
In Private Letter Ruling 202121002, the IRS ruled that a taxpayer that inadvertently elected to capitalize

underwriting fees associated with employee expenses under Treas. Reg. Section 1.263(a)-5(d)(4) will be able to

revoke the election. In accordance with Treas. Reg. Sections 301.9100-1, the taxpayer will only be able to revoke

the election for the more recent, open tax years, but not for earlier tax years for which the granting of relief

would grant the taxpayer a tax rate benefit. Taxpayers may take cognizance of this ruling and consider taking

corrective actions (i.e. obtaining IRS consent) to rectify such inadvertent elections for costs that falls under the

purview of IRC section 263(a).

Under Treas. Reg. Section 1.263(a)-5, U.S. taxpayers are required to capitalize expenses used to facilitate an

acquisition, a restructuring, or a borrowing. Expenses are considered to facilitate such transactions if they are

“paid in the process of investigating or otherwise pursuing the transaction.”1 This includes amounts paid to

determine the value of a transaction, but not the amount paid in exchange for the tangible or intangible property

itself.

Treas. Reg. Section 1.263(a)-5(d), provides that employee compensation, de minimis costs, and overhead are not

considered to be an expense that facilitates the transactions listed above. There is, however, an election option

to capitalize one or all of these expenses. A taxpayer may therefore capitalize overhead and employee

compensation, but not de minimis costs, if they so wish. This election is made by “treating the amounts to which

the election applies as amounts that facilitate the transaction in the taxpayer’s timely filed original federal

income tax return.”2 This effectively means that failure to deduct such expenses on the taxpayer’s timely filed

original federal income tax return elects that the expenses be capitalized instead.

PLR 202121002 addresses the Taxpayer, the common parent of an affiliated group of corporations which filed a

consolidated federal income tax return on a calendar-year basis. For tax years one (1) through eight (8), the

Taxpayer inadvertently elected to capitalize expenses for underwriting services related to various borrowings

incurred by members of the affiliated group. The underwriter is a disregarded entity that is owned in its entirety

by a member of the Taxpayer’s affiliated group. Treas. Reg. Section 1.263(a)-5(d)(2)(ii) provides that a payment

by one member of an affiliated group of corporations to a second member of the group for services performed by

an employee of the second member is treated as employee compensation. Thus, the Taxpayer had the

opportunity to choose whether the underwriting fees would be capitalized or not.

Taxpayer generally eliminates intercompany transactions for consolidated reporting under U.S. Generally

Accepted Accounting Principles (GAAP). However, fees paid between different segments within Taxpayer's

consolidated group are treated similar to transactions with a third party. Taxpayer's typical practice for

underwriting activity is to apply GAAP as if each of its business segments were transaction with a third party.

Therefore, for financial reporting purposes, Taxpayer capitalizes the underwriting fees and amortizes them over

the life of the debt on a straight-line basis. The underwriter, however, reports the fees as current revenue. Such

treatment is appropriate from standalone financials perspective but was not in accordance with GAAP at

consolidated level.
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The IRS raised two primary concerns with granting relief for tax years one through three. First, because tax years

one through three preceded the Tax Cuts and Jobs Act, the taxpayer would recover its expenses under a 35% rate,

thereby yielding a deduction-rate benefit. Second, the IRS determined that under IRC § 6501(a) the period of

limitations on assessment was open for tax year one (1). The period of limitations was closed, however, for tax

years two (2) and three (3). Because relief granted for tax year one (1) would require the reversal of amounts

capitalized in years two (2) and three (3), and because the IRS is barred from reviewing those years, the IRS ruled

that it could not ensure that changes made would not be detrimental to the government. This ruling is telegraphed

by Treas. Reg. Section 301.9100-3(c)(1)(ii), which states that “the interests of the Government are ordinarily

prejudiced if… any taxable years that would have been affected by the election had it been timely made are closed

by the period of limitations.”

Both tax years seven (7) and eight (8) were, on the other hand, open for assessment under IRC§ 6501(a). The IRS

ruled that the Taxpayer acted in good faith, and that granting relief to revoke the election would not prejudice the

government’s interests. The letter states that the “Taxpayer’s internal accounting and tax staff and external tax

consultants failed to identify the inadvertent capitalization election for federal tax purposes resulting from

following capitalization for financial accounting purposes despite exercising reasonable diligence.”3 The IRS granted

the Taxpayer 60 days from the date of the ruling to revoke the inadvertent elections for tax years seven (7) and

eight (8).

Conclusion

Thus, the ruling suggests that inadvertent elections under IRC section 263(a) may not be revoked without IRS
consent. IRC section 263(a) does not provide any basis to IRS to grant taxpayer’s request to revoke the election.
IRS, in such instances will apply standards of Treas. Reg. Sections 301.9100-1 and ensure that revoking such
election would not be detrimental to the government.
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