Aunt Jemima Mills Co. v. Commissioner, 123 F.2d 730 (7th Cir. 1941)

A lessee acquiring a leasehold at a cost exceeding the present value of future rents
may amortize the premium over the lease term, deducting a portion of the cost each
year.

Summary

Aunt Jemima Mills Co. sought to deduct amortization expenses related to the
premium it paid to acquire a leasehold. The company argued it paid more than the
present value of the rents to secure the lease, and this excess should be deductible
as an expense over the lease’s term. The court sided with the taxpayer, holding that
the difference between the price paid for the lease and the present worth of the
rentals to be paid constituted a legitimate capital expenditure that could be
amortized annually as a deductible business expense.

Facts

Aunt Jemima Mills Co. acquired a leasehold on property in St. Joseph, Missouri, for a
lump sum of $175,000. The annual rental specified in the lease was $5,000. The
company contended the price paid for the lease greatly exceeded the reasonable
worth of the annual rental payments, and the excess was a premium paid to secure
the lease. The Commissioner disputed the amortization deduction, arguing that the
expenditure was not a capital expenditure and could not be amortized.

Procedural History

The Commissioner of Internal Revenue denied Aunt Jemima Mills Co.’s claim for a
deduction related to the amortization of the leasehold acquisition costs. Aunt
Jemima Mills Co. appealed this decision. The Board of Tax Appeals ruled against the
taxpayer. The case was then appealed to the Seventh Circuit Court of Appeals.

Issue(s)

Whether a lessee, having paid a premium to acquire a leasehold, is entitled to
amortize the cost of that premium over the term of the lease and deduct a portion of
the cost each year as a business expense?

Holding

Yes, because the amount the lessee paid to acquire the lease in excess of the present
worth of future rentals represents a legitimate capital expenditure that can be
amortized annually as a deductible business expense over the life of the lease.

Court’s Reasoning

The court reasoned that the amount the lessee paid to acquire the lease in excess of
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the present worth of future rentals represents a legitimate capital expenditure. The
court recognized that obtaining the lease was a valuable asset for the taxpayer’s
business. The Court emphasized that the taxpayer should be allowed to recover this
capital investment through amortization deductions spread over the life of the lease.
The court distinguished this situation from cases where the lease was acquired
without a premium, where the rental payments themselves are considered the
expense. The court quoted from Bonwit Teller & Co. v. Commissioner, 53 F.2d 381,
384 (2d Cir. 1931), stating: “If a tenant pays nothing for a lease, he can deduct as
rentals the payments he makes each year, but if he pays a premium, then this is a
capital investment, and all he can deduct each year is an aliquot part of the
premium.”

Practical Implications

This case confirms that businesses can deduct the cost of acquiring a leasehold over
the term of the lease, offering a tax benefit for lessees who pay a premium to secure
desirable property. Attorneys advising businesses should ensure that such payments
are properly documented and amortized to maximize tax savings. When valuing
assets in corporate transactions, the existence of favorable leases can increase the
overall value, and the amortization of related costs should be considered. This ruling
impacts real estate transactions, particularly in commercial leasing, as it provides a
clear mechanism for lessees to recoup the costs associated with acquiring valuable
lease agreements. Subsequent cases have often relied on Aunt Jemima Mills to
determine the amortizable basis and the appropriate period for amortization of
leasehold acquisition costs.
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