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The Montgomery Co. v. Commissioner, 54 T. C. 986, 1970 U. S. Tax Ct.
LEXIS 143 (1970)

Lease cancellation payments made to obtain a new, more lucrative lease must be
amortized over the life of the new lease, and a corporation’s reasonable business
needs can justify earnings accumulation to avoid the accumulated earnings tax.

Summary

The Montgomery Co. paid $10,000 to cancel a lease with Chevrolet to facilitate a
new 25-year lease with TraveLodge for a motel venture. The Tax Court ruled this
payment must  be amortized over the 25-year TraveLodge lease,  not  the 2-year
Chevrolet  lease,  as  it  was  made  to  secure  the  new  lease.  On  the  issue  of
accumulated earnings, the court found Montgomery’s accumulation of earnings was
justified  by  the  motel  venture’s  reasonable  business  needs,  thus  avoiding  the
accumulated earnings tax. The decision underscores the importance of linking lease
cancellation  payments  to  new  business  opportunities  and  the  need  to  justify
earnings retention with business requirements.

Facts

Montgomery Co. negotiated with TraveLodge to lease a property previously leased
to Chevrolet.  To secure this new lease,  Montgomery paid Chevrolet $10,000 to
vacate  the  premises.  Montgomery  treated  this  payment  as  a  2-year  lease
cancellation expense, but the IRS argued it should be amortized over the 25-year
TraveLodge lease. Montgomery also faced an accumulated earnings tax challenge
from the IRS, claiming the company accumulated earnings beyond business needs to
avoid shareholder taxes.

Procedural History

The IRS determined deficiencies in Montgomery’s income tax for 1962-1964 and
proposed an accumulated earnings tax. Montgomery petitioned the U. S. Tax Court,
which ruled on both the lease cancellation payment and the accumulated earnings
tax issues.

Issue(s)

1. Whether the $10,000 payment to Chevrolet should be amortized over the 2-year
lease with Chevrolet or the 25-year lease with TraveLodge?
2. Whether Montgomery was availed of for the purpose of avoiding income tax with
respect to its shareholders by accumulating earnings and profits?

Holding

1. No, because the payment was made solely to acquire the new TraveLodge lease, it
should be amortized over the 25-year life of that lease.
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2. No, because Montgomery’s accumulation of earnings was within the reasonable
needs of its motel business, thus avoiding the accumulated earnings tax.

Court’s Reasoning

The  court  applied  the  principle  that  lease  cancellation  payments  are  capital
expenditures  when made to  obtain  new leases,  citing  Trustee  Corporation  and
Business Real Estate Trust of Boston. It reasoned that the payment to Chevrolet was
necessary for the TraveLodge lease, thus justifying amortization over the 25-year
term. On the accumulated earnings issue, the court considered Montgomery’s motel
venture and financial obligations, concluding that the company’s accumulation of
earnings was within the reasonable needs of its business, supported by Section 537
of the Internal Revenue Code and cases like Smoot Sand & Gravel Corporation. The
court noted the importance of not substituting its business judgment for that of the
corporation’s directors.

Practical Implications

This  decision informs how lease cancellation payments should be treated when
linked to new business opportunities, emphasizing their capital nature and the need
to  amortize  over  the  new lease’s  term.  For  tax  professionals,  it  highlights  the
importance of documenting the purpose of such payments.  On the accumulated
earnings tax, the case underscores that a corporation can justify earnings retention
if linked to reasonable business needs, such as expansion or debt retirement. This
ruling impacts how similar cases should be analyzed, focusing on the nexus between
retained earnings and business requirements. Later cases, like Magic Mart, Inc. ,
have  referenced  this  decision  in  evaluating  the  reasonableness  of  earnings
accumulations.


