1,1998,U entered into an acquisitionW, andY each use an accrual method ¢
agreement with/ to purchase all the as-accounting and a calendar taxable ye:
sets ofV. U did not prepare and submit aEach of the acquisition agreements e
letter of intent, or any other preliminarytered into byU, W, andY were subject to
agreement or written document evidenceustomary conditions of closing. Finally
ing an intent to acquir¥ prior to execut- U, W, andY each completed the acquisi
ing the acquisition agreement. tions in 1998 and timely elected on the
1998 federal income tax returns to amo
tize start-up expenditures over a period |
In May 1998, corporatioW began not less than 60 months under § 195(b).

searching for a trade or business to a¢-n\ AND ANALYSIS

quire. In anticipation of finding a suitable

target to acquire\V hired an investment  Section 195(a) provides that, except :
banker to evaluate three potential busitherwise provided in § 195, no deductio
nesses and a law firm to begin draftings allowed for start-up expenditures.
regulatory approval documents for a tar- Section 195(b) provides that start-u
get. EventuallyW decided to purchase expenditures may, at the election of tr
all the assets of corporatioh WandX taxpayer, be treated as deferred expen:
entered into an acquisition agreement ofhat are allowed as a deduction prorat
December 1, 1998. equally over a period of not less than ¢
months (beginning with the month ir
which the active trade or business begin:

In June 1998, corporationhired a law  Section 195(c)(1) defines “start-up ex
firm and an accounting firm to assist inPenditure,” in part, as any amount (A
Rev. Rul. 99-23 the potential acquisition of corporatigh Paid or incurred in connection with inves

: : by performing certain services that thdigating the creation or acquisition of a
ISSUE parties labeled as “preliminary due dili-active trade or business, and (B) which,

gence.” These “due diligence” serviceaid or incurred in connection with the
When a taxpayer acquires the assets picluded conducting research @ in- operation of an existing active trade c

an active trade or business, which expemtustry (including information relating to business (in the same field as the trade
ditures will qualify as investigatory costscompetitors o), and analyzing financial business referred to in subparagraph (A
that are eligible for amortization as startprojections forZ for 1998 and 1999. In would be allowable as a deduction for tr
up expenditures under § 195 of the InterSeptember 1998, afs request, the law taxable year in which paid or incurrec
nal Revenue Code? firm prepared and submitted a letter of inThus, in order to qualify as start-up ex
FACTS tent toZ. The offer contained in the I(a_tterpenditqres under § 195(c)(1), a taxpayer
of intent resulted from prior discussionsinvestigatory costs” must satisfy the re
Situation 1 betweenY and Z, and specifically stated quirements in both 88 195(c)(1)(A) an
that a binding commitment with respect tdB). In addition, the term “start-up expen
In April 1998, corporatiorlJ hired an the proposed transaction would resulditure” does not include any amount witl
investment banker to evaluate the possbnly upon execution of an acquisitionrespect to which a deduction is allowabl
bility of acquiring a trade or business unagreement. Thereafter, the law firm andnder §163(a), 164, or 174.
related toU’s existing business. The in-accounting firm continued to provide ser- Sections 162 and 1.162-1(a) of the I
vestment banker conducted research afices labeled as “due diligence,” includcome Tax Regulations allow a deductio
several industries and evaluated publicling a review oZ’s internal documents re- for all the ordinary and necessary e
available financial information relating tolating to insurance policies, employegenses paid or incurred during the taxak
several businesses. Eventuallynar- agreements, and lease agreements, an y@ar in carrying on any trade or busines
rowed its focus to one industry. The indepth review ofZ’s books and records, Courts generally have construed § 162
vestment banker evaluated several busind preparation of an acquisition agreesontaining five conditions that an exper
nesses within the industry, includingment. On October 10, 1998,entered diture must meet to qualify for deduction
corporationV and several o¥’s competi- into an acquisition agreement withto The expenditure must be (1) an expens
tors. The investment purchase all the assetsaf (2) ordinary, (3) necessary, (4) paid or ir
banker then commissioned appraisals In each of the three situations, theurred during the taxable year, and (*
of V's assets and an in-depth reviews trades or businesses of the targets are awade to carry on a trade or busineSge
books and records in order to determinetive trades or businesses unrelated to tl@@ommissioner v. Lincoln Savings an
fair acquisition price. On Novembertrades or businesses 0f W, andY. U, Loan Ass’n.403 U.S. 345 (1971).

Situation 2

Situation 3



Sections 263 and 1.263(a)-1(a) provide Accordingly, under § 195(c)(1)(B), ex-sale or property which may be depreciated or amol
that no deduction is allowed for anypenditures described in § 195(c)(1)(A)zed based onits useful life. . . Whether an amour
amounts paid out for new buildings or fotthat are incurred before the establishme#jltO g?lntf]'g?;tt'sogn%agrézrig?:rzr;sOﬁﬁ:iii;ﬁf_m
permanent improvements or bettermentsf an active business are deemed to be
made to increase the value of any proggaid or incurred in the operation of an exHouse Report at pages 10-11; Senate R
erty or estate. Section 1.263(a)—2(a) prasting active trade or business (in the samgort at pages 11-12.
vides that capital expenditures include théeld as the business that the taxpayer is Rev. Rul. 77-254, 1977-2 C.B. 63,
cost of acquisition, construction, or erecinvestigating whether to create or acwhich is specifically referenced by the
tion of buildings, machinery and equip-guire),i.e., they are deemed to satisfy thdegislative history of § 195 (House Repor
ment, furniture and fixtures, and similarcarrying on a trade or business requireat 9, Senate Report at 10), consider
property having a useful life substantiallynent. However, because § 195(c)(1)(Byvhich costs incurred in the potential ac-
beyond the taxable year. also requires that an expenditure deguisition of a new business are capital ac

Through provisions such as 88 162(agcribed in § 195(c)(1)(A) be allowable agyuisition costs for purposes of §8 165 an
and 263(a), the Code generally endeavoesdeduction for the taxable year in whict263. That ruling provides that expense:
to match expenses with the revenues qfaid or incurred, the expenditure stillincurred in the course of a general searc
the taxable period to which the expensesust meet all the other requirements dfor, or an investigation of, a business tha
are properly attributable, thereby re8162. Thus, the expenditure must be amlate to the decisionwhetherto pur-
sulting in a more accurate calculation obrdinary expense under § 162, and notehase a business amdich business to
net income for tax purposesSee, e.g., capital expenditure, to be a start-up expurchase are investigatory costs. How
INDOPCO, Inc. v. Commissiones03 penditure under § 195. “Section 195 digver, once a taxpayer has focused on tt
U.S. 79 (1992). not create a new class of deductible exacquisition of a specific business, ex-

In describing the law prior to § 195,penditures for existing businesses. . .penses that are related to an attempt to a
Congress explained that “investigatoryl]n order to qualify under section quire that business are capital in nature
expenses,” which were “costs incurred i195(c)(1)(B), an expenditure must be on&hus, the “final decision” referred to in
seeking and reviewing prospective busithat would have been allowable as a dehe legislative history of § 195 is the point
nesses prior to reaching a decision to aduction by an existing trade or businesat which a taxpayer makes its decisior
quire or enter any business,” normallywhen it was paid or incurred.”FMR whetherto acquire a business, andhich
were not deductible because they wer€orp. v. Commissionef10 T.C. No. 30 business to acquire, rather than the poir
not incurred in carrying on a trade or busitJune 18, 1998)See als®8§ 161 and 261 at which a taxpayer and seller are legall;
ness within the meaning of § 165ee (deductions are allowed, subject to capibligated to complete the transaction.
H.R. Rep. No. 1278, 96th Cong., 2d Sestalization provisions). Whether an expen- Courts have long held that legal, bro-
9 (1980) (House Report); S. Rep. Noditure is an ordinary expense or is capitdderage, accounting, appraisal, and simila
1036, 96th Cong., 2d Sess 10 (1980jh nature is a question of fact that dependssts incurred to acquire a capital asse
(Senate Report). The “carrying on a traden the context in which the expenditure isire capital expenditures under 8§ 263
or business” requirement was not mehcurred. See Commissioner v. I[dahowoodward v. Commission&97 U.S. 572
where investigatory expenses were inPower Co.418 U.S. 1 (1974);Deputy v. (1970) (when property is acquired by pur-
curred by a taxpayer who was not yet caduPont,308 U.S. 488 (1940);Welch v. chase, nothing is more clearly a part o
rying on any trade or business, or whereldelvering,290 U.S. 111 (1933). the process of acquisition than the estat
taxpayer was carrying on a trade or busi- The legislative history of § 195 pro-lishment of a purchase pricelynited
ness but incurred costs to investigate thédes the following guidance regardingStates v. Hilton Hotels Corp397 U.S.
creation or acquisition of another, unrewhether an expenditure is an ordinary in580 (1970);Beneficial Industrial Loan
lated trade or businesdd. However, a vestigatory cost that is an eligible start-uCorp. v. Handy16 F. Supp. 110, 112 (D.
taxpayer incurring costs to investigate thexpenditure, or a capital acquisition cost:Del. 1936),aff'd, 92 F.2d 74 (3d Cir.
expansion of an existing business gener- Eligible expenses consist of investigatory Cc)St31937); Rev. Rul. 73-580, 1973-2 C.B. 86
ally cogld deduct those costs under § 162, prior to reaching a final decision to acquire For gxa-mple, irEllis Banking Corp. v.
assuming the other requirements of thaf enter that business. These costs include expenée@mmissionerT.C. Memo. 1981-123,
section were met. This disparity in thencurred for the analysis or survey of potential maraff’d in part & rem’d in part,688 F.2d
tax treatment of investigatory expensekets, products, labor supply, transportation facilities] 376 (11th Cir. 1982), the taxpayer in-
resulting from the “carrying on a trade o*'¢: _ . o curred expenses for office supplies, filing
business” requirement discouraged tax: start-up expenditures eligible for amortization dqu o 406 ang accounting services il

) . . . ot include any amount with respect to which a de- ’ . LR . .
payers from investigating the creation Ofyction would not be allowed to an existing trade oEONNECtiON with its examination of tar-
acquisition of new trades or businessesusiness for the taxable year in which the expendget's books and records. The examinatio
Section 195 was enacted, in part, to miniure was paid or incurred. . .. In addition, the amoiwas performed pursuant to an acquisitior
mize this disparity and thereby encouragiation election for start-up expenditures does nodgreement for the purchase of target’
formation of new businesses by providingPPY. '° amounts paid or incurred as part of the ags 44 \vas contingent on several term

i . X y ,p, X %wsmon cost of a trade or business. Also, start—u% . 9
an amortization deduction for eligible in-expenditures do not include amounts paid or in@Nd conditions, such as regulatory ap
vestigatory expenses. curred for the acquisition of property to be held foproval. The Tax Court concluded that the



expenses were nondeductible capital exe the extent they were incurred to assistnd which new business to enter (othe!
penditures incurred in the acquisition of & in determining whether to acquire ahan costs incurred to acquire capital a:
capital asset. The Court of Appeals fobusiness and which business to acquirsets that are used in the search or inves
the Eleventh Circuit substantially af-If the evaluation oV andV's competitors gation) qualify as investigatory costs tha
firmed, noting that the requirement thabccurred aftet) had made its decision toare eligible for amortization as start-uy
costs be capitalized extends beyond thacquireV (for example, in an effort to es-expenditures under § 195. However, e
price payable to include any costs intablish the purchase price f&), such penditures incurred in the attempt to ac
curred by the buyer in connection with theevaluation costs are capital acquisitiouire a specific business do not qualify a
purchase, such as appraisals of the propests. start-up expenditures because they are ¢
erty or the costs of meeting any condi- In Situation 2,the costs incurred to quisition costs under § 263. The nature
tions of sale. evaluate potential businesses are investhe cost must be analyzed based on all t
Accordingly, expenditures incurred ingatory costs eligible for amortization asacts and circumstances of the transactic
the course of a general search for, or aart-up expenditures under § 195 to thg determine whether it is an investigator:
investigation of, an active trade or busiextent they relate to th@hetherand cost incurred to facilitate thehetherand
nessj.e.,expenditures paid or incurred inwhich decisions. However, the costs inwhichdecisions, or an acquisition cost in
order to determinerhetherto enter a new curred to draft regulatory approval docucurred to facilitate consummation of ar
business ana/hich new business to enterments prior to the tim&V decided to ac- acquisition.
(other than costs incurred to acquire capfjuireX are not start-up expenditures under
tal assets that are used in the search or §195. The costs related to such activitie® RAFTING INFORMATION
vestigation), are investigatory costs thagven if the activities occurred during the The principal author of this revenue
are start-up expenditures under § 195. Aperiod W is engaged in a general searchins is Susie K. Bird of the Office of
ternatively, costs incurred in the attempfor a business, were not incurred in ordex cqistant Chief Counsel (Income Tax an
to acquire a specific business are capité investigate whether to acquire a busia . nting). For further information re-
in nature and thus, are not start-up expeness and which business to acquire, byt jing this revenue ruling contact Ms
ditures under § 195. The nature of th&ather to facilitate an acquisition. Bird on (202) 622-4950 (not a toll-free
cost must be analyzed based on all the In Situation 3,an examination of the call).
facts and circumstances of the transactigiture of the costs incurred Myndicates
to determine whether it is an investigatoryhat Y made its decision to acquizin
cost incurred to facilitate thehetherand September 1998, around the time that
whichdecisions, or an acquisition cost ininstructed the law firm to prepare and
curred to facilitate consummation of thesubmit the letter of intent. The costs re-
acquisition. The label that the parties us@ted to the “preliminary due diligence”
to describe the cost and the point in timgervices provided prior to that time (in-
at which the cost is incurred do not necegluding the costs of conducting research
sarily determine the nature of the cost. ©onZ's industry and in reviewing financial
In Situation 1,an examination of the Projections ofZ) are typical of the costs
nature of the costs incurred indicates thécurred during an investigation to deter-
U made its decision to acquiveafter the Mine whether to acquire a new business
investment banker conducted research gid which new business to acquire. Thus,
several industries and evaluated publici{h€se costs are investigatory costs that are
available financial information. The cost<eligible for amortization as start-up ex-
incurred to conduct industry research anBenditures under § 195. The costs related
review public financial information are to “due diligence” services provided after
typical of the costs related to a general irfhat time, however, relate to the attempt to
vestigation. Accordingly, the costs in-acquire the business and must be capital-
curred to conduct industry research and #§€d under § 263 as acquisition costs.
evaluate publicly available financial in-Thus, the “due diligence” costs incurred
formation are investigatory costs eligibld® reviewT's internal documents, books
for amortization as start-up expenditure§nd records, and to draft the acquisition
under § 195. However, the costs relatingdréements are not eligible for amortiza-
to the appraisals of’s assets and an in-ton under § 195.
depth _review oiV's books _and re_gords O HoLDING
establish the purchase price facilitate con-
summation of the acquisition, and thus, Expenditures incurred in the course of
are capital acquisition costs. The costs ira general search for, or investigation of,
curred to evaluat¥ andV's competitors an active trade or business in order to de-
also may be investigatory costs, but onlyerminewhetherto enter a new business




