CAPITALIZATION OF PORTFOLIO MANAGEMENT FEES

This has not been updated for any current tax law changes.  It is the responsibility of the user party to update for current tax law.

THE OPPORTUNITY

In situations where a high income individual taxpayer incurs significant portfolio management fees which are based on the value of the assets under management, a tax filing position exists to capitalize the portfolio management fees as carrying charges under Section 266, thereby avoiding potential disallowance of the expenditure under the 2% floor of Section 67 or certain disallowance under the Alternative Minimum Tax system. The net result of the capitalization election would be to move these expenditures “above the line” as cost basis on Schedule D which would be deducted as the portfolio assets are sold.  Other possible benefits of this strategy include the avoidance of the 3% itemized deduction phase-out under Section 68 and the potential for state income tax savings in states that start with federal adjusted gross income and do not permit itemized deductions.  This position should also be considered by all flow-through entities such as S-Corps, LLCs and FLPs.

TECHNICAL DISCUSSION

Section 266 provides that no deduction shall be allowed for amounts paid or accrued as taxes and carrying charges if the taxpayer elects to treat such taxes and carrying charges as chargeable to a capital account.  Reg. Sec. 1.266(1)(a) provides that the items enumerated in Sec. 1.266-1(b)(1) may be capitalized at the election of the taxpayer.  Reg. 1.266-(b)(1) states that the items available for capitalization, are those enumerated in the regulation that are otherwise expressly deductible under the provisions of subtitle A of the Code.  If an item is capitalized under Section 266 it will be treated as either a component of original cost or other basis under Section 1012 or as an adjustment to basis for purposes of Section 1016(a)(1).

While Section 266-1(b) (i-iii) specifies certain items concerning real and personal property which are deemed includable under that Section, Reg. 1.266-1(b)(iv) further states that the Section applies to any other taxes and carrying charges with respect to property otherwise deductible, which in the opinion of the Commissioner, are under sound accounting principles chargeable to a capital account.  Certain limitations on the use of Section 266 are provided by Reg. 1.266-1(b)(2) which states that an item not otherwise deductible may not be capitalized under that section and Reg. 1.266-1(b)(2) which provides that an item not otherwise deductible is not made deductible by this section.  

Based on the above discussion it appears that the following criteria exist for the portfolio management expenses to be eligible for capitalization under Section 266.

· The expenditure must be deemed a carrying charge

· The carrying charge has to be incurred with respect to property

· The expenditure must be otherwise deductible

· The expenditure must be chargeable to a capital account under sound accounting principles

In analyzing the ability of expenditures to meet the above listed criteria one of the primary sources of authority is Purvis (v) Commissioner, 65 TC 1165(1976).  As there is no authority directly on point, Purvis, a Ninth Circuit case, which deals with Section 266 applicability to margin interest, looms large in terms of authority.  In Purvis, the taxpayer had purchased numerous shares of stock on margin and had paid significant interest on the margin accounts.  The taxpayer had deducted this interest in the year incurred and had treated the interest deduction as an expense incurred in the trade or business of trading securities for which the taxpayer claimed a deduction creating a net operating loss.  The issue of whether the taxpayer was in the business of trading in securities was tried and decided against the taxpayer in a prior case.  Pursuant to the decision the taxpayer could include the margin interest paid in the NOL computation only to the extent of non-business income.  In a later year the taxpayer sold certain stock which had previously been purchased on margin.  In the year of sale the taxpayer treated as basis a portion of the margin interest which had previously been disallowed.  At no time did the taxpayer file a statement electing Section 266.  

The court began its discussion of the issue by admitting that the margin interest was a carrying charge and that the stock was eligible property for Section 266 purposes.  Although the Purvis court did not define “carrying charges” it appears that the present situation will pass the first two criteria in Section 266, namely that the portfolio fee constitutes a carrying charge and that the stock is property eligible for Section 266 capitalization.

Having addressed the first two issues, we must now turn to the question of whether the portfolio fee constituted an expense that is otherwise deductible.  In the context of our present situation, it is important to note that the Purvis court did not even consider the issue of whether the margin interest was “otherwise deductible” even though the amount could not have been “deducted” under the facts of the case due to the inability to use non business expenses in the NOL calculation.  This absence of discussion could be interpreted to signify that for an expenditure to qualify under Section 266, it only need be “deductible” in the general sense even though it was not deducted due to other statutory limitations imposed by the law; namely the NOL rules.  Therefore, a suitable inference can be drawn that the question of deductible under

could be defined as deductible before any specific statutory limit.  If this was the judicial intent, then the fees in our present situation clearly satisfy the otherwise deductible standard not withstanding the two-percent floor contained in Section 67(a).

Having successfully navigated the hazards of the first three tests under Section 266, we must now turn our attention to whether the portfolio fee can be charged to a capital account under sound accounting principles.

In discussing this particular question, the Purvis court noted that the phrase “sound accounting principles” is a relative stranger to the tax law.  The court then stated that to correctly interpret the regulations, it would need to seek recourse in the generally accepted accounting principles of accountants.  The court stated that whether a payment is properly chargeable to a capital account is a question of fact, not of law.  

In their examination, the court found that the authoritative accounting literature was silent on the specific question before it.  The court then noted that the authoritative accounting board had indicated that it considered textbooks to be secondary sources of accounting principles.  Although the court could find no specific authority for capitalizing the deposited costs, they would find no serious disapproval of the transaction.  The court then turned to general accounting principles such as conservatism, consistency and comparability to find that the margin interest capitalization did not have sufficient authority in the accounting literature.  

One way to charge the capital account under “sound accounting theory” is by means of a turnover ratio.  By this we reason that the amount of deductible fees in a given year is determined by the amount of turnover in the account, as follows:

Portfolio Value 


5,665,000

Management fees 

     56,650 (1%)

1099-B gross proceeds 
 
3,450,000

With these assumptions the turnover ratio is 61% (3,450,000 / 5,665,000).  Then take that ratio and multiply by the management fee of 56,650 and the result is $34,550 that can be allocated to basis.  Important, you should carryover the unused portion of the fee (39%) for use in subsequent years.  See the attached spreadsheet for a working model.

Approximately 32 years have passed since the transaction at issue in Purvis.  During this period there have been no specific authoritative accounting pronouncements regarding this issue.  Given the vitality of tax and accounting theory over this period, it is hard to believe that “sound accounting theory” is so inflexible as to prevent capitalization of carrying costs that are based on value.  

To summarize, in the present situation the most important issue regarding sound accounting principles is that there is no specific prohibition in the accounting literature against taking a facts and circumstances approach to the capitalization of certain carrying charges.

Finally, the House Committee report on the 1986 Tax Act states that the genesis of the 

two-percent limitation was to avoid complexity associated with the interpretation and tracing of many small investment related expenses, and to eliminate administrative and enforcement problems for the Internal Revenue Service.  The committee reports specifically state that taxpayers with unusually large investment expenses should be permitted an itemized deduction reflecting that fact.  Therefore, it appears that an election under Section 266 regarding large investment expenses would certainly not frustrate Congressional intent regarding the two-percent floor on miscellaneous itemized deductions.

CONCLUSION

A filing position exists to make a Section 266 election with respect to portfolio management fees which are based on the value of the assets under management.  Although the issue is not free from doubt, the election statement itself should qualify as adequate disclosure to avoid the Section 6662 accuracy related penalty.  A significant potential planning benefit of using the Section 266 election is that under Reg. 1.266-1(c)(2) the election is made on a yearly basis and probably can be made on a “project by project” basis.

The Section 266 election could also be available for other “miscellaneous deduction” type items, such as in situations where the management fee is a stated flat fee (yearly or quarterly fee) or even in instances where there is a combination fee, i.e. flat/minimum base fee with incentive kicker.  In many situations where the underlying assets are being “churned” on an ongoing basis the Section 266 election could potentially provide a significant present value tax benefit. 
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