7 T.C. 556 (1946)

An amount paid by a lessor to cancel a lease is a capital expenditure that must be
amortized over the remaining term of the canceled lease, regardless of whether the
cancellation was to facilitate a new lease.

Summary

The Heller Trust paid $65,000 to cancel an existing lease to secure a more favorable
lease with the U.S. Government. $9,000 was paid in 1940 and $56,000 in 1941. The
trust deducted the $56,000 in 1941. The Commissioner disallowed a portion of this
deduction, arguing it should be amortized over the remaining term of the original
lease. The Tax Court agreed with the Commissioner, holding that the cost of
canceling a lease is a capital expenditure recoverable through amortization over the
original lease’s remaining term, irrespective of the purpose of the cancellation.

Facts

The Clara Hellman Heller Trust (petitioner) leased a ranch to Edward Heller for five
years beginning November 1, 1939. The lease allowed Heller to cancel at the end of
any year with 90 days’ notice. In 1940, the U.S. Government sought to lease or buy
the ranch. The petitioner could not lease or sell to the government without first
canceling Heller’s lease. An agreement was reached where the petitioner would pay
Heller $65,000 to cancel his lease. Contemporaneously, the petitioner negotiated a
lease with the U.S. Government, including an option for the government to purchase
the property. The payment to Heller was contingent on the petitioner receiving
rental income from the U.S. Government. The U.S. Government entered into
possession, and Heller vacated the premises.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioner’s
1941 income tax. The Commissioner disallowed a portion of the $56,000 deduction
claimed for payments to cancel the lease and a portion of a deduction for services
related to the lease with the U.S. Government. The Tax Court reviewed the
Commissioner’s determination.

Issue(s)

1. Whether the Commissioner erred in disallowing a portion of the $56,000 paid to
cancel the lease, arguing it should be amortized over the remaining term of the
canceled lease rather than deducted in full in 1941.

2. Whether the Commissioner erred in disallowing a portion of the deduction for
$4,800 paid for services related to negotiating the lease with the U.S. Government.

Holding
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1. Yes, in part. The Tax Court agreed with the Commissioner that the $56,000
payment must be amortized but determined the amortization period should be the
remaining term of the original lease, not the term of the new lease with the
government, because the cancellation cost related to that period.

2. No. The Commissioner’s determination on the amortization of the $4,800 cost was
upheld to the extent argued by the commissioner.

Court’s Reasoning

The court reasoned that expenditures to cancel leases are capital in nature and must
be spread over a period of time to accurately reflect income. It rejected the
petitioner’s argument that the cancellation costs should be amortized over the term
of the new lease with the U.S. Government, stating that the cost of canceling a lease
is recoverable through deductions spread over the unexpired term of that lease. The
court emphasized that possession obtained by the cancellation is tied to the original
lease’s term. Regarding the $4,800 for services, the court agreed with the
Commissioner that it was a capital cost of the new lease and should be amortized
over the lease term, without renewals being considered since that issue was not
properly raised.

Practical Implications

This case provides a clear rule for lessors seeking to deduct costs associated with
lease cancellations. It establishes that payments for lease cancellations are capital
expenditures that must be amortized over the remaining term of the canceled lease.
The ruling emphasizes the importance of linking the expense to the asset being
exhausted, which is the right to possess the property under the original lease. This
decision helps in determining the appropriate tax treatment for lease cancellation
payments, providing predictability for taxpayers and guiding legal practice in this
area.
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