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Manhattan Co. of Virginia, Inc. v. Commissioner, 50 T. C. 78 (1968)

Customer lists are capital assets that may be partially depreciable if they have a
limited useful life, but portions of such lists may constitute nondepreciable goodwill.

Summary

Manhattan Co. of Virginia, Inc. , and its subsidiary purchased customer lists from
Arcade-Sunshine,  Inc.  ,  for  home  pickup-and-delivery  laundry  and  drycleaning
services. The issue before the United States Tax Court was whether the cost of these
customer lists could be fully deducted in the year of purchase or if they should be
treated as capital assets subject to depreciation. The Court held that the lists were
capital assets, not fully deductible in the year of purchase, and that 75% of the cost
was  depreciable  over  a  five-year  period,  with  the  remaining  25% allocated  to
nondepreciable goodwill. This decision emphasized the need to allocate the cost of
intangible assets between depreciable and nondepreciable components based on
their useful life.

Facts

In March 1961, Manhattan Co. and its subsidiary, Manhattan Co. of Virginia, Inc. ,
purchased  customer  lists  from  Arcade-Sunshine,  Inc.  (Arcade),  which  included
names and addresses of 2,601 customers in the District of Columbia and Maryland,
and 1,753 customers in Virginia. The purchase price was $33,290 for the Maryland
and D. C. lists and $23,429 for the Virginia lists. The agreements also included
covenants not to compete from Arcade and its officers. The lists were used for home
pickup-and-delivery  laundry  and  drycleaning  services.  The  petitioners  did  not
acquire any right to use the Arcade name. They integrated these customers into
their existing routes, resulting in an increase in their routes. The petitioners sought
to deduct the cost of the customer lists as ordinary business expenses, but the IRS
disallowed these deductions.

Procedural History

The IRS determined deficiencies in the petitioners’ income taxes for the years 1961
to 1963, disallowing the deductions for the cost of the customer lists. The petitioners
filed a petition with the United States Tax Court challenging these deficiencies. The
Tax Court heard the case and issued its opinion on April 17, 1968.

Issue(s)

1. Whether the petitioners are entitled to deduct the cost of customer lists in the
year of purchase as ordinary and necessary business expenses.
2.  If  not,  whether the petitioners are entitled to deductions for depreciation or
amortization of the customer lists over the useful life of the assets.
3.  Whether  the  customer  lists  are  capital  assets  of  a  nature  not  subject  to
depreciation or amortization.
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Holding

1. No, because the customer lists are capital assets with a useful life extending
beyond the year of purchase.
2. Yes, because 75% of the cost of the customer lists can be depreciated over a five-
year period, reflecting the limited useful life of the information on the lists.
3.  Partially,  because  25%  of  the  cost  of  the  customer  lists  is  allocated  to
nondepreciable goodwill and other continuing advantages.

Court’s Reasoning

The Court applied the principle that assets with a useful life of more than one year
are capital  assets,  not  deductible as ordinary business expenses in the year of
purchase. It found that the customer lists had value beyond the initial year, as they
allowed the petitioners to contact and potentially retain customers for an extended
period. The Court rejected the petitioners’ argument that the lists were comparable
to advertising expenses, noting that customer lists are not recurring expenses but
rather provide long-term benefits.

The Court also considered whether the customer lists were a single indivisible asset
or could be broken down into separate assets for each customer. It held that the lists
were a single asset but that portions of this asset could be depreciable if they had a
limited useful life. Based on the petitioners’ experience of losing 21% to 25% of their
customers annually, the Court determined that 75% of the cost of the lists could be
depreciated over five years. The remaining 25% was allocated to nondepreciable
goodwill and other continuing benefits, such as the potential for referrals and the
retention of certain institutional customers.

The  Court’s  decision  was  supported  by  regulations  allowing  depreciation  for
intangible assets with a reasonably determinable useful life. It cited cases involving
similar assets,  such as insurance expirations,  to support its  conclusion that the
useful life of the customer lists could be estimated.

Concurring opinions by Judges Drennen and Simpson argued for a different method
of depreciation based on the loss of individual customers, but the majority opinion
emphasized the need for a consistent method of depreciation over a fixed period. A
dissenting opinion by Judge Atkins argued that the customer lists were an indivisible
asset with an indefinite useful life, not subject to depreciation.

Practical Implications

This decision impacts how businesses can treat the cost of customer lists for tax
purposes. It establishes that customer lists are capital assets, not fully deductible in
the year of purchase, but that portions of such lists may be depreciable if they have
a limited useful life. Businesses must carefully allocate the cost of intangible assets
between depreciable and nondepreciable components, based on the expected useful
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life of the information contained in the lists.

For legal practitioners, this case underscores the importance of understanding the
nature of intangible assets and their treatment under tax law. It also highlights the
need for detailed records and evidence to support claims of depreciation for such
assets.

The decision may affect business practices in industries reliant on customer lists,
such  as  insurance,  financial  services,  and  retail,  by  requiring  a  more  nuanced
approach to accounting for the acquisition of such lists. It also sets a precedent for
later  cases  involving  the  depreciation  of  intangible  assets,  which  have  applied
similar  principles  to  allocate  costs  between  depreciable  and  nondepreciable
elements.


