FMR Corp. v. Commissioner, 110 T. C. 402 (1998)

Expenditures for launching mutual funds must be capitalized as they provide
significant long-term benefits to the investment advisor.

Summary

FMR Corp. , an investment management company, sought to deduct costs incurred
in launching 82 new mutual funds (RICs) as ordinary business expenses. The Tax
Court ruled these costs must be capitalized, finding they provided long-term benefits
to FMR beyond the tax years in question. The court determined that the creation of
each RIC and the resulting management contracts with FMR yielded significant
future revenue and synergistic benefits within FMR’s family of funds, necessitating
capitalization. FMR failed to establish a limited useful life for these benefits,
precluding amortization under section 167.

Facts

FMR Corp. , a parent holding company, provided investment management services
to regulated investment companies (RICs), commonly known as mutual funds.
During the tax years 1985-1987, FMR launched 82 new RICs, incurring costs for
their development, marketing plans, management contract drafting, RIC formation,
board approval, and SEC registration. These costs totaled approximately $1. 38
million in 1985, $1. 59 million in 1986, and $0. 66 million in 1987. FMR expected
these RICs to generate long-term revenue and enhance its overall family of funds,
with most RICs remaining successful as of 1995.

Procedural History

FMR filed its corporate tax returns for the years in issue with the IRS, claiming
deductions for the RIC launching costs. The IRS issued a notice of deficiency,
disallowing these deductions and asserting the costs were capital expenditures.
FMR petitioned the U. S. Tax Court for redetermination of the deficiencies. The
court held a trial and issued its opinion on June 18, 1998, siding with the IRS on the
capitalization issue.

Issue(s)

1. Whether the costs incurred by FMR in launching new RICs during the years in
issue are deductible as ordinary and necessary business expenses under section
162(a) or must be capitalized under section 263(a)?

2. If the costs are capital expenditures, whether FMR is entitled to deduct an
amortized portion of such costs under section 167?

Holding
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1. No, because the expenditures resulted in significant long-term benefits to FMR,
requiring capitalization under section 263(a).

2. No, because FMR failed to establish a limited useful life for the future benefits
obtained from the RIC launching costs, precluding amortization under section 167.

Court’s Reasoning

The court applied the principles from INDOPCO, Inc. v. Commissioner, emphasizing
that the duration and extent of future benefits are crucial in determining
capitalization. It found that the RIC launching costs provided FMR with significant
long-term benefits through management contracts, which were expected to generate
revenue for many years. The court rejected FMR’s argument that the costs were
merely for business expansion, holding that the focus should be on the future
benefits rather than the classification of the expenditure. The court also noted the
similarity of these costs to organizational expenses, which are generally capitalized.
Regarding amortization, the court held that FMR did not meet its burden to prove a
limited useful life for the benefits derived from the RICs, as its study focused only on
initial investments rather than the long-term benefits.

Practical Implications

This decision establishes that costs associated with launching new mutual funds are
capital expenditures, not deductible as ordinary business expenses. Investment
advisors must capitalize such costs, affecting their cash flow and tax planning. The
ruling also highlights the importance of demonstrating a limited useful life for
amortization purposes, which can be challenging in the context of mutual funds.
Practitioners should advise clients to carefully consider the long-term benefits of
business activities when determining the tax treatment of related expenditures. This
case has influenced subsequent rulings on the capitalization of costs related to
business expansion and the creation of new business entities.
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