of time, usually applies to
intangible assets. 5 ME~rENS, supra note 22, § 23.A124. See generally Michael R.
Schlessinger, INDOPCO & Newark: Defining the Intangible "Asset" in the Larger Cost
Recovery Context, TAXMS, Dec. 1992, at 929, 929. It also applies to business start-up
costs that the taxpayer has elected to capitalize and treat as deferred expenses under
§ 195. See I.R.C. § 195 (1988).

Conversely, depreciation, which describes the reduction in value of property due
to physical deterioration, applies to tangible assets. 5 MERTENS, supra note 22,
§ 23A.27. For example, the cost of an automobile, which is a depreciable asset with
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[Vol. 20. 1455, 1993] INDOPCO, Inc. v. Commissioner
PEPPERDINE LAW REVIEW

A. Purpose of Distinction

The primary purpose of distinguishing between expenses that are
currently deductible and expenditures that must be capitalized is to
match expenses with revenues in order to avoid a distortion of net
income.' This purpose is reflected in section 162 of the Internal Reve-
nue Code," which requires that an expense be "ordinary" in order to
be deductible.' It is further reflected in section 263,' which prohibits
"a taxpayer from utilizing currently a deduction properly attributable,
through anmortization, to later tax years when the capital asset becomes
income producing."'

The rationale behind the deductibility-capitalization dichotomy seems
logical and simple enough. Making the distinction between business
expenses and capital expenditures, however, is not so simple; it has
troubled tax practitioners and courts for many years.'

an ascertainable useful life,. may be recovered through depreciation deductions over
the life of such automobile. Id.; see LR.C. § 167 (1988) (depreciation of property not
subject to § 168); I.R.C. § 168 (1988) (accelerated depreciation method used for virtu-
ally all property placid in service after 1981); see also Treas. Reg. § 1.167(a)-3 (al-
lowing amortization deduction for patents and copyrights because they have a defi-
nite, ascertainable life). Capital expenditures which provide a benefit for the life of
the business are not depreciable and cannot be recovered until the property is dis-
posed of. See I.R.C. §§ 167(a), 168(a) (1988); see also Treas. Reg. § 1.167(a)-3 (disal-
lowing amortization deduction for goodwill because it has a continuing, indefinite
useful life).

25. INDOPCO, 112 S. Ct. at 1043. "[T]he Code endeavors to match expenses with
the revenues of the taxable period to which they are properly attributable, thereby
resulting in a more accurate calculation of net income for tax purposes." Id. (citing
Idaho Power Co., 418 U.S. at 16; Ellis Banking Corp. v. Commissioner, 688 F.2d 1376,
1379 (11th Cir. 1982), cert. denied, 463 U.S. 1207 (1983)); accord NCNB Corp. v.
United States, 651 F.2d 942, 948 (4th Cir. 1981) ("Our system of income taxation at-
tempts to match income and expenses of the taxable year so as to only tax net
income."), vacated, 684 F.2d 285 (4th Cir. 1982) (en banc); see also IR.C. § 446
(1988) (requiring the use of a tax accounting method which clearly reflects income).

26. For the relevant text of § 162(a), see supra note 23.
27. See I.R.C. § 162(a) (1988); Commissioner v. Tellier, 383 U.S. 687, 689-90 (1966)

(stating that the principal purpose of the "ordinary" requirement is to clarify the
distinction "between those expenses that are currently deductible and those that are
in the nature of capital expenditures"); see also infra notes 50-54.

28. For the relevant text of § 263(a), see supra note 24.
29. Commissioner v. Idaho Power Co., 418 U.S. 1, 16 (1974).
30. Steven J. Greene, Note, Distinguishing Between Capital Expenditures and

Ordinary Business Expenses: A Proposal for a Universal Standard, 19 U. MICH. J.L
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B. The Basic Requirements of Deductibility Under Section 162

The Supreme Court has had many opportunities to explore the rela-
tionship between deductible business expenses under section 162 and
capital expenditures under section 263."' The landmark case dealing
with the requirements for deductibility is Commissioner v. Lincoln
Savings & Loan Ass'n.' In Lincoln Savings, the Court held that to
qualify as a deduction under section 162, "an item must (1) be 'paid or

REF. 711, 712 (1986) ("Distinguishing ordinary and necessary business expenses from
capital expenditures has proven to be a difficult task for the courts."). Compare Mt.
Morris Drive-In Theatre Co. v. Commissioner, 25 T.C. 272, 274-75 (1955) (holding that
the cost of installing a drainage system at an outdoor theatre site was a capital
expenditure because it was foreseeable at the time the theatre was constructed) with
Midland Empire Packing Co. v. Commissioner, 14 T.C. 635, 642-43 (1959) (holding
that the cost of lining the basement of a meat-packing plant was a deductible repair
expense because the expenditure was made to keep the property in normal working
condition). For humorous relief on the amorphousness of the "expense, capital expen-
diture dichotomy," see CASES AND MATERIALs ON FUNDAMENTALS OF FEDERAL INCOME
TAXATnON 353-56 (James J. Freeland et al. eds., 7th ed. 1991). The Third Circuit,
which had no trouble disallowing the deductibility of the expenditures at issue in
INDOPCO, see National Starch II, 918 F.2d 426, 434 (3d Cir. 1990), had previously
noted that "[tihe line of demarcation between deductible repairs and additions to
capital is, of course, obscure." Stoeltzing v. Commissioner, 266 F.2d 374, 376 (3d Cir.
1959) (citing United States v. Akin, 248 F.2d 742 (10th Cir. 1957), cert. denied, 355
U.S. 956 (1958); Repplier Coal Co. v. Commissioner, 140 F.2d 554 (3d Cir.), cert.
denied, 323 U.S. 736 (1944)).

31. INDOPCO, Inc. v. Commissioner, 112 S. Ct. 1039, 1043 (1992). The Court,
however, has not always been consistent in its approach. For a digest of deductibility
cases decided by the Supreme Court prior to INDOPCO, see INDOPCO, 112 S. Ct. at
1043 n.5.

32. 403 U.S. 345 (1971). In Lincoln Savings, the taxpayer, a state-chartered savings
and loan, was required by federal statute to pay to the Federal Savings and Loan
Insurance Corporation an "additional premium" to fund a secondary reserve. Id. at
347-48. The secondary reserve provided depositors with additional protection against
institutional failure. Id at 350. Each insured institution retained a pro rata share in
the secondary reserve which the institution could obtain as a refund upon the termi-
nation of its insured status. Id. The taxpayer argued that the additional premiums
were deductible under § 162(a) as ordinary and necessary business expenses. Id. at
352, 354. The Commissioner of Internal Revenue (the Commissioner) contended that
the additional premiums were capital expenditures under § 263(a). Id. at 352.

The Supreme Court began its analysis of § 162(a) by enumerating the five re-
quirements of an allowable § 162(a) deduction. Id. at 352-53. For a brief discussion
of those five requirements, see infra notes 33-56 and accompanying text. The Court
stated that in determining the deductibility of an expenditure, "the presence of an
ensuing benefit that may have some future aspect is not controlling." Lincoln Say.,
403 U.S. at 354. It held that the expenditures at issue were capital in nature because
they "serve[d] to create or enhance . . .a separate and distinct additional asset." Id.
Therefore, "the payment is capital in nature and not an expense, let alone an ordi-
nary expense, deductible under § 162(a)." Id.
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incurred during the taxable year,' (2) be for 'carrying on any trade or
business,' (3) be an 'expense,' (4) be a 'necessary' expense, and (5) be
an 'ordinary' expense. "'

The first requirement, that the item be paid or incurred during the
taxable year, is self-explanatory and rarely controversial.' It requires
that the expense be actually paid, if the taxpayer uses the cash method
for tax accounting,' or incurred, if the taxpayer uses the accrual meth-
od for tax accounting.' In addition, the benefit derived from the ex-
pense must be expended during the current taxable year, not some past
or future taxable year."

The second criterion, that the item be for carrying on the taxpayer's
trade or business, requires that a proximate relationship exists between
the expense and the carrying on of the trade or business.' The ex-

33. Lincoln Say., 403 U.S. at 352. The INDOPCO Court. cited several cases in
which it considered one or more of these requirements. INDOPCO, 112 S. Ct. at
1043; see, e.g., Commissioner v. Tellier, 383 U.S. 687, 689 (1966) (the "necessary"
requirement simply means "that the expense be 'appropriate and helpful' for 'the
development of the [taxpayer's] business'") (quoting Welch v. Helvering, 290 U.S. 111,
113 (1933)); Deputy v. Du Pont, 308 U.S. 488, 495 (1940) (the term "ordinary" re-
quires that the expenditure relate to a transaction "of common or frequent occur-
rence in the type of business involved").

34. Brian R. Greenstein & Mark B. Persellin, Supreme Court's Ruling in INDOPCO
Limits Deductibility of Takeover Expenses, TAXES, Aug. 1992, at 570, 572; see I.R.C.
§ 162(a) (1988).

35. JOYCE STANLEY & RICHARD KiULwLEN, FEDERAL INCOME TAX LAW § 162(a), at 84
(6th ed. 1974). A taxpayer on the cash method will deduct expenses in the year in
which they are actually paid. Id,

36. Id. A taxpayer on the accrual method will "deduct[] expenses in the year in
which they accrue, which is the year when the liability to pay becomes fixed and
certain and the amount of the liability is either known or can be estimated with
reasonable accuracy." Id,

37. Central Tex. Say. & Loan Ass'n v. United States, 731 F.2d 1181, 1183 (5th Cir.
1984) (stating "an item must be paid or incurred and the benefit exhausted during
the taxable year to be deductible"); see I.R.C. § 162(a) (1988).

38. See Sholund v. Commissioner, 50 T.C. 503, 508 (1968); Henry v. Commissioner,
36 T.C. 879, 884 (1961); Reed v. Commissioner, 35 T.C. 199, 202 (1960); Long v.
Commissioner, 32 T.C. 511, 513 (1959), offd, 277 F.2d 239 (8th Cir. 1960). Courts
most often discuss this criterion in the context of deductions related to personal ac-
tivities such as hobbies and recreation. See, e.g., Teitelbaum v. Commissioner, 346
F.2d 266, 269 (7th Cir. 1965) (disallowing the costs of operating a date ranch which
never made a profit but provided luxurious residential accommodations for the tax-
payer); Guzowski v. Commissioner, 26 T.C.M. (CCH) 666 (1967) (denying deductions
for expenditures related to the singing activities of an office worker because she had
no intention to make a profit). Courts also discuss this criterion in the context of
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pense must in some way relate to, or be incident to, the production of
income in the taxpayer's trade or business.'

The third requirement, that the item be an "expense," means that the
payment is not required to be capitalized under section 263.' Deter-
mining whether an expenditure is deductible under section 162(a) re-
quires consideration of "'the nature of the expenditure itself, which in
turn depends on the extent and permanency of the work accomplished
by the expenditure.'"' The taxpayer must devote the amount paid to
current income production to qualify as an expense.' If an expenditure
contributes to a corporation's betterment or will provide a benefit be-
yond the current taxable year, the taxpayer must capitalize the amount
of the expenditure.'

The last two requirements--"necessary" and "ordinary"-are the most
common sources of controversy." An expense is "necessary" if it is

litigation costs. See, e.g., Kornhauser v. United States, 276 U.S. 145, 153 (1928) (stat-
ing that "where a suit or action against a taxpayer is directly connected with, or, as
otherwise stated, proximately resulted from, his business, the expense incurred is a
business expense") (citing Appeal of F. Meyer & Brother Co., 4 B.T.A. 481, 482
(1926); Appeal of Backer, 1 B.T.A. 214, 216 (1924)).

39. Carroll v. Commissioner, 51 T.C. 213, 218 (1968) (stating "before expenses will
be considered ordinary and necessary under section 162, it must be established that
they bear a proximate and direct relationship to the taxpayer's trade or business")
(citing Kornhauser, 276 U.S. at 153), affd, 418 F.2d 91 (7th Cir. 1969); STANLEY &
KiLcULLEN, supra note 35, § 162(a) (stating that "an activity must be entered into
with at least the expectation of making a profit"); see Greenstein & Persellin, supra
note 34, at 572 (stating that some "nexus" must exist between the expenditure and
the taxpayer's business).

40. Greenstein & Perselin, supra note 34, at 572. The requirement that an expendi-
ture be an "expense' is often confused with the conclusion that an expenditure is a
deductible business expense, and the terms are often used interchangeably. An item
which is an "expense" may or may not qualify for deductibility depending on whether
the four other requirements of § 162(a) are satisfied. See Commissioner v. Lincoln
Say. & Loan Ass'n, 403 U.S. 345, 352-53 (1971). Under a technical application of the
elements enumerated in Lincoln Savings, it is the expense requirement that should
be used to draw the distinction between capital expenditures and deductible expens-
es. Id. The expense requirement, however, has been merged with the ordinary re-
quirement. For a discussion of the confusion between the "ordinary" and "expense"
requirements, see infa note 52.

41. E.I. du Pont de Nemours & Co. v. United States, 432 F.2d 1052, 1059 (3d Cir.
1970) (disallowing deduction for legal expenses incurred in reorganization, which was
expected to produce benefits for many years) (citing 4A MEirrENS, supra note 22,
§ 25.20).

42. General Bancshares Corp. v. Commissioner, 326 F.2d 712, 715 (8th Cir.), cert.
denied, 379 U.S. 832 (1964).

43. Id.; see I.R.C. § 263(a)(1). For the relevant text of § 263(a), see supra note 24.
44. For the historical origin of the terms "ordinary" and "necessary," see Bernard

Wolfman, Professors and the ",rdinary and Necessary" Business Expense, 112 U. PA.
L Ray. 1089, 1092 n.15 (1964).
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Most commentators believe that the analysis in this Technical Advice
Memorandum is flawed.' The drafters of this release used INDOPCO
to change the outcome and deny the deduction which, as the foregoing
analysis illustrates, arguably would have been deductible under tradi-
tional principles. 9 The IRS's flawed' analysis and misplaced reliance
on INDOPCO suggest that the IRS is improperly using INDOPCO to in-
discriminately deny deductions for any expenditure that arguably has
some long-term benefit.' The result is uncertainty because under the
IRS's application of INDOPCO, "virtually no expense will be deductible
because most of them will probably be of a significant benefit to tax-
payers extending well into future years.""'

B. Application of INDOPCO to Advertising Expenditures

1. Existing Body of Law

Expenditures incurred for advertising to promote the sale of a
taxpayer's product or service are deductible in the year paid or incurred
as business expenses under Internal Revenue Code section 162(a).'

See supra notes 213-17 and accompanying text; see also Treas. Reg. § 1.1624 (1958)
(an expenditure is deductible as a repair if it is made to keep an asset in 'ordinary
efficient operating condition"). It further indicates that the repair did not benefit the
equipment itself. See supra note 246.

248. E.g., Sheppard, supra note 14, at 1110; IRS Determines Asbestos Removal is
Capital Expenditure, 77 J. TAX. 202 (Dan L Mendelson & Burton M. Mirsky eds.,
1992); IRS Urged to Reconsider Ruling Requiring Capitalization of Asbestos Removal
Costs, DAILY REPORT FOR ExEcuTrivs (Sept 29, 1992). In addition, the outcome is bad
tax policy in that it discourages businesses from implementing an asbestos removal
plan because the expenditures are not deductible. IRS Determines Asbestos Removal
is Capital Expenditure, supra; IRS Urged to Reconsider Ruling Requiring Capital-
ization of Asbestos Removal Costs, supra.

249. See Sheppard, supra note 14, at 1110 (arguing that the IRS used INDOPCO to
change the outcome of the Technical Advice Memorandum).
250. IRS Urged to Reconsider Ruling Requiring Capitalization of Asbestos Removal

Costs, supra note 248; IRS Determines Asbestos Removal is Capital Expenditure,
supra note 248, at 202; Sheppard, supra note 14, at 1110. An IRS official stated that
traditional legal principles, rather than INDOPCO, dictated the outcome of the Techni-
cal Advice Memorandum. Id. However, even if the IRS relied on traditional legal
principles, the analysis is erroneous because the facts were misconstrued. See supra
note 241 and accompanying text. The IRS had to misapply traditional legal principles
in order to reach its strained application of INDOPCO, which the IRS argued pro-
vided additional support for denying the deduction. See Tech. Adv. Mem. 92-40-004.

251. IRS Determines Asbestos Removal is Capital Expenditure, supra note 248, at
203.

252. Tress. Reg. § 1.162-1(a); Porterfield Distrib. Co. v. United States, 63-1 U.S.T.C.
(CCH) 9230 (W.D. Va. 1961) (allowing a deduction for trade selling expenses de-
signed to promote the taxpayer's business in the current year); see Colonial Ice
Cream, Co. v. Commissioner, 7 B.T.A. 154, 156-57 (1927) (stating that advertising ex-
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Advertising costs are deductible even though the advertising produces
benefits that extend beyond the current year. ' The expenditures may
have to be capitalized, however, if there is a definite period over which
the benefits can be amortized.tm Costs incurred for business promo-
tion are also deductible provided they relate to an existing business.'

Institutional or "good will" advertising, which is advertising aimed at
keeping the taxpayer's name before potential customers, is deductible
provided the expenditures properly relate to the taxpayer's business.'m

The advertising need not promote the taxpayer's product or service di-
rectly, 7 but it must relate to patronage reasonably expected in the fu-
ture.' A factor in determining whether the expenditure is deductible
is "the purpose of such expenditure and whether the taxpayer was

penses must be deducted in the year paid and cannot be treated as deferred expens-
es).

253. See, e.g., Briarcliff Candy Corp. v. Commissioner, 475. F.2d 775, 787 (2d Cir.
1973) (allowing an expense deduction for the costs incurred to solicit "franchises"
even though the resulting contracts were effective for up to five years); Consolidated
Apparel Co. v. Commissioner, 17 T.C. 1570, 1582 (1952) (finding an error by the
Commissioner in disallowing a deduction in the year paid for a contribution to a
merchants association which would provide advertising over a five year period), offd
in part & rev'd in part, 207 F.2d 580 (7th Cir. 1953).

254. Rev. Rul. 68-283, 1968-1 C.B. 63; see also Colonial Ice Cream, 7 B.T.A. at 156-
57.

255. Rev. Rul. 56-181, 1956-1 C.B. 96; Rodgers Dairy Co. v. Commissioner, 14 T.C.
66 (1950) (finding that expenditures for the ownership and use of horses by a restau-
rant for promotional purposes were deductible as advertising expenses). Expenditures
incurred in starting a new business, however, are not deductible. Rev. Rul. 73-421,
1973-2 C.B. 33.
256. Treas. Reg. § 1.162-20; MERTENS, supra note 22, § 25.90. The Treasury Regula-

tions provide as follows: "Expenditures for institutional or 'good will' advertising
which keeps the taxpayer's name before the public are generally deductible as or-
dinary and necessary business expenses provided the expenditures are related to the
.patronage the taxpayer might reasonably expect in the future." Treas. Regs. § 1.162-
20(a)(2). While costs to create goodwill are deductible advertising expenses, costs to
purchase or acquire goodwill must be capitalized. Hubble v. Commissioner, 22 T.C.M.
(CCH) 395 (1963) (discussing expenditures incurred for the purchase of a business
name), acq. 1956-2 C.B. 4.

257. See Sanitary Farms Dairy, Inc. v. Commissioner, 25 T.C. 463, 467 (1955) (allow-
ing deduction for the cost of big game hunt in Africa because the resulting publicity
"provided extremely good advertising at a relatively low cost").

258. See Sutter v. Commissioner, 21 T.C. 170, 174 (1953) (holding that the taxpayer
could deduct entertainment expenditures which were "apparently a means of enhanc-
ing petitioner's prestige and the future possibility of expanding his clinical business
so as to be the means of creating a capital asset comparable to good will").
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looking more to future than present sales and whether in fact the ex-
penditure produced immediate rather than prospective benefits."'

In Briarcliff Candy Corp. v. Commissioner," Loft Candy Corpora-
tion, the taxpayer, set up a franchise division to solicit and enter into
contracts with storekeepers to sell Loft's candies in urban areas."
The contracts were effective and remained in operation for a period of
one to five years.' In 1961, Loft embarked upon an advertising cam-
paign to solicit additional outlets, and Loft deducted its advertising
expenditures.'

The Commissioner concluded that the advertising expenditures were
nondeductible capital assets consisting of the franchise contracts.'
The Tax Court held that Loft could not deduct the advertising expendi-
tures because many of the contracts continued in effect for longer than
one year, and thus were not "ordinary."' The Second Circuit reversed
the Tax Court, holding that the expenditures were deductible under sec-
tion 1 6 2 .

2
' The court specifically rejected the Commissioner's argu-

ment that the contracts were capital assets because they were effective
for more than one year.'

Briarcliff Candy stands for the proposition that advertising expendi-
tures can provide benefits that extend beyond the current tax year and
still be deductible as ordinary and necessary business expenses.'
Briarcliff Candy is often cited for that proposition in cases dealing
with expenditures other than advertising.' The Supreme Court in
INDOPCO, while not expressly overruling Briarcliff Candy,' refused

259. MERTENS, supra note 22, § 25.90 (citing Colonial Ice Cream Co. v. Commission-
er, 7 B.T.A. 154 (1927)).

260. 475 F.2d 775 (2d Cir. 1973), rev'g T.C. Memo 1972-43.
261. Id. at 777.
262. Id.
263. Id.
264. Id. at 780.
265. Id. at 782.
266. Id. at 787.
267. Id. at 786. The court pointed out that, under Lincoln Savings, "the factor that

an ensuing benefit may have some future aspect is not controlling." Briarcliff, 475
F.2d at 786 (citing Commissioner v. Lincoln Say. & Loan Ass'n, 403 U.S. 345 (1971));
cf. United Profit-Sharing Corp. v. United States, 66 Ct. Cl. 171, 182-83 (1928) (requir-
ing that expenditures to obtain contracts be capitalized and amortized because they
were equivalent to the acquisition of assets).

268. See Briarcliff, 475 F.2d at 786.
269. E.g., Colorado Springs Nat'l Bank v. United States, 505 F.2d 1185, 1190-91 (10th

Cir. 1974) (expenditures incurred by a bank in developing and starting up a credit
card system).

270. Briarcliff Candy established the conflict among the circuits which the Court
resolved adversely in INDOPCO. INDOPCO, Inc. v. Commissioner, 112 S. Ct. 1039,
1042 n.3, 1046 (1992); see supra note 147 and accompanying text. Thus, while
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to extend that decision beyond the realm of advertising expendi-
tures.2'

Courts and the IRS have long recognized the deductibility of expendi-
tures incurred for advertising. 2 INDOPCO, however, brought uncer-
tainty into the advertising arena. As a form of guidance in the applica-
tion of INDOPCO to the deductibility of advertising expenditures, the
IRS recently issued Revenue Ruling 92-80.'

2. Revenue Ruling 92-80

In Revenue Ruling 92-80, the IRS held that "[tihe INDOPCO decision
does not affect the treatment of advertising costs under section 162(a)
of the [Internal Revenue] Code." ' The ruling notes that advertising
"costs are generally deductible... even though advertising may have
some future effect on business activities, as in the case of institutional
or good will advertising. " ' The costs of advertising must be capital-
ized "[o]nly in the unusual circumstance where advertising is directed
towards obtaining future benefits significantly beyond those traditional-
ly associated with ordinary product advertising or with institutional or
good will advertising."' 6

Thus, the ruling makes clear that the IRS is not changing its position
on the rules relating to the deductibility of advertising costs.' But the
ruling does not offer any guidance as to which advertising expenditures

Briarcliff Candy was not expressly overruled, its validity is now questionable. See id,
271. INDOPCO, 112 S. Ct at 1044-45.
272. MERTENS, supra note 22, § 25.89.
273. Rev. Rul. 92-80, 1992-39 LR.B. 7 (Sept. 11, 1992).
274. Id at 2.
275. Id at 2-3 (citing Treas. Reg. § 1.162-1(a); Treas. Reg. § 1.162-20(a)(2)). This

statement of the ruling is entirely consistent with well-established rules allowing
deductibility of costs even though they provide some benefit that extends beyond the
current year. See id.; see also supra note 253 and accompanying text.

276. Rev. Rul. 92-80, at 3 (citing Cleveland Elec. Illuminating Co. v. United States, 7
Cl. Ct 220 (1975) (requiring capitalization of advertising costs incurred to allay oppo-
sition to a nuclear project because it was not to be built for at least four years)).
The language used in the ruling--"advertising directed towards obtaining future bene-
fits"- indicates that the IRS will continue to look to the purpose of the expenditures
in determining whether they will be deductible. See id.; see also supra text accompa-
nying note 259.

277. See Rev. RUl. 92-80, at 2-3.But see Tech. Adv. Mem. 92-40-004 (arguably wrong
result achieved because the facts were incorrectly applied to traditional legal princi-
ples).
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are not deductible because they are among those "unusual circumstanc-
es where advertising is directed towards obtaining future benefits.'

The ruling cites Cleveland Electric Illuminating Co. v. United
States' to support the "unusual circumstance" criterion.' In that
case, however, the Claims Court disallowed the deduction, not because
the expenditures were directed towards obtaining future benefits, but
because the expenditures served "the predominant purpose of contrib-
uting to the acquisition of a capital asset" which, as with most capital
assets, would have "value over an extended period beyond the taxable
year."

281

It appears from the ruling that the IRS does not view INDOPCO as
changing the treatment of advertising expenditures,'e but the IRS does
not make that view entirely clear.' The IRS does not, however, be-
lieve that INDOPCO overturned Briarcliff Candy.' This indicates
that while the deductibility of advertising costs remains unchanged, the
manner in which the IRS classifies advertising that is directed towards
obtaining a substantial future benefit may control the outcome of a
particular case.'

C. Application of INDOPCO to Other Areas

Repair and advertising expenditures are just two of the more obvious

278. See Rev. RuL 92-80, at 2-3.
279. 7 Cl. Ct. 220 (1975).
280. See Rev. Rul. 92-80.
281. 7 Cl. Ct. at 231. In Cleveland Electric, the taxpayer implemented a public

relations program to educate the public about the benefits of the nuclear power plant
which the taxpayer was planning to build. Id.. at 230. Because the court found that
the advertising and public relations "had as an important purpose the mitigation of
roadblocks and delays in the issuance of the construction permit and operating li-
cense," it concluded the expenditures were capital in nature and could not be de-
ducted in the year incurred. Id. at 232-33.

282. See Rev. Rul. 92-80. The ruling states, "The INDOPCO decision does not affect
the treatment of advertising costs under section 162(a) of the Code." Id, (emphasis
added).

283. The ruling could be interpreted to say the following: Advertising expenditures
will receive traditional treatment once they are categorized, but the method of cate-
gorization is different under INDOPCO.

284. Pressman, supra note 5, at 14 (quoting Debra Carlisle, an attorney with Inter-
nal Revenue Office of Chief Counsel, who was the principal author of Revenue
Ruling 92-80); see also supra note 270.

285. The determination would be fact based. Under this approach, expendituies that
might have been deductible pre-INDOPCO may not be deductible now because the
focus of the IRS is now more directly centered on the future benefit aspect. See Rev.
Rul. 92-80. In addition, the IRS seems more inclined to misconstrue the facts in order
to reach the desired result. See supra note 241 and accompanying text.
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examples that illustrate the potential impact of the INDOPCO decision
in categories of expenditures other than takeover-related expenditures.
Other areas where INDOPCO could be, or is being, applied or cited for
authority include the following: Employee training expenditures,. take-
or-pay obligations,' payments for not-to-compete covenants,8 pay-
ments by an insurance company to use the service mark of a
manufacturer's representative,' and other kinds of corporate reorga-
nizations including both friendly and hostile takeovers.'

VII. THE POsT-INDOPCO ISSUE: DOES INDOPCO ESTABUSH A NEW
RULE FOR DETERMINING THE DEDUCTIBILITY

OF EXPENDITURES?

The issue thus becomes whether INDOPCO establishes a new rule for
determining the deductibility of expenditures that have some future
benefit aspect. The IRS, as mentioned above, seems to think so.' The
IRS, as expected, reads the case broadly and construes the Court's
opinion to announce a new test, which is to be applied to a broad spec-
trum of deductibility issuesY

Tax professionals, on the other hand, believe that INDOPCO should
be read narrowly.'m The language and architecture of the opinion indi-
cate that the opinion should be limited to the specific facts of the case
and that the holding should be limited to the specific situation where

286. Tech. Adv. Mem. 92-53-002 (Sept. 22, 1992).
287. Priv. Ltr. Rul. 92-40-010 (June 30, 1992).
288. Tech. Adv. Mem. 92-25-003 (Feb. 28, 1992).
289. Grigsby & Chinnis, supra note 8, at 92-93; Greenstein & Persellin, supra note

34, at 576.
290. See supra notes 182-83 and accompanying text. The IRS, however, denies that

it is using INDOPCO to change the rules of deductibility. An IRS official
stressed that in the Service's view INDOPCO was "not a new revolutionary
concept" that changed the tax landscape. "If we were not to challenge a
particular expenditure prior to INDOPCO on grounds of traditional Section
263 notions, it seems unlikely to me that we would challenge the expense
now simply by virtue of INDOPCO."

Accounting, IRS Not Planning More Broad Guidance on INDOPCO, Offiwial Says,
DAILY REPORT FOR ExEcTivEs, Oct. 26, 1992 (corrected by Correction, DAILY REPoirr
FOR EXECUrlS, Oct. 27, 1992, at 208) (quoting David Crawford, Branch 5 Chief,
Assistant IRS Chief Counsel (tax and accounting)).

291. See Sheppard, supra note 14, at 1110 (suggesting that the IRS abused
/NDOPCO to achieve a favorable result in Technical Advice Memorandum 92-40-004);
see also INDOPCO, 112 S. Ct. at 1042-46.

292. See, e.g., Grigsby & Chinnis, supra note 8, at 86.
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expenditures result in a significant long-term benefit.m For example,
"the Court's repeated emphasis on the proper matching of revenues and
expenditures is inconsistent with requiring capitalization based on the
existence of only a slight continuing benefit."' To conclude that
INDOPCO requires capitalization of expenditures such as advertising
and repairs, which have been deductible under matching concepts de-
spite their continuing benefits, would require a gross overreading of the
opinion. '

Further support for this view is found in more than just the language
and architecture of the opinion. ' First, INDOPCO is not a radical de-
parture from existing case law and the Court's long-term benefit anal-
ysis is not unlike that of previous circuit court decisions. ' A good ar-
gument for nondeductibility could have been made under traditional tax
principles.

Second, the opinion of the Court was delivered by Justice
Blackmun, ' the same Justice who authored the Lincoln Savings opin-
ion. ' As Justice Blackmun stated, INDOPCO is not inconsistent with
Lincoln Savings because Lincoln Savings did not address the situation
where there was no creation of a separate and distinct asset.m This
indicates that Lincoln Savings was not overruled by INDOPCO's long-
term benefit analysis, and that Lincoln Savings' separate and distinct
asset test is still viable.

293. Id.; see supra note 8. "The intention to render a decision in a narrow factual
context is made unequivocal by the architecture of the opinion." Grlgsby & Chinnis,
supra note 8, at 86-87.

294. Grigsby & Chinnis, supra note 8, at 88.
295. Id
296. See Grigsby & Chinnis, supra note 8, at 86 for a critical analysis of the opin-

ion itself.
297. See INDOPCO, Inc. v. Commissioner, 112 S. Ct. 1039, 1042-46 (1992); E.I. du

Pont de Nemours & Co. V. United States, 432 F.2d 1052, 1058-59 (3d Cir. 1970);
General Bancshares v. Commissioner, 326 F.2d 712, 715 (8th Cir.), cert. denied, 379
U.S. 832 (1964); Farmers Union Corp. v. Commissioner, 300 F.2d 197 (9th Cir.), cert.
denied, 371 U.S. 861 (1962); Mills Estate, Inc. v. Commissioner, 206 F.2d 244, 246 (2d
Cir. 1953); see also Commissioner v. Idaho Power Co., 418 U.S. 1, 16 (1974); Ellis
Banking Corp. v. Commissioner, 688 F.2d 1376 (11th Cir. 1982), cert, denied, 463 U.S.
1207 (1983).
298. INDOPCO, 112 S. Ct at 1041.
299. Commissioner v. Lincoln Sav. & Loan Ass'n, 403 U.S. 345, 345 (1971); see

supra note 74.
300. INDOPCO, 112 S. Ct at 1044. Instead, it seems that lower courts over-read

some poorly drafted Lincoln Savings language in ways not anticipated by the Court.
See, e.g., Briarcliff Candy Corp. v. Commissioner, 475 F.2d 775, (2d Cir. 1973). For
Justice Blackmun's reconciliation between Lincoln Savings and INDOPCO, see supra
notes 162-64 and accompanying text.

1500



[Vol. 20: 1455, 1993] INDOPCO, Inc. v. Commissioner
PEPPERDINE LAW REVIEW

While the long-term benefit test and the separate and distinct asset
test are not mutually exclusive,"0 ' when one compares the language of
the INDOPCO opinion with the language of the Lincoln Savings opin-
ion, it seems less likely that the Court intended to announce a new test
that would apply to new situations and change the traditional rules of
capitalization.

Third, the opinion was that of a unanimous court.' There were nei-
ther dissents nor concurrences.' It seems unlikely that the Supreme
Court, which is dominated by conservatives, 4 would unanimously join
in an opinion so broad that it would make a sweeping reform of tax
law-especially in light of the substantial cost to corporate America
The unanimous opinion could be interpreted to indicate that the eight
other justices understood that the case was intended to be limited to its.
specific facts.!

For these reasons, in addition to the language and architecture of the
opinion, the decision in INDOPCO should be interpreted narrowly and
not applied except to similar factual scenarios.

VIII. CONCLUSION

In INDOPCO, the Supreme Court rejected the argument that Lincoln
Savings requires a separate and distinct asset as a prerequisite for capi-
talization. Further, the Court required the capitalization of expenditures
incurred incident to a friendly takeover because they provided a long-
term benefit to the taxpayer. The opinion, however, left unresolved the
scope of the type of "long-term benefit" that requires capitalization. The
result is that in the same decision, the Court both clarified the deduct-
ibility issue with respect to corporate takeovers, and injected further
uncertainty into other areas of business expenditures.

The 'Court's opinion is narrow and fact specific, and its analysis
should be limited accordingly. The IRS, however, is reading INDOPCO

301. In fact, some courts consider the long-term benefit test to be a .necessary part
of the separate and distinct asset test. See supra note 81 and accompanying text.

302. INDOPCO, 112 S. Ct: at 1041.
303. See id.
304. See, e.g., DAVID SAVAGE, THE MAiNG OF THE REHNQUIST SUPREME CoURT (1992).

305. This argument is weakened, however, by the absence of any limiting language
in the opinion, especially considering the warning of the Tax Executives Institute that
the result could be far reaching. See supm notes 178-80 and accompanying text; see
also supra note 8 and accompanying text.
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broadly and is using its rationale as a sword to carve away at tradition-
ally deductible categories of expenses. Only future cases will decide
what type of benefit is sufficiently substantial to constitute a long-term
benefit that must be capitalized. Until then, taxpayers must bear the in-
creased risk of taking a deduction for an expenditure which provides
any future benefit.

JEFFREY GATES DAVIS
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