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I. LEGISLATIVE HISTORY

The following is an overall chronology of the legislative back-
ground in the 98th Congress of the revenue provisions of H.R. 4170,
the Deficit Reduction Act of 1984 (Public Law 98-369).!

A. House Action
H.R. 4170

H.R. 4170 as originally reported

H.R. 4170 was introduced and was ordered to be reported on Oc-
tober 20, 1983, to incorporate the markup decisions of the House
Committee on Ways and Means on various introduced tax bills and
other amendments. A report was filed on H.R. 4170 on October 21,
1983 (H. Rep. No. 98-432).2 In addition to seven tax titles, H.R, 4170
as reported included the Social Security Disability Benefits Reform
Act of 1983, the Medicare Budget Reconciliation Amendments of
1983, and trade assistance amendments.

On November 16, 1983, the House Rules Committee granted a
modified open rule (H. Res. 376) for consideration of HR 4170,
which rule failed of passage on November 17, 1983.

H.R. 4170 Committee amendment

On March 1, 1984, the Committee on Ways and Means approved
a Committee amendment as a substitute for H.R. 4170 as originally
reported. The Committee filed a supplemental report on its amend-
ment on March 5, 1984 (H. Rep. No. 98432, Pt. 2).3

The Committee amendment included nine tax titles plus the
Social Security disability, Medicare, and trade assistance titles. On
March 7, 1984, the House Rules Committee granted a modified
closed rule on H.R. 4170, making the Ways and Means Committee
amendment (without the three nontax titles) in order as a substi-
tute for H.R. 4170 as originally reported (H. Res. 462). The House
adopted the rule on April 11, 1984, and passed the bill with the

! In addition to this overall chronology, specific references to the legislative background of
each' revenue provision are-set forth in footnotes accompanying the e lanation of the provi-

sions in Parts III and IV of this document These legmlatlve bac references include, as
appropriate, citations to the follo : H.R. 4170, commiittee amen ent approved by the House
Committee on Ways and Means on March-1, 1984 (H. Rep. No. 98-43; 2; March 5, 1984);

“Deficit Reduction Act of 1984,” as approved by the Senate Committee on Finance on March 21,
1984 (S, Prt. 98-169, Vols. I and II; April 2, 1984); Senate floor amendments, if any, to H.R. 2163
(added to HLR. 4170 before sendmg HR. 4170 to conference), the Conference Report on H.R. 4170
(Joint ci)lanatory Statement of the Committee of Conference) (H.-Rep. No. 98-861; June 23,
1984); and H. Con. Res. 328, which directed the enrolling clerk to make certain technical and
clerical corrections to H.R. 4170.

2 Fourteen bills, as amended, were incorporated along with other Committee amendments into
H.R. 4170 as reported For more details on the legislative history of the Ways and Means Com-
lllilt]t;e and Subcommittee hearings and markups on these bills, see H. Rep. No. 98432, pt 2, pp.

3 For more details on the legislative history of the Committee hearmgs and markup on the
Committee amendment, see the Supplemental Report, pp. 1025-28.
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Committee amendments, including a technical amendment, by a
vote of 31897 on April 11, 1984. H.R. 4170 was received in the
Senate on April 26, 1984, and placed on the Senate Legislative Cal-
endar (Senate Calendar No. 800).

H.R. 2163

~ H.R. 2163, the Sport Fish Restoration Act of 1983, was introduced

on March 16, 1983, and referred to the House Committee on Mer-
chant Marine and Fisheries. The Subcommittee on Coast Guard
and Navigation marked up the bill on April 20, 1983, and forward-
ed the bill (adding amendments relating to the Federal Boat Safety
Act of 1971) to the full Committee on Merchant Marine and Fisher-
ies on April 20. The full Committee marked up the bill on May 10,
1983, and reported the bill as amended on May 16, 1983 (H. Rep.
No. 98-133 Part 1).

HR. 2163 was sequentially referred to the Committee on Ways
and Means for a period ending July 15, 1983. The Ways and Means
Committee held a hearing on June 2, 1983, and marked up the bill
on June 29, 1983. The bill was reported by the Ways and Means
Committee with an amendment in the nature of a substitute on
July 1, 1983 (H. Rep. No. 98-133, Pt. 2).4

On July 12, 1983, the House by voice vote suspended the rules
and passed H.R. 2163, as amended by the Ways and Means Com-
mittee. Thus, as passed by the House, the bill related primarily to
the Sport Fish Restoration and Federal Boat Safety Programs, and
the excise taxes on sport fishing equipment and motorboat fuels
that finance these programs. The House-passed bill also included
provisions relating to the excise tax on certain arrows and the tax-
exempt status of the proposed National Fish and Wildlife Founda-
tion (contained in a separate bill, H.R. 2809, subsequently enacted
in P.L. 98-244).

B. Senate Action

S. 2062

The Senate Committee on Finance approved its fiscal year 1984
budget reconciliation recommendations (revenue and spending pro-
visions) on October 31, 1983, and transmitted bill and report lan-
-guage on that date to the Senate Budget Committee. The Budget
Committee included the Finance Committee’s revenue and spend-
ing recommendations as title I (Deficit Reduction Tax Act of 1983)
of S. 2062 (Omnibus Reconciliation Act of 1983) as reported by the
Budget Committee on November 4, 1983 (S. Rep. No. 98-300). S.
2062 was placed on the Senate Calendar on November 16, 1983, was
considered on November 16-17, 1983, and was returned to the Cal-
endar on November 18, 1983.

* The bill was then sequentially referred to the Committee on Interior and Insular Affairs for
a period ending July 11, 1983. The Interior Committee was discharged by motion on July 11, and
the bill was placed on the House Calendar on July 11, 1983.



H.R. 2163

1983 consideration

H.R. 2163, as passed by the House, was referred to the Senate Fi-
nance Committee on July 13, 1983. A hearing was held on August
3, 1983, by the Finance Subcommittee on Taxation and Debt Man-
agement. The substance of the bill (with amendments)> was includ-
ed in the Finance Committee revenue reconciliation proposa.l 1n S.
2062 as reported.

The Finance Committee then marked up H.R. 2163 on November
7, 1983, and reported it on November 15, 1983 (S. Rep. No. 98-312),
substituting miscellaneous trade and tariff matters from S. 230, S.
453, and S. 759 for the House-passed revenue provmlons

1984 congideration

Finance Committee markup.—The Finance Commlttee marked ap
its deficit reduction (revenue and spending) proposals on February:
23, 28-29, and March 1, 7-8, 13-15, and 20-21, 1984, with Committee
approval on March 21 of a deficit reduction proposal. The Finance
Committee printed an explanation and statutory language of its
deficit reduction proposal on April 2, 1984 (S. Prt. 98-169, Vols. I
and II). The deficit reduction proposal included the revenue .and
spending provisions of S. 2062 with further amendments as well
as new provisions. -

Senate floor action.—The Flnance Committee deficit reduction
proposal (revenue and spending provisions) was considered as a
floor amendment to H:R. 2163, beginning on April 5, 1984, and con-
tinuing on April 9-12, 1984. The amendment, as amended by fur-
ther Senate floor amendments was approved on Apnl 12 1984 by
arecord vote of 76-5.

The Senate continued floor debate on spending-related amend-
ﬂe?’;;sltggil -R. 2163 on April 24-26, and 30, and May 1-8, 811, and.

H.R. 4170

. The provisions of H.R. 2163, as amended by the revenue provi-
sions (Deficit Reduction Tax Act of 1984) and the spending-related
provisions, were substituted by the Senate as an amendment to
H.R. 4170 on May 17, 1984, and passed by a record vote of 74-23.

C. Conference Action
Conference

On May 17, 1984, the Senate insisted on its amendments and
asked for a conference. Conferees appointed with respect to the rev-
enue provisions were the following: Senators Dole, Packwood, Roth,
Danforth, Chafee, Long, Bentsen, Matsunaga, and Baucus. On May
23, 1984, the House requested a conference and appointed the fol-
lowmg as conferees with respect to the revenue provisions: Repre-
sentatives Rostenkowski, Gibbons, Pickle, Rangel, Stark, Conable,
Duncan, and Archer. Also on May 23 by unanimous consent, the

s Except for the provision relating to the tax-exempt status of the National Fish and Wlldhfe
Foundation.
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House added a further amendment to the House-passed H.R. 4170
relating to certain spending reduction provisions. On May 24, 1984,
the Senate disagreed to the further House amendment and agreed
to a conference on the bill.

Conference was held on the revenue provisions on June 6-8, 12,
14-15, and 18-23, 1984, The conferees filed a conference report on
H.R. 4170 on June 23, 1984 (H. Rep. No. 98-861). The Act was divid-
ed into Division A, Tax Reform Act of 1984, and Division B, Spend-
ing Reduction Act of 1984.

House-Senate consideration of conference report

The conference report on H.R. 4170 was passed on June 27, 1984,
by a vote of 268-155 in the House, and -by a vote of 83-15 in:the
Senate. A Concurrent Resolution (H. Con. Res. 328), to provide
technical“and clerical corrections to H.R. 4170, was passed by the
House (voice vote) on June 27, 1984. H. Con. Res. 328 was amended
and- passed by the Senate (voice vote) on June 29, 1984, and was
approved by the House (voice vote) as amended on June 29, 1984

D. Enactment of H.R. 4170

H.R. 4170, the Deﬁclt Reduction Act of 1984, was 51gned 1nto law
by Presiderit Reagan on July 18, 1984 @ubhc I..aw 98-369).

E. Subsequent Related Tax Legislation

"Subsequent to enactment of Public Law 98-369, Congress passed
two tax bills which included provisions relating to certain tax pro-
visions included or considered in the Tax Reform Act of 1984: H R.
2568 (relating. to educational assistance plans) and H.R. 5361 (relat-
ing to group legal services plans and imputed interest on sales of
real roperty).

. 2568 was signed by the President on October 31, 1984 (P.L.
98-611) ¢ H.R. 5361 was signed into law by the President on October
31,1984 (P.L. 98-612).

e A Senate amendment to H.R. 4170, which was not agreed to by the conference committee,
wotlld have extended the previous section 127 exclusion through 1985. See section-890 of the
Finance Committee amendment approved on March 21, 1984; S.- Prt 98-189, Vol. L, pp. 779-781.



I1. GENERAL REASONS FOR REVENUE PROVISIONS

Despite the recovery of the U.S. economy in 1983, Congress was
concerned that the budget deficits projected by both the Office of
Management and Budget and the Congressional Budget Office
would threaten continued economic growth and investment ‘at a’
low rate of inflation. The main objective of the Tax Reform Act of
1984 was to reduce these budget deficits in order to safeguard the
economic recovery. A related objective was to prevent further ero-
sion of the tax base as a result of tax sheltering activity. The
budget deficit has been aggravated by the growth of tax shelter
partnerships and the use of structural tax rules in a way that
achieves tax benefits far in excess of those intended by Congress.
Additional objectives were to ensure that all taxpayers pay a fair
share of the tax burden, to reform the taxation of international
. income, and to improve the administration and efficiency of the tax
system. Finally, the Act was designed to provide tax incentives for
certain investments to promote continued economic growth.

Deficit Reduction
Background

In February 1984, the Congressional Budget Office estimated
that current fiscal policy would produce a substantial growth in
the Federal deficit from $195 billion in fiscal year 1983 to $326 bil-
lion in 1989. Furthermore, an increasing portion of the budget defi-
cit appeared to be attributable to structural features of tax and
spending programs rather than adverse cyclical conditions.

The Congressional Budget Office estimated that the structural
budget deficit would more than double relative to gross national
product (GNP), from 2.4 percent in 1983 to 5.5 percent in 1989, This
rising stream of deficits was projected to add more than $1.5 tril-
lion to the national debt over the 1984-89 period, increasing Feder-
al borrowing from one-third to one-half of GNP. The cost of servic-
ing the debt was projected to increase from 11 percent to 16 per-
cent of Federal budget outlays from 1983 to 1989, which would
have made it even more difficult to cut the deficit in future budget
cycles if no action was taken in 1984.

Congress believed that if action was not taken to reduce these
budget deficits, it would have been more difficult to sustain real
economic growth and price stability. If monetary policy continues
to be anti-inflationary, the competition between public and private
borrowing, as the economy aproaches full employment, will put
upward pressure on interest rates. High real interest rates harm
private capital formation and contribute to the appreciation of the
dollar, relative to foreign currencies, which adversely affects the
merchandise trade balance. The adverse effects of mounting budget
deficits and high real interest rates were apparent in the deterio-
rating trade balance, which recorded a deficit in 1983 exceeding
$60 billion.

(5)
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In recognition of the defimt problem, the President proposed a
$150 billion “down payment” on the budget deficit over three
years. The Act includes revenue measures which raise $1.1 billion
n ﬁscal 1984, $10.6 billion in 1985, $16.5 billion in 1986, and $22.5
billion in 1987 for a total revenue increase of $50.7 billion over the

- four-year period. Thus, the Act achieves approximately one-third of
the deficit reduction target through revenue increases.

Tax provisions .

‘The Act contains numerous provisions Whlch are designed to
reduce the budget deficit in a fair and equitable manner. The Act
postpones ten tax reductions scheduled to take effect in 1984 and
subsequent years. Congress believed that this postponement, which
does not raise any taxes above their level at the end of 1983, is a
fair way to reduce the deficit, and will cause far less dlsruptlon :
than the imposition of new tax increases.

Another important deficit reduction provision is an increase in
the cost recovery period for new and used depreciable real property
from 15 to 18 years. The highly accelerated depreciation deductions
for real property provided under prior law, in conjunction with ex-
emption from the “at-risk” rules, the general rules for accrual of
interest on original issue discount debt, and the general recapture
rules, contributed to the rapid growth of real estate tax shelters.
The Act reduces the incentive to promote tax-oriented real estate
partnerships, and to engage in other tax-motivated transactions
such as the sale and leaseback of office buildings. However, the Act
provides some protection for low-income families by exempting low-
income housing from the extension of the depreciation period.

Insofar as possible, Congress attempted to meet its deficit reduc-
tion target without adversely affecting the average taxpayer or av-
erage program beneficiary. When provisions do affect the average
taxpayer, this has been because Congress believed that prior law
provided unnecessary or unintended benefits. For example, the Act
modifies the income averaging formula because use of this provi-
sion has expanded dramatically in recent years, and the averaging
threshold need not be as generous in view of the tax rate cuts and
tax indexing enacted in 1981.

Much of the Act’s deficit reduction involves the sca.lmg back of
unwarranted tax advantages for businesses. The Act eliminates
certain tax benefits by broadening the definition of a corporation’s
earnings and profits to measure more accurately its economic
income. This will prevent shareholders from avoiding tax on a por-
tion of dividends in situations where the prior earnings and profits
rules understated the corporation’s economic income. Also, the Act
increases the present-law reduction in certain corporate tax prefer-
erices from 15 to 20 percent, and requires corporations to capitalize,
rather than expense, construction period interest and taxes on resi-
dential property other than low-income housing. The Act also re-
duces the tax benefits available to certain business property if 50
percent or more of the property’s use is for personal purposes.
provision reduces the tax benefits claimed by taxpayers on proper-
ty that is not used primarily in a trade or business.
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Prevention of Tax Base Erosion

Congress believed that the proliferation of tax shelters had seri-
ously eroded the tax base and adversely affected the efficiency and
equity of the tax system. The increase in tax shelter activity had
aggrevated the nation’s deficit problem, particularly in the ‘case of
“abusive” shelters where the tax write-offs were several times
larger than the equity investment. The proliferation of tax-shel-
tered investments shifts the tax burden to those taxpayers who do
not or cannot participate in such investments, and the organization
and promotion of tax shelters diverts thousands of skilled profes-
sionals from potentially more productive activities. Accordingly,
the Act contains a number of provisions designed to eliminate un-
interided tax results achieved in certain partnership transactions.

Many tax shelter transactions derive unintended tax benefits by
exploiting the Code’s failure to take into account the time value of
money. For example, the tax law has been slow to require econom-
ic accrual of interest on obligations issued at a discount. The Act
requires the economic accrual of interest on‘deferred payments
made in connection with the sale or exchange of property and serv-
ices in certain transactions that are excluded under current law.
This will limit the extent to which taxpayers can achieve substan-
tial reductions in tax liability merely by changing the form in
which property is sold. A related provision of the Act prevents the
deferral of depreciation recapture in- situations where depreciable
property is sold using the installment method.

Another area where the tax base has been seriously eroded is the
use of tax-exempt bonds for private purposes. In recent years; the
use of such bonds has grown far beyond what was originally in-
tended by Congress, and has significantly raised interest rates on
the general obligation bonds that State and local : governments
issue to finance their operations. The Act limits the benefits of pri-
vate purpose tax-exempt bonds in order to curb the uncontrolled
Eoedgzial tax expenditure for private property financed with these

nds.

Congress was also concerned about the use of leasing and sale-
leaseback arrangements by Federal agencies, State and local gov-
ernments, ‘and other tax-exempt entities in order to obtain the ad-
vantages of accelerated depreciation and other tax benefits. In
these lease transactions, a portion of the tax benefit available to
the lessor is passed through to the nontaxable lessee in the form of
lower rents. Thus, the leasing arrangement allows tax benefits to
flow through to nontaxable entities that are not eligible for them
on their own account. The cost advantage of leasing versus pur-
chasing property is a benefit which is effectively paid by the Feder-
al government to the tax-exempt entity. Moreover, the cost to the
Federal government is' more than the benefit received by the tax-
exempt entity—some of the benefits go to the lessor and to finan-
cial and-other intermediaries. The Act eliminates the excessive tax
benefits for property used by tax-exempt entities.

Tax Equity
Congress was concerned that the tax system should be as equita-
ble as possible and, equally important, should be perceived by tax-
payers as fair. Compliance with the tax law is likely to decline if
taxpayers believe that the burden is unfairly distributed as a result
of inequities in the tax system. ,
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One inequity arose where employers provided employee benefits

through the establishment of a tax-exempt employees’ beneficiary
associations (VEBAs). Some VEBAs were being used to allow em-
ployers to earn tax-exempt interest on excessive reserves. The Act
limits the overfunding of welfare benefit plans merely to facilitate
the deferral of income tax. ‘
, "C()ngress was also concerned about the fairness of the tax system
with respect to low-income households. Under limits established in
1979, low-income taxpayers were eligible for a refundable 10-per-
cent credit on the first $5,000 of income (3500 maximum credit)
which was phased-down to zero as income increased from $6,000 to
$10,000. Since 1979, increases in the social security tax and the cost
of living had increased the relative burden of the income tax on
certain low-income households. The Act increases the earned
income credit to 11 percent on the first $5,000 of income ($550 max-
imum credit), and the credit is phased out at an income of $11,000.
This change provides relief to low-income taxpayers while preserv-
ing incentives to work. The Act also extends the targeted jobs tax
credit through December 31, 1985. This provision benefits economi-
cally disadvantaged groups of workers that have historically expe-
rienced unemployment rates above the national average.

Congress believed that the structure of the taxation of life insur-
ance companies should be fundamentally revised to ensure similar
tax treatment of different segments of the industry. The Life Insur-
ance Company Tax Act of 1959 (on which prior law was based) was
designed to ensure that the life insurance industry as a whole paid

“a target amount of tax and that the distribution of this tax burden
within the industry was balanced. The three-phase structure of
prior law was extremely complex, and in the past few years the
presence of high interest rates and new investment-oriented life in-
surance products has substantially redistributed the industry’s tax
burden,. Congress believed that a simpler single-phase tax, more
like that imposed on corporations in other industries, would ensure
that life insurance companies face comparable tax burdens. ,

The Act reduces scheduled increases in the heavy vehicle use tax
provided by the Surface Transportation Assistance Act of 1982
(Highway Revenue Act title). These changes were designed to dis-
tribute more equitably the burden of such taxes among users of the
nation’s highway system while maintaining adherence to cost allo-
cation principles adopted in earlier legislation.

Taxation of Internatior;al Income

The Act reforms numerous provisions of the Code concerning the
taxation of income earned abroad by U.S. residents and the tax-
ation of U.S.-source income earned by foreign investors.

The Act reforms the rules governing transfers of appreciated
property to foreign corporations; in particular, the tax-free transfer
of intangibles to foreign corporations. The Act also prevents im-
proper use of the foreign tax credit to reduce U.S. taxes on U.S.-
source income.

Under prior law, interest paid by a U.S. borrower to a foreign
lender was generally subject to a 30-percent withholding tax. Some
U.S. borrowers argued that treaty arrangements allowed them to
borrow funds from foreigners free of the withholding tax. The Act
eliminates the 30-percent tax on certain portfolio interest received
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by foreigners, and gives Treasury regulatory authority to prevent
tax avoidance by U.S. residents receiving such interest.

Under prior law, the use of a Domestic International Sales Cor-
poration (DISC) allowed deferral of corporate income tax on a por-
tion of export-related income. The DISC system of taxation was an
irritant in trade negotiations. The Act creates a new system of
taxing the export income of foreign sales corporations (FSCs). The
FSC system of taxation was designed to comply with the letter and
spirit of the General Agreement on Trade and Tariffs (GATT) code,
and to be revenue neutral compared to the DISC system.

Improved Tax Administration and Simplification

Congress examined numerous provisions of the tax law, and rec-
ommended simplification or administrative improvements in sever-
al areas. .

The Act groups existing income tax credits into logical categories
and provides uniform tax liability limitations and carryover rules.
The Act simplifies the individual estimated tax rules and impreves
the administration of tax rules regarding alimony payments and
the dependency exemption for children of divorced or separated
parents.

The Act also includes changes in reporting requirements and
penalties in order to improve compliance with the tax system. Con-
gress believed that unless continued efforts were made to deter and
punish noncompliance, the integrity of the tax system would be se-
verely eroded. The compliance provisions in the Act complement
and strengthen the compliance measures enacted in the Tax Equity
and Fiscal Responsibility Act of 1982.

"Incentives for Investment and Continued Economic Growth

Congress believed that the promotion of continued economic-
growth required a balanced tax program of deficit-reducing meas-
ures and tax incentives designed to stimulate research and capital
formation. The Act extends the current suspension of Treasury reg-
ulations which require the allocation of research and experimental
expenses between U.S. and foreign sources. This effectively lowers
the U.S. tax liability of certain U.S. corporations that engage in re-
search activities and pay relatively high foreign taxes. The Act also
reduces the holding period for long-term capital gains from one
year to six months, and provides a number of incentives for em-
ployee stock ownership plans (ESOPs).

President’s Private Sector Survey on Cost Control

Congress believed that the President’s Private Sector Survey on
Cost Control (the “Survey”) developed a number of important pro-
posals for controlling Federal outlays and improving administra-
tive practices. In an effort to increase government efficiency, the
Act included two tax-related changes proposed in the Survey. First,
the Act authorizes the Internal Revenue Service to offset delin-
quent nontax debts owed the Federal Government against Federal
income tax refunds. Second, the Act authorizes and requires the In-
ternal Revenue Service to make available data on unearned income
to Federal and State agencies that administer means-tested Federal
benefit programs, and requires States to collect quarterly wage
data for purposes of income verification.



ITII. GENERAL EXPLANATION OF THE REVENUE
- PROVISIONS OF THE ACT

TITLE 1. TAX FREEZE; TAX REFORMS GENERALLY
A. Tax Freeze and Related Provisions

1. Investment Credit for Used Property (sec. 11 of the Act and sec.
48 of the Code)!

Prior Law

The maximum amount of a taxpayer’s investment in used prop-
erty that is eligible for the regular investment tax credit in a tax-
able year is $125,000 (sec. 48(cX2)). In the case of a married individ-
ual who files a separate return, the limit is $62,500. These limits
were scheduled to increase to $150,000 and $75,000, respectively,
for taxable years beginning after 1984.

Reasons for Change

Congress believed that delaying a relatively small increase in the
amount of used property eligible for the investment credit will
have no important effect on overall investment in the economy, but
will contribute to reducing budget deficits.

Explanation of Provision

The Act holds the maximum amount of used property eligible for
the investment credit at its current level of $125,000 per year until
&axabole years beginning after 1987, when this limit is increased to

150,000.

Effective Date

. The provision is effective with respect to taxable years ending
after 1983.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $44 million in 1985, $104 million in 1986, $112 million in 1987,
and $65 million in 1988,

1 For legislative background of the provision, see: H.R. 4170, committee amendment approved
by the House Committee on Ways and Means on March 1, 1984, sec. 12; H. Rep. No. 98-432, Pt. 2
(March 5, 1984), p. 1112; “Deficit Reduction Act of 1984,” as approved by the Senate Committee
on Finance on March 21, 1984, sec. 12; S. Prt. 98-169, Vol. I (April 2, 1984), p. 106; and H. Rep.
No. 98-861 (June 23, 1984), p. 772 (Conference Report),

av
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2. Finance Leasing (sec. 12 of the Act, sec. 168 of the Code, and
sec. 209(d) of the Tax Equity and Fiscal Responsibility Act of
1982)2

Prior Law
Overview

The law contains rules (pre-safe harbor lease rules) to determine
who owns an item of property for tax purposes when the property
is subject to an agreement which the parties characterize as a
lease. Such rules are important because the owner of the property
is entitled to claim tax benefits including cost recovery deductions
and investment tax credits with respect to the property. The pre-
safe harbor rules attempt to distinguish between true leases, in
which the lessor owns the property for tax purposes, and condition-
al sales or financing arrangements, in which the user of the prop-
erty owns the property for tax purposes. These rules generally are
not written in the Internal Revenue Code. Instead they evolved
over the years through a series of court cases and revenue rulings
and revenue procedures issued by the Internal Revenue Service.
Essentially, the law is that the economic substance of a transac-
tion, not its form, determines who is the owner of property for tax
purposes. Thus, if a transaction is, in substance, simply a financing
arrangement, it is treated that way for tax purposes, regardless of
how the parties choose to characterize it. Under the pre-safe
harbor lease rules, lease transactions cannot be used solely for the
- purpose of transferring tax benefits. They have to have nontax eco-
nomic substance.

The Economic Recovery Tax Act of 1981 (ERTA) provided a new
set of rules which represented a major departure from the pre-safe
harbor rules. These provisions were intended to be a means of
transferring tax benefits rather than a means of determining
which person is in substance the owner of the property. Under
these rules (safe-harbor lease rules), certain transactions involving
tangible personal property were treated as leases for Federal
income tax purposes regardless of their nontax economic substance.
The pre-safe harbor leasing rules continued to apply for transac-
tions not qualifying under the safe-harbor lease rules or when the
safe harbor was not elected.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
generally repealed safe-harbor leasing. In its place, TEFRA substi-
tuted a liberalized form of pre-safe harbor leasing called finance

2 For legislative background of the provmxon, see: H.R. 4170, committee amendment a; roved
e House Committee on Ways and Means on March 1, 1984 sec. 13; H. Rep. No. 98-45
(ﬁmh 5, 1984), pp. 1113-1119; “Deficit Reduction Act of 1984 as ap) roved by the Senate Com-
mittee on Finance on March 21, 1984, sec. 13; 8. Prt. 98-169, Vol. I (Apnl 2, 1984) pp. 107-110;
and H. Rep. No. 98-861 (June 23, 1984) PP- 766-772 (Conference Report).

12)
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leasing. The finance lease rules essentially provide that certain
parts of the pre-safe harbor rules are not taken into account in de-
termining whether an agreement with respect to a limited class of
property is a lease for tax purposes. Thus, the pre-safe harbor rules
apply when finance lease rules are unavailable, and, except to the
extent not taken into account under the finance lease rules, they
apply when the finance lease rules are available.

Pre-safe harbor leasing rules
Underlying principles

In general, the determination of lease treatment under the pre-
safe harbor leasing rules requires a case-by-case analysis based on
all the facts and circumstances. Although the determination of
whether a transaction is a lease is inherently factual, a series of
general principles is embodied in court cases, revenue rulings, and
revenue procedures. These principles are used in determining the
chlaracter of transactions not eligible for the safe-harbor lease
rules.

For a transaction to be a lease under these rules, the lessee gen-
erally cannot hold title to or have a significant equity interest in
the property. However, the fact that the lessor has title does not-
guarantee that the lessor is the owner for Federal income tax pur-
poses. Both the courts and the IRS look to additional criteria in de-
termining whether a transaction is a lease. These criteria focus on
the substance of the transaction rather than its form. The courts
do not disregard the form of a transaction simply because tax con-
siderations are a significant motive so long as the transaction also
has a bona fide business purpose and the lessor retains sufficient
burdens and benefits of ownership.?

To be entitled to depreciation deductions as the owner of the
property, the lessor has to show that the property is being used by
it for a business or other income-producing purpose. To have a
business purpose, the person claiming ownership (@i.e., the lessor) at
least has to have a reasonable expectation that he will derive a
profit from the transaction independent of tax benefits.* This re-
quirement precludes lease treatment for a transaction intended
merely to reduce the user’s costs by utilizing the lessor’s tax base.
For a sale-leaseback, other nontax business motives have been con-
sidered in determining the substance of the transaction.

The fact that the lessor in a lease financing transaction can show
a profit or business purpose, however, does not automatically result
in lease treatment under pre-safe harbor lease rules, since a profit
or business motive could also exist in a financing arrangement. In
addition, the lessor has to retain meaningful benefits and burdens
of ownership.® Thus, lease treatment has been denied under pre-
safe harbor lease rules if the user has the option to acquire the
property at the end of the lease for a price that either is nominal

3 See, Hilton v. Commissioner, T4 T.C. 305 (1980), aff'd, 671 F.2d 316 (9th Cir. 1982); Frenk
Lyon Co. v. United States, 435 U.S. 561 (1978), rev'g, 536 F. 2d 746 (8th Cir. 1976); and Rev. Rul.
(515{)3%?, 1955-2 C.B. 39 (and cases cited therein); See generally, Gregory v. Helvering, 293 U.S. 465

4 See, Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd, 671 F. 2d 316 (3th Cir. 1982).

5 See, Frank Lyon Co. v. United States, 435 U.S. 561 (1978), revg, 536 F.2d 746 (8th Cir. 1976);
-and Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein). -
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in relation to the value of the property at the time when the option-
can be exercised (as determined at the time the parties entered
into the agreement) or which is relatively small when compared
with the total payments required to be made.®

Where the residual value of the property to the lessor is nomi-
nal, the lessor has been viewed as having transferred full owner-
ship of the property for the rental fee. Where the purchase option
is more than nominal but relatively small in comparison with fair
market value, the lessor may still be viewed as having transferred
full ownership if the likelihood that the lessee will exercise the
bargain purchase option is great.” Furthermore, if the lessor can
force the lessee to purchase the property at the end of the lease (a
put), the transaction might also be denied lease treatment under
pre-safe harbor lease rules if the put eliminates the risk borne by
owners of property that there may be no market for the property
at the end of the lease.

Objective guidelines used in structuring transactions

The question of exactly what burdens and benefits of ownership
have to be retained by the lessor under pre-safe harbor lease rules
created some confusion and difficulty for people trying to structure
leases that, at least in part, were motivated by tax considerations.
To give taxpayers guidance in structuring leveraged leases (i.e.,
where the property is financed by a loan from a third party), the
Internal Revenue Service in 1975 issued Revenue Procedure 75-21,
1975-1 C.B. 715, and a companion document, Revenue Procedure 75-
28, 1975-1 C.B. 752 (the guidelines). If the requirements of the
guidelines are met and if the facts and circumstances do not indi-
cate a contrary result, the Service will issue an advance letter
ruling that the transaction is a lease and that the lessor is the
owner for Federal income tax purposes.

The guidelines generally apply only to leveraged leases of equip-
ment. The general principles described above continue to govern
nonleveraged leases and leases of real property. The-guidelines are
not a definitive statement of legal principles and are not intended
for audit purposes. If less than all requirements of the guidelines
are met, a transaction might still be considered a lease if, under all
the facts and circumstances, the transaction is a lease under the
general principles discussed previously. However, in practice, many
taxpayers have taken into account the guidelines’ requirements in
structuring transactions. The guidelines may be viewed as a type of
safe harbor.

The specific requirements for obtaining a ruling under the guide-
lines are as follows:

(1) Minimum investment.—The lessor must have a minimum 20
percent unconditional at-risk investment in the property. This rule
represents an attempt to ensure that the lessor experiences some
significant loss if the property declines in value. By limiting the
degree of nonrecourse leverage, this guideline also limits the pool
of potentially transferable tax benefits from such transactions.

(2) Purchase options.—In general, the lessee may not have an
option to purchase the property at the end of the lease term unless,

8 See, Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).
7 See, M&W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971).
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under the lease agreement, the option can be exercised only at fair
market value (determined at the time of exercise). This rule pre-
cludes fixed price purchase options, even at a bona fide estimate of
the projected fair market value of the property at the option date.
In addition, when the property is first placed in service by the
lessee, the lessor cannot have a contractual right to require the
lessee or any other party to purchase the property, even at fair
market value.

The fair market value purchase option requirement fulfills three
purposes related to the determination of the economic substance of
the transaction. First, it ensures that the lessor bears the risk im-
plicit in ownership that no market or an unfavorable market will
exist at the end of the lease. Second, it ensures that the lessor has
retained an equity interest in the property. Any fixed price option
represents a limitation on the lessor’s right of full enjoyment of the
property’s value. Third, it limits the ability of the parties to estab-
lish an artificial rent structure to avoid the cash flow test (de-
scribed below). However, several courts have held that the mere ex-
istence of a fixed price purchase option does not prevent lease
treatment so long as the lessor retains other significant burdens
and benefits of ownership.?

(3) Lessee investment precluded.—Neither the lessee nor a party
related to the lessee may furnish any part of the cost of the proper-
ty. The rationale is that a lessee investment may suggest that the
lessee is in substance a co-owner of the property.

(4) No lessee loans or guarantees.—As a corollary to the prior
rule, the lessee must not loan to the lessor any of the funds neces-
sary to acquire the property. In addition, the lessee must not guar-
antee any lessor loan.

(5) Profit and cash flow requirements.—The lessor must expect to
receive a profit from the transaction and have a positive cash flow
from the transaction independent of tax benefits. These guidelines
are based on the requirement, as previously mentioned, that lease
txf'_ansactions must have a business purpose independent of tax ben-
efits.

(6) Limited use property.—Under Revenue Procedure 76-30, 1976-2
C.B. 647, property that can be used only by the lessee (limited use
property) is not eligible for lease treatment. The rationale is that if
the lessee is the only person who could realistically use the proper-
ty, the lessor has not retained any significant ownership interest.

Safe-harbor leasing rules

The safe-harbor leasing provisions of ERTA were intended to
permit owners of property who were unable to use depreciation de-
ductions and investment credits to transfer those benefits to per-
sons who were ‘able to use them, without having to meet the pre-
safe harbor lease requirements for characterizing the transaction
as a lease. The safe-harbor leasing provisions operated by guaran-
teeing that, for Federal income tax purposes, qualifying transac-
tions were treated as leases and that the nominal lessor was treat-
ed as the owner of the property, even though the lessee was in sub-

8 See, e.g., Northwest Acceptance Corp. v. Commissioner, 58 T.C. 836 (1972), aff'd, 500 F.2d 1222
(9th Cir. 1974).
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stance the owner of the property and the transaction otherwise
would not have been considered a lease.®

The Tax Equity and Fiscal Responsibility Act of 1982 generally
repealed safe-harbor leasing.

Finance lease provisions

TEFRA provided rules (finance leasing rules) which in two re-
spects liberalized the pre-safe harbor leasing rules with respect to
certain property. Under the finance leasing rules, the fact that (1)
the lessee has an option to purchase the property at a fixed price of
10 percent or more of its original cost to the lessor or (2) the prop-
erty is limited use property is not taken into account in determin-
ing whether the agreement is a lease.

A qualified agreement must be a lease determined without
taking into account the fact that it contains a 10-percent fixed
price purchase option or that the property is limited use property.
Thus, the transaction must have economic substance independent
of tax benefits. The lessor must reasonably expect to derive a profit
independent of tax benefits. In addition, the transaction, without
taking into account the fact the agreement contains a fixed price
purchase option or that the property is limited use property, must
nlot citherwise be considered a financing arrangement or condition-
al sale.

The finance lease rules were to have been generally effective for
agreements entered into after December 31, 1983, with three tem-
porary restrictions intended to limit the tax benefits of finance
leasing in 1984 and 1985. First, no more than 40 percent of proper-
ty placed in service by a lessee during any calendar year beginning
before 1986 can qualify for finance lease treatment. Second, a
lessor cannot use finance lease rules to reduce its tax liability for
any taxable year by more than 50 percent. This 50-percent lessor
cap applies to property placed in service on or before g:ptember 30,
1985. Third, the investment tax credit for property subject to a fi-
nance lease and placed in service on or before September 30, 1985,
is only allowable ratably over 5 years, rather than entirely in the
year the property is placed in service.

Notwithstanding these general rules, finance leasing is available
for up to $150,000 per calendar year of a lessee’s farm property for
agreements entered into after July 1, 1982, and before 1984. Fur-
thermore, the 40-percent lessee cap, 50-percent lessor cap, and 5-
year spread of the investment credit do not apply to this amount of
farm property.

Reasons for Change

Prior law would have permitted lease treatment, beginning in
1984, for agreements which would be appropriately treated as
leases under current administrative rules and practices were it not
for the fact that the agreements contained a fixed price purchase
option or pertained to limited use property. The Act postpones
these relaxations of current administrative guidelines until 1988,

% For a discussion of the safe-harbor lease eligibility requirements, see the General Explana
tion of the Revenue Provisions of the Tax Equity and Fiscal Responsibility Act of 1982, prepared
by the Staff of the Joint Committee on Taxation (December 31, 1982).
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.and in so enacting Congress intended that the guidelines should
not be relaxed by administrative action.

The Act does not include a provision to prohibit the Treasury
from issuing leasing regulations before 1988. Congress reached this
decision on the basis of an understanding that the Treasury does
not intend to liberalize significantly the current administrative
rules and practices for determining whether an agreement is a
lease or a financing arrangement. Congress also took into account
the fact that a prohibition could have precluded perfecting modifi-
cations which may be shown to be necessary but which would not
operate to liberalize current administrative guidelines in this area.

Congress was concerned that agreements represented as leases
were being used to transfer the tax benefits of ownership from per-
sons who could not utilize them to nominal lessors who could,
when in substance the -nominal lessor did not have a significant at-
risk investment in the property itself. Current administrative rules
and procedures were designed to check such tax benefit transfers.
Therefore, the primary objective of Congress was that there be no
relaxation of administrative rules and practices that would result
in lease treatment for financing transactions in which the purport-
ed lessor does not have a significant ownership interest in the prop-
erty. While recognizing that in some cases special factors may need
to be taken into account, Congress believed that current adminis-
trative rules and practices, when applied to the broad range of con-
ventional lease financing transactions, produce a satisfactory and
appropriate differentiation between leases and financing arrange-
ments.

Explanation of Provision

The Act postpones the effective dates of the finance lease rules
for four years. Thus, finance leasing first becomes generally effec-
tive for agreements entered into after December 31, 1987, and the
three restrictions previously scheduled to apply only in 1984 and
1985 are extended into 1989. First, the 40-percent lessee cap is ex-
tended to cover property placed in service by a lessee during any
calendar year beginning before 1990. Second, the 50-percent lessor
cap is extended through September 30, 1989. Third, the 5-year
spread of the investment credit for property subject to a finance
lease is extended to cover property placed in service on or before
September 30, 1989. Special rules relating to the availability of fi-
nance leasing for up to $150,000 per calendar year of a lessee's
farm property are extended to cover agreements entered into
before 1988.

The Act provides transitional rules which exempt property from
the 4-year postponement if, before March 7, 1984, (1) a binding con- -
tract to acquire or construct the property was entered into by or
for the lessee, (2) the property was acquired by the lessee, or (3)
construction of the property was begun by or for the lessee. In ad-
dition, the Act exempts from the 4-year postponement property
which is placed in service before 1988 and is (1) a qualified lessee’s
automotive manufacturing property (limited to an aggregate of
$150 million of cost basis per lessee) or (2) property that is part of a
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coal-fired cogeneration facility for which certification and construc-
tion permit applications were filed on specified dates.-

Effective Date

The provision is effective with respect to taxable years ending
after 1983.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $63 million in 1984, $348 million in 1985, $862 million in 1986,
$1,381 million in 1987, $1,424 million in 1988, and $741 million in
1989.



3. Expensing of Business Personal Property (sec. 13 of the Act
and sec. 179 of the Code)!°

Prior Law

A taxpayer (other than a trust or estate) may elect, in lieu of
capital cost recovery under the Accelerated Cost Recovery System
(ACRS), to deduct the cost of qualifying property in the taxable
year it is placed in service (sec. 179). In general, qualifying proper-
ty must be acquired by purchase for use in a trade or business and
must otherwise be eligible for the investment tax credit. No invest-
ment credit is allowable for the portion of the cost of property ex-
pensed under this rule.

For taxable years beginning in 1983, the limit on the amount
that can be expensed is $5,000 a year. This limit was scheduled to
increase to $7,500 for taxable years beginning in 1984 and 1985,
and to $10,000 for taxable years beginning after 1985. In the case of
a married individual who files a separate return, the limit is re-
duced by 50 percent.

Reasons for Change

Congress believed that a freeze of the limitation on expensing
would contribute to deficit reduction without having adverse eco-
nomic effects. For the type of property that is eligible for expens-
ing, the benefits to the taxpayer of claiming the investment credit
and recovering costs under ACRS are generally no less in present
value than actual expensing.

Explanation of Provision

The Act postpones for four years the scheduled increases in the
maximum amount of property that can be expensed. Thus, the
limit on the amount that can be expensed remains at $5,000 for
taxable years beginning before 1988, increases to $7,500 for taxable
years beginning in 1988 and 1989, and increases to $10,000 for tax-
able years beginning after 1989.

Effective Date

The provision is effective with respect to taxable years ending
after 1983.

10 For legislative background of the provision, see: H.R. 4170, committee amendment ap-
proved by the House Committee on Ways and Means on March 1, 1984, sec. 14; H. Rep. No. 98-
432, Pt. 2 (March 5, 1984), pp. 1119-1120; “Deficit Reduction Act of 1984,” as approved by the
Senate Committee on Finance on March 21 1984, sec. 14; S. Prt. 98-169, Vol. I (Apnl 2, 1984), p.
111; and H. Rep. No. 98-861 (June 23, 1984), pp. 772173 (Conference Report).

a9
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Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $230 million in 1984, $399 million in 1985, $433 million in 1986,
and $386 million in 1987, and to decrease fiscal year budget re-
ceipts by $118 million in 1988 and $427 million in 1989.



4. Employee Stock Ownership Credit (sec. 14 of the Act and sec.
41 of the Code)!!

Prior Law

An employee stock ownership plan (ESOP) is a tax-qualified plan
under which employer stock is held for the benefit of employees.
An ESOP under which an employer contributes stock or cash in
order to qualify for a credit against income tax liability is referred
to as a tax credit ESOP. v

An electing employer is permitted to take an income tax credit
for contributions to a tax credit ESOP, which is limited to a pre-
scribed percentage of the aggregate compensation of all employees
under the plan. For compensation paid or accrued in calendar
years 1983 and 1984, the tax credit is limited to one-half of one per-
cent. Under prior law, with respect to compensation paid or ac-
crued in 1985, 1986, and 1987, the limit was three-quarters of one
percent. No credit is provided with respect to compensation paid or
accrued after December 31, 1987.

Reasons for Change

The Congress believed that, in light of the current budget situa-
tion, it is appropriate to repeal the scheduled increase in the maxi-
mum tax credit for employer coritributions to tax credit ESOPs.

Explanation of Provision

Under the Act, the scheduled increase in the tax credit is re-
pealed. Thus, the income tax credit for contributions to a tax credit
ESOP applicable to compensation paid or accrued in calendar years
1985, 1986, and 1987 is limited to one-half of one percent. As under
prior law, no credit is provided with respect to compensation paid
or accrued after December 31, 1987.

Effective Date
The provision became effective July 18, 1984.

Revenue Effect

It is estimated that the ESOP provisions of the Act (including
secs. 541-545) will increase fiscal year budget receipts by $322 mil-
lion in 1985, $593 million in 1986, $757 million in 1987, $495 mil-
lion in 1988, and $274 million in 1989.

11 For legislative background of the provision, see: H.R. 4170, committee amendment ap-
proved by the House Committee on Ways and Means en March 1, 1984 sec. 15; H. Rep. No. 98-
432, Pt. 2 (March 5, 1984), pp. 1120-21; “Deficit Reduction Act of 1984 as approved by the
Senate Committee on Finance on March’ 21, 1984, gec. 15; S. Prt. 98-169, Vol I (April 2, 1984), pp.
331-36; and H. Rep. No. 98-861 (June 23, 1984), pp- 1181-84 (Conference Report).

2D



5. Limits on Contributions and Benefits under Qualified Plans
(sec. 15 of the Act and sec. 415 (d) of the Code)12

Prior Law

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
reduced the overall limits on contributions and benefits under
qualified pension, profit-sharing, and stock bonus plans (“qualified
plans”), tax-sheltered annuity programs, and simplified employee
pensions (SEPs). The dollar limit on the annual addition under a
defined contribution plan is $30,000, and the dollar limit on the
annual benefit payable under a defined benefit plan is $90,000.

TEFRA suspended all cost-of-living adjustments to these dollar
limits until 1986. Beginning in 1986, the limits were to be adjusted
for post-1984 cost-of-living increases under the formula then in
effect to provide cost-of-living increases in social security benefits.

Reasons for Change

The Congress believed that it was appropriate to delay further
the cost-of-living adjustments to the dollar limits on contributions
and benefits under qualified plans, tax-sheltered annuity programs,
and SEPs.

Explanation of Provision

Under the provision, the cost-of-living increases to the dollar
limits on contributions and benefits under qualified plans, tax-shel-
tered annuity programs, and SEPs is postponed until 1988, Begin-
ning in 1988, the limits are adjusted for post-1986 cost-of-living in-
creases under the formula then in effect to provide cost-of-living in-
creases in social security benefits.

Effective Date
The provision became effective on July 18, 1984.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $17 million in 1986, $64 million in 1987, $106 million in 1988,
and $115 million in 1989,

12 For legislative background of the provision, see: committee amendment to H.R. 4170, ap-
proved by the House Committee on Ways and Means on March 1, 1984, sec. 16; H. Rep. No. 98-
482, Part 2 (March 5, 1984), p. 1121; “Deficit Reduction Act of 1984,” as reported by the Senate
Committee on Finance on March 21, 1984, sec. 85; S. Prt. 98-169, Vol. I (April 2, 1984), pp. 298-
300; H. Rep. 98-861 (June 23, 1984, p. 1146 (Conference Report).
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6. Repeai of Net Interest Exclusion (sec. 16 of the Act and sec. 128
of the Code)*2

Prior Law

Background

In the Economic Recovery Tax Act of 1981 (ERTA),'¢ Congress
repealed the $200 (8400 on a joint return) interest and dividend ex-
clusion for taxable years beginning after 1981.15 Congress also es-
tablished a temporary program of tax-exempt certificates (general-

ly known as All-Savers Certificates). All-Savers Certificates were is-
' suable by qualified savings institutions from September 30, 1981,
through December 31, 1982. A lifetime exclusion from gross income
of $1,000 ($2,000 in the case of a joint return) of interest earned on
quahﬁed tax-exempt certificates was provided.

ERTA also liberalized the requirements governing eligibility for,
and deductibility of, contributions to individual retirement ac-
counts (IRAs).16

Net interest exclusion

For taxable years beginning after 1984 (i.e., one year after the ex-
piration of the All-Savers Certificate program), ERTA provided for
an exclusion of 15 percent of net interest received up to $3,000 of
net interest ($6,000 on a joint return).

Net interest was generally defined as eligible interest received by
the taxpayer in excess of the amount of interest payments by the
taxpayer for which an income tax deduction was allowed. Pay-
ments of mortgage interest and trade or business interest were not
taken into account to reduce eligible interest.

Reasons for Change

The net interest exclusion was enacted in 1981 as part of a series
of tax incentives to encourage savings. The net interest exclusion
was intended to be a permanent savings incentive to replace the
temporary All-Savers Certificate program for taxable years begin-
ning after 1984. However, the 1981 ERTA liberalization of the IRA
tax rules has resulted in more savings being invested in IRAs. As a
result, revenue losses from the IRA program have been significant-

13 For legislative background of the provision, see: H.R. 4170, committee amendment ap-
proved by the House Committee on Ways and Means on March 1, 1984 sec. 17; H. Rep. No. 98-
432, Pt. 2 (March 5, 1984), pp. 1122-23; “Deficit Reduction Act of 1984 as approved by the
Senate Committee on Finance on March 21, 1984, gec. 17; S. Prt. No. 98—169 Vol. I (April 2,
19?4)Ppﬁ) 13113 -14 3ind H. Rep. No. 98-861 (June 23, 1984) p. 3 (Conference Report)

4

15 For subsequent years, the $100 dividend exclusion previously in effect was reinstated and
amended to permit an exclusion of up to $200 to be claimed on a Jomt return without regard to
whlch spouse actually receives the dividend.

16See ERTA, section 311; H. Rep. No. 97-201, 97th Cong., 1st Sess. 132-37 (1981); S. Rep. No. 97-
144, 97th Cong 1st Sess. 111-15 (1981).

23) -
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ly larger than was originally projected. In light of these unexpect-
edly large revenue losses and expected deficits, Congress believed
that it would be inappropriate to allow the net interest exclusion to
take effect.

A further problem with the net interest exclusion #s-that, be-
cause it only applies to interest income, it might distort savings in-
centives away from equity investment and towards debt. In view of
the existing incentives for debt finance that result from the deduct-
ibility of interest, Congress believed that such a further skewing of
investment incentives would be undesirable.

- Accordingly, Congress decided that the net interest exclusion
scheduled to take effect in 1985 should be repealed.

Explanation of Provision

The Act repeals the net interest exclusion enacted in ERTA for
taxable years beginning after 1984. T

Effective Date

This provision became effective on the date of enactment (July
18, 1984).

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $1,024 million in 1985, $2,858 million in 1986, $3,100 million in
1987, $3,366 million in 1988, and $3,637 million in 1989,



7. Postponement of Increase in Foreign Earned Income Exclusion
(sec. 17 of the Act and sec. 911 of the Code)!”

Prior Law

Certain U.S. citizens and resident aliens living abroad are al-
lowed to exclude or deduct certain foreign housing expenses. In
1988, certain U.S. citizens and resident aliens who lived abroad also
were allowed to exclude from taxable income up to $80,000 of for-
eign earned income. Under the Economic Recovery Tax Act of
1981, this amount was scheduled to increase to $85,000 in 1984, to
$90,000 in 1985, and to $95,000 in 1986 and thereafter. If the tax-
payer claims the exclusion, he or she cannot claim a foreign tax
credit with respect to U.S. tax on excluded amounts.

Reasons for Change

The Congress believed that Americans working abroad help pro-
mote the export of U.S. manufactured goods and services. Conse-
quently, the Congress wished to retain an exclusion from taxable
income for a substantial amount of foreign earned income. Howev-
er, the Congress believed that delaying increases in the amount of
the foreign earned income exclusion would have no important
effect on U.S. exports, but would make a contribution in reducing
Federal budget deficits. Reducing budget deficits should improve
the United States’ balance of trade.

Explanation of Provision

The Act retains the maximum foreign earned income exclusion
at its 1983 level of $80,000 per year until taxable years beginning
in 1988, when this limit will increase to $85,000. The limit will in-
crease to $90,000 in taxable years beginning in 1989 and to $95,000
in taxable years beginning in 1990 and thereafter.

Effective Date

The provision became effective on the date of enactment (July
18, 1984), and reduces the excludable amount to $80,000 for the
entire calendar year 1984.

Revenue Effect

'This provision is estimated to increase fiscal year budget receipts
by $4 million in 1984, $31 million in 1985, $80 million in 1986, $106
million in 1987, $107 million in 1988, and $79 million in 1989.

17 For legislative background of the provision, see: H.R. 4170, committee amendment approved
by the House Committee on Ways and Means on March 1, 1984, sec. 18; H. Rep. No. 98432, Pt. 2
(March 5, 1984), p. 1123-24; “Deficit Reduction Act of 1984,” as approved by the Senate Commit-
tee on Finance on March 21, 1984, sec. 18; S. Rep. No. 98-169. Vol. I (April 2, 1984), p. 115; and
H. Rep. No. 98-861 (June 23, 1984), pp. 773-74 (Conference Report).
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8. Defer Scheduled Reductions in Maximum Gift and Estate Tax
Rates (sec. 21 of the Act and secs. 2001 and 2502 of the Code)*#

Prior Law

The Economic Recovery Tax Act of 1981 (ERTA)'® enacted reduc-
tions in the maximum gift and estate tax rates, to take effect over
a four year period. The maximum rate before ERTA was 70 per-
cent. ERTA reduced the maximum rates to 60 percent for gifts
made and individuals dying in 1983; 55 percent in 1984; and 50 per-
cent thereafter (Code secs. 2001 and 2502).

Reasons for Change

The scheduled reductions in the maximum Federal gift and
estate tax rates were enacted in 1981 as part of a broad-based tax
reduction measure. Since that time, budgetary constraints have ne-
cessitated increased revenues. Congress believed that it was inap-
propriate to continue these scheduled reductions at a time when
revenue increases generally were being enacted.

Explanation of Provision

Under the Act, the maximum gift and estate tax rates is 55 per-
cent for gifts made and individuals dying in 1984 through 1987.
The rate will be reduced to 50 percent beginning in 1988.

Effective Date

This provision is effective for gifts made, and for estates of indi-
viduals dying, after December 31, 1983.

Revenue Effect

-The provision is estimated to increase fiscal year budget receipts
by less than $5 million in 1985, $251 million in 1986, $332 million
in 1987, $381 million in 1988, and by less than $5 million in 1989.

18 For legislative background of the provision, see: H.R. 4170, committee amendment approved
by the House Committee on Ways and Means on March 1, 1984, sec. 21; H. Rep. No. 98432, Pt. 2
(March 5, !1;’!7)84). p- 1124; and H. Rep. No. 98-861 (June 23, 1984), p. 774 (Conference Report).

19 p 1, 97-34.
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9. Windfall Profit Tax on Newly Discovered Oil (sec. 25(a) of the
Act and sec. 4987(b)(3) of the Code)2°

Prior Law

Present and prior law imposes an excise tax on the production of
domestic crude oil. Differing tax rates and base prices apply to tax-
able oil, generally depending upon its classification on one of three
tiers.

Tier 1 oil (previously controlled oil) generally is taxed at a 70-per-
cent rate; tier 2 oil generally is taxed at a 60-percent rate. A 50-
percent rate applies to up to 1,000 barrels a day of tier 1 oil produc-
tion by independent producers. In the case of tier 2 oil (stripper
oil), production by independent producers generally is exempt from
tax.

Tier 3 oil is newly discovered oil, heavy oil, and incremental ter-
tiary oil. Prior to 1982, all tier 3 oil was subject to tax at a 30-per-
cent rate. Starting in 1982, the rate on newly discovered oil was re-
duced to 27-1/2 percent and to 25 percent in 1983. Under prior law,
the rate of windfall profit tax on newly discovered oil was 22-1/2
percent for 1984, 20 percent for 1985, and 15 percent for 1986 and
later years. During the fourth quarter of 1984, the windfall profit
tax on a typical barrel of newly discovered oil would be approx1-
mately $.80 at the 22-1/2 percent rate.

Reasons for Change '

Congress believed that the rate of tax on newly discovered oil
should be frozen at its 1984 level in connection with its general
freeze on other tax reductions.

Explanation of Provision

Under the Act, the rate of windfall profit tax on newly discov-
ered oil remains at the 1984 level of 22-1/2 percent through 1987
and is then reduced to 20 percent for 1988, and to 15 percent for
1989 and later years.

Effective Date

This provision applies with respect to domestic crude oil removed
ﬁ(:)ogn the premises on which it was produced after December 31,
1983.

20 For legislative background of the provision, see: H.R. 4170, committee amendment approved
by the House Committee on Ways and Means on March 1, 1984, sec. 25; H. Rep. No. 98432, Pt. 2
ggarch) 5, 1984), pp. 1124-1125; and H. Rep. No. 98-861 (June 23, 1984), pp. 774-775 (Conference

port).

2n
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Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $5 million in 1985 only.



10. Percentage Depletion for Secondary and Tertiary Production
after 1983 (sec. 25(b) of the Act and sec. 613(c) of the Code)?!

Prior Law

In the Tax Reduction Act of 1975, Congress retained the percent-
age depletion allowance for limited quantities of oil and gas pro-
duction. For oil production, effective January 1, 1984, the rate has
declined to a permanent level of 15 percent and is limited to 1,000
barrels per day.

The 1975 amendment continued this percentage depletion allow-
ance for secondary and tertiary production at a 22-percent rate but,
because of a technical error, only through 1983. Also under prior
law, a special rule reduced the depletable oil amount by any sec-
ondary or tertiary production. Therefore, a producer’s depletable
quantity of primary production would have been reduced by any
secondary or tertiary production even though percentage depletion
was not available for such production.

Under the 1975 amendments, if an interest in any proven oil or
gas property is transferred to another owner after 1974, no percent-
age depletion allowance applied to the property after the transfer
unless one of the exceptions provided for in section 613A(cX9) or
(10) applies. Proposed proposed Treasury regulations, published in
1977, stated that the transfer restrictions would not apply to per-
centage depletion for secondary and tertiary production. This ex-
ception to the transfer rule resulted from the same 1975 statutory
drafting error that caused termination of such percentage deple-
tion after 1983.

Reasons for Change

Congress wished to correct the technical errors made in the Tax
Reform Act of 1975.

- Explanation of Provision

The Act corrects the technical errors which occurred in the Tax
Reform Act of 1975 with respect to depletion on secondary and ter-
tiary depletion. Thus, the Act eliminates the distinction between
primary and secondary or tertiary production after 1983. Independ-
ent producers may, therefore, claim percentage depletion in 1984 at
a rate of 15 percent on up to 1,000 barrels of all their production.
In addition, starting in 1984, percentage depletion on secondary
and tertiary production is not available for production from proven

. 21 For legislative background of the provision, see: H.R. 4170, committee amendment approved
&;he House Committee on Ways and Means on March 1, 1984 sec. 25; H. Reg No. 98-432, Pt. 2
rch 5, 1984), pp. 1125-1126; and H. Rep. No. 98-861 (June 28, 1984), pp. 715116 (Conference
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properties transferred since 1974 unless one of the exceptions pro-
vided for in sections 613A(cX9) and (10) applies to the transfer.

Effective Date ‘
This provision was effective on January 1, 1984.
Revenue Effect

Because the results achieved by this provision were originally in-
tended to be achieved under the 1975 amendments, the provision
has no effect on revenues.



11. Extension of Telephone Excise Tax (sec. 26 of the Act and sec.
4251 of the Code)?2

Prior Law

A three-percent excise tax is imposed on amounts paid for local
telephone service, toll telephone service, and teletypewriter ex-
change service (Code sec. 4251). The tax is paid by the person who
pays for service to the person rendering the service, who in turn
remits the tax to the Federal Government.

Exemptions from the tax are provided for communications serv-
ices furnished to news services (except local telephone service to
news services), international organizations, the American National
Red Cross, servicemen in combat zones, nonprofit hospitals and
educational organizations, and State and local governments. Other
exemptions are provided for amounts paid for installation charges
and for certain calls from coin-operated telephones (sec. 4253).

Under prior law, this excise tax was scheduled to terminate, ef-
fective with respect to amounts paid pursuant to bills first ren-
dered after December 31, 1985.

Reasons for Change

Congress determined that continuation of the telephone excise
tax was appropriate due to the existing budgetary deficit situation.
Congress did not believe it appropriate to permit existing taxes to

be reduced or expire at a time when it was increasing taxes gener-
ally.

Explanation of Provision

The Act extends the telephone excise tax at a three-percent rate
for two years, through December 31, 1987.

Effective Date

This provision became effective on the date of enactment (July
18, 1984).

Revenue Effect

This provision is estimated to increase net fiscal year budget re-
ceipts by $1,168 million in 1986, $2,016 million in 1987, and $803
million in 1988,

22 For legislative background of the provision, see: H.R. 4170, committee amendment approved
by the House Committee on Ways and Means on March 1, 1984, sec. 26; H. Rep. No. 98-432, Pt. 2
(March 5, 1984), p. 1129; “Deficit Reduction Act of 1984,” as approved by the Senate Committee
on Finance on March 21, 1984, sec. 16; S. Prt. 98-169, Vol. 1 (April 12, 1984), p. 112; and H. Rep.
No. 98-861 (June 23, 1984), p. 778 (Conference Report). .
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12. Increase in the Distilled Spirits Excise Tax Rate (sec. 27 of the
Act and secs. 5001, 5010, and 5013 of the Code)23

Prior Law

An excise tax is imposed on distilled spirits produced in or im-
ported into the United States (Code sec. 5001). The tax is deter-
mined when the distilled spirits are removed from a bonded distill-
ery or released from customs custody.

Under prior law, the rate of tax on distilled spirits was $10.50
per proof gallon. A proof gallon of distilled spirits is defined as a
U.S. gallon of liquid one-half of the volume of which consists of
ethyl alcohol of a specified gravity (sec. 5002).

Reasons for Change

Before consideration of the Act, Congress had not increased the
tax on distilled spirits since 1951. Because the tax is imposed as a
flat amount, rather than as a percentage of sales price, the effec-
tive level of the tax had declined by more than 70 percent in con-
stant dollars since that increase. Congress believed, therefore, that
a modest adjustment of $2.00, to $12.50 per proof galion, was appro-
priate. Increasing the tax rate by this amount does not increase the
per-proof-gallon rate, in real terms, above the 1951 level.

Explanation of Provisions
Tax rate

The Act increases the distilled spirits tax rate by $2.00 per proof
gallon, effective on October 1, 1985.

Floor stocks tax

In general

The Act also imposes a special tax extending the increased tax
rate to certain floor stocks. Under the Act, a special tax of $2.00
per proof gallon generally is imposed on distilled spirits held for
sale on October 1, 1985, which distilled spirits were removed from
bonded premises before that date, and a tax at the pre-October 1,
1985, rate was imposed at the time of such removal. The term held
for sale does not include merchandise withdrawn from, or in the
process of withdrawal from, the market. The special tax is treated
as if it were a tax imposed under Code section 5001. The floor
stocks tax generally will be due on April 1, 1986.

23 For legislative background of the provision see: H.R. 4170, committee amendment approved

by the House Committee on Ways and Means on March 1, 1984, sec. 27; H. Rep. No. 98432, Pt. 2

(March 5, 1984), p. 1126; “Deficit Reduction Act of 1984,” as approved by the Senate Committee

. on Finance on March 21, 1984, sec. 822; S. Prt. 98-169, Vol. I (April 2, 1984), p. 756; and H. Rep.
No. 98-861 (June 23, 1984), p. 776 (Conference Report).
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Certain special de minimis provisions are included for small -and
middle-sized wholesale and retail dealers. The de minimis excep-
tions provide the following:

Exempiion from tax

All persons holding distilled spirits for sale on October 1, 1985,
are required to conduct a liquid volume (e.g., wine gallon) invento-
ry. Dealers whose wine gallon inventory volume is less than 500
gallons are exempt from the floor stocks tax. Dealers with an in-
ventory of 500 liquid gallons or more are required to conduct a
proof gallon inventory and to pay floor stocks tax on that invento-
ry, but these dealers will receive a credit against the tax equal to
$800 (the approximate tax on 500 wine gallons).

Extension of time for payment of tax

Dealers whose gross sales receipts from all products in the pre-
ceding taxable year did not exceed $500,000 are allowed to pay the
floor stocks tax in three installments, one-third on each of April 1,
1986, July 1, 1986, and October 1, 1986.

Effective Date :
These provisions are effective on October 1, 1985.
Revenue Effect

These provisions are estimated to increase net fiscal year budget
receipts by $149 million in 1985, $311 million in 1986, $510 million
in 1987, $520 million in 1988, and $535 million in 1989.



13. Requirement of Electronic Funds Transfer for Alcohol and
Tobacco Excise Taxes (sec. 27 of the Act and secs. 5061 and
5703 of the Code)24

Prior Law

Payment of the Federal excise taxes on alcohol and tobacco prod-
ucts is required upon removal of the products from bonded prem-
ises (including customs custody). If a bond is posted with the Treas-
ury Department, payment of tax may be deferred until the due
date of the applicable tax return.

Returns of alcohol and tobacco excise taxes are required to be
made on a semimonthly basis. The returns are due a specified
number of days after the conclusion of the relevant semimonthly
period (30 days for domestically produced distilled spirits, 15 days
for beer and wine, and 25 days for most tobacco products). Import-
ers of alcohol and tobacco products are required to pay the excise
taxes on those products no later than 15 days after the1r removal
from customs custody.

Regulations proposed by the Treasury Department in January
1981 would have required payment of alcohol and tobacco taxes by
electronic funds transfer in the case of taxpayers who paid $5 mil-
lion or more in those taxes in the previous fiscal year. These regu-
lations never became effective because of restrictions included in
prior continuing appropriations Acts for the Treasury Department.

Reasons for Change

Electronic transfer of funds is an established practice in many
segments of the economy and has proven to be an accurate and ef-
ficient method of transferring large sums of money. Congress be-
lieved that requiring electronic transfers of excise tax payments for
alcohol and tobacco products is more efficient than the prior
system where taxpayers attached a check to a return which was
then mailed to the Treasury Department. However, to prevent any
undue burden on taxpayers liable for small amounts of tax, Con-
gress decided to require payment by electronic funds transfer only
by taxpayers who were liable for a gross amount equal to or ex-
ceeding $5 million of the applicable tax during the preceding calen- -
dar year.

Explanation of Provisions

The Act requires persons who were liable for $5 million or more
in any aleohol or tobacco excise tax during the preceding calendar

24 For legislative background of the provision, see: “Deficit Reduction Act of 1984,” as ap-
proved by the Senate Committee on Finance on March 21, 1984, sec. 847; S. Prt. 98-169, Vol. I
(April 2, 1984), p. 806; and H. Rep. No. 98-861 (June 23, 1984) p. 777 (Conference Report).
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year to pay that tax by electronic funds transfer to the Treasury
Department account at a Federal Reserve Bank on each semi-
monthly due date during the succeeding calendar year. This re-
quirement applies regardless of the amount of such excise tax for
which the person is liable during the succeeding year. Congress in-
tended that the Treasury Department may identify a specific Fed-
eral Reserve Bank and any specific method of electronic funds
transfer by use of which this requirement is to be satisfied. The re-
quirement of payment by electronic funds transfer applies both to
domestic producers and manufacturers (including Puerto Rican and
Virgin Islands producers and manufacturers) and to importers of
taxable alcohol and tobacco products.

The determination of whether a person was liable for $5 million
or more in alcohol or tobacco tax in any calendar year is made by
reference to the person’s gross tax liability (without regard to any
drawbacks or refunds). The term person includes all members of a
controlled group of corporations (sec. 1563); likewise all locations at
which a person carries on business are to be aggregated. Addition-
ally, this determination is made by treating all types of distilled
spirits as one product. Similarly, all types of beer are treated as
one product, and all types of wines are treated as one product. In
the case of tobacco, the determination is made by reference to all
types of taxable tobacco products (e.g., a person liable for tax with
respect to cigarettes, cigarette papers, and cigars is treated as
liable for tax with respect to one product).

Effective Date

This provision applies to taxes required to be paid on or after
September 30, 1984.

Revenue Effect

This i)rovision is estimated to increase net fiscal year budget re-
ceipts by $341 million in 1985, to decrease receipts by $52 million
iI}ti986, and to increase such receipts by $5 million annually there-
after.



B. Leasing Provisions .

1. Tax-Exempt Entity Leasing (sec. 31 of the Act and secs. 46, 48,
168, and 7701 of the Code)!

Prior Law
Overview

The rules for determining who is entitled to the tax benefits as-
sociated with the ownership of property generally are not written
in. the Internal Revenue Code. Rather, they are embodied in a
series of court cases and revenue rulings and revenue procedures
issued by the Internal Revenue Service (“IRS”). These rules focus
on the economic substance of a transaction, not its form, for deter-
mining who is entitled to the tax benefits of the ownership of prop-
erty. Thus, in a purported lease or similar arrangement, the person
claiming ownership for Federal income tax purposes must show
that he has sufficient economic indicia of ownership.

In general, the tax benefits of ownership of tangible property in-
clude depreciation or accelerated cost recovery system (“ACRS”)
deductions and investment tax credits. Generally, ACRS or other
depreciation deductions and investment credits are allowed only
for property used for a business or other income-producing purpose.
The accelerated cost recovery system generally permits taxpayers
to depreciate qualifying property on an accelerated basis over rela-
tively short periods. For most property, the ACRS recovery period
is shorter than the actual useful life of the property. Investment
credits permit taxpayers to reduce their tax liabilities by a percent-
age of their investment in eligible property. Eligible property in-
cludes certain depreciable personal property. Additional invest-
ment credits are available for certain energy property and certain
improvements to buildings at least 30 years old.

As a general rule, governmental units and tax-exempt organiza-
tions were not entitled to depreciation deductions or investment
credits for property owned by them. Moreover, no investment
credit was allowed for property used (though not owned) by a tax-
exempt organization in its exempt function or by a governmental
unit (nontaxable use restriction). The nontaxable use restriction
did not affect the allowance of ACRS deductions and certain other
tax benefits.

Property used by a foreign government or person was not subject
to the nontaxable use restriction. If the property was used predomi-

! For legislative background of the provision, see: H.R. 4170, committee amendment approved
bg_:he House Committee on Ways and Means on March 1, 1984, secs. 31 and 32; H.R. Rep. No.
9R8-432, Pt. 2 (March 5, 1984), pp. 1131-1169; “Deficit Reduction Act of 1984,” as a}{yroved by the
Senate Committee on Finance on March 21, 1984, secs. 21 and 22; S. Prt. 98-169, Vol. I (April 2,
1984), pp. 116-154; H.R. Rep. No. 98-861 (June 23, 1984), pp. 778-800 (Conference Report); and H.
Con. Res. 328, 130 Cong. Rec. S. 8943 (June 29, 1984), H. 7524 (June 29, 1984).
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nantly outside the United States, then, in general, ACRS deduc-
tions were reduced and no investment credit was allowed.

The traditional reasons for leasing stemmed from tax, account-
ing, and a variety of business considerations. Tax-exempt organiza-
tions and governmental units leased equipment for many of the
same reasons as taxable entities. The recent increase in leasing
and similar arrangements was due, in part, to budgetary limita-
tions on the purchase of property and, in the case of some State
and local governments, limitations on their ability to issue tax-
exempt bonds. From a tax perspective, leasing allowed certain tax
benefits (such as ACRS deductions) to flow through (in the form of
reduced rents) to nontaxable entities that were not eligible for such
benefits on their own account. In some cases, a transaction with a
nontaxable entity was arranged as a service contract or in some
other form (rather than a lease) in order to avoid the nontaxable
use restriction on the investment credit. :

What follows is a description of the prior-law rules governing the
determination of ownership of property for Federal income tax pur-
poses, in the context of leases or similar arrangements, and a de-
scription of the nontaxable use restriction on the investment credit.
The rules governing ACRS and the investment credit for property
used predominantly outside the United States (foreign-use proper-
ty) are also discussed.

The ownership issue

Qverview

The determination of who is the owner of property for Federal
income tax purposes required a case-by-case analysis of all facts
and circumstances. Although the determination of ownership is in-
herently factual, a number of general principles were developed in
court cases, revenue rulings, and revenue procedures.

In general, both the courts and the IRS focused on the substance
of the transaction rather than its form. The courts did not disre-
gard the form of a transaction simply because tax considerations
were a significant motive, so long ‘as the transaction also had a
bona fide business purpose and the person claiming tax ownership
had sufficient burdens and benefits of ownership.

In general, for Federal income tax purposes, the owner of proper-
ty was required to possess meaningful burdens and benefits of own-
ership. The lessor had to suffer or benefit from fluctuations in the
value of the property. Thus, lease treatment was denied, and the
lessee was treated as the owner, if the lessee had the option to
obtain title to the property at the end of the lease for a price that
was nominal in relation to the value of the property at the time
the option was exercisable or which was relatively small when
compared with the total lease payments to be made.

Where the lessor’s residual value in the property was nominal,
the lessor was viewed as having transferred full ownership of the
property for the rental payments. Where the purchase option was
more than nominal but relatively small in comparison with fair
market value, the lessor was viewed as having transferred full
ownership because of the likelihood that the lessee would exercise
the option. Furthermore, if the lessor had a contractual right to re-
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quire the lessee to purchase the property at the end of the lease (a
put), the transaction could be denied lease treatment because the
put eliminated the lessor’s risk of loss in value of the residual in-
terest and the risk that there would be no market for the property
at the end of the lease.

Objectivev guidelines used in structuring transactions

To give taxpayers guidance in structuring leveraged leases (i.e.,
leases in which the property is financed by a nonrecourse loan
from a third party) of equipment, the IRS issued Rev. Proc. 75-21,
1975-1 C.B. 715, and a companion document, Rev. Proc. 75-28, 1975-
1 C.B. 752 (the guidelines). If the requirements of the guidelines
were met and if the facts and circumstances did not indicate a con-
trary result, the IRS generally issued an advance letter ruling that
the transaction was a lease and that the lessor would be treated as
the owner for Federal income tax purposes.

The guidelines were not by their terms a definitive statement of
legal principles and were not intended for audit purposes. Thus, if
a taxpayer failed to satisfy all the requirements of the guidelines, a
transaction might still be considered a lease if, after considering all
facts and circumstances, the transaction was a lease under the gen-
eral principles described above.

The specific requirements for obtaining a ruling under the guide-
lines were as follows:

(1) Minimum investment.—The lessor was required to have a
minimum 20-percent unconditional at-risk investment in the prop-
erty.

(2) Purchase options.—In general, the lessee could not have an
option to purchase the property at the end of the lease term unless,
under ‘the lease agreement, the option could be exercised only at
fair market value (determined at the time of exercise). That rule
precluded fixed price purchase options, even at a bona fide esti-
mate of the projected fair market value of the property at the exer-
cise date. v

(3) Lessee investment precluded.—Neither the lessee nor a party
related to the lessee could furnish any part of the cost of the prop-
erty.

(4) No lessee loans or guarantees.—As a corollary to the prior
rule, the lessee could not loan to the lessor any of the funds neces-
sary to acquire the property. In addition, the lessee could not guar-
antee any loan to the lessor of funds necessary to acquire the prop-
erty.

(5) Profit and cash flow requirements.—The lessor had to expect
to receive a profit and have a positive cash flow from the transac-
tion independent of tax benefits.

(6) Limited use property—Under Rev. Proc. 76-30, 1976-2 C.B.
647, property that could be used only by the lessee (limited use
property) was not eligible for leveraged lease treatment.

Nontaxable use restriction on the investment credit
Overview

Under prior law sections 48(a)4) and (5), property ‘“used by” a
tax-exempt organization in an exempt function or by a governmen-
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tal unit generally was ineligible for the investment credit, includ-
ing the investment credit for energy property. For this purpose, the
term governmental unit included the United States Government,
any State or local government, most international organizations,
and any instrumentality of any of the foregoing. The term tax-
exempt organization was defined to mean most organizations that
were exempt from Federal income tax, such as a charitable or edu-
cational organization.

To determine whether property was subject to the nontaxable
use restriction, it was first necessary to evaluate the economic sub-
stance of the transaction under the general principles for determin-
ing who was the tax owner of the property.2

Under the nontaxable use restriction, the investment credit was
unavailable with respect to property that was treated for Federal
income tax purposes as being owned by a governmental unit or a
tax-exempt organization for use in its exempt function. In addition,
property leased to a governmental unit or a tax-exempt organiza-
tion for use in its exempt function was generally subject to the
nontaxable use restriction. In addition to several statutory excep-
tions, however, one court held (and the IRS ruled) that the invest-
ment credit could be claimed where the governmental unit essen-
tially contracted for a service, to be provided by the owner of prop-
erty, rather than for the use of the property itself.

Statutory exceptions to the nontaxable use restriction

Tax-exempt organizations.—Certain farmers’ cooperatives de-
scribed in section 521 (which are considered exempt from tax even
though they are subject to the rules of subchapter T, relating to co-
operatives and their patrons) were excluded from the restriction on
use by a tax-exempt organization. Also, the credit was allowed for
property used by a tax-exempt organization in a taxable unrelated
trade or business.

Foreign governmental units.—Although international organiza-
tions generally were subject to the restriction, property used by the
International Satellite Consortium, the International Maritime Sat-
ellite Organization, and any successor organizations was excluded
from the restriction on governmental use. Foreign governments
and possessions of the United States were not subject to the restric-
tion. Thus, a computer leased to the United States Government
was denied the credit, but the credit was allowed for a computer
leased to a foreign embassy located in the United States. )

Rehabilitated buildings.—Rehabilitation tax credits were avail-
able for qualified rehabilitation expenditures incurred. for older
buildings used by tax-exempt organizations or governmental units
as lessees. Where a tax-exempt entity owned a building that was
leased to a taxpayer and the taxpayer/lessee made qualifying reha-
bilitation expenditures, a rehabilitation tax credit was allowed to

2 Rev. Rul. 68-590, 1968-2 C.B. 66. Rev. Rul. 68-530 involved arrangements between a taxable
corporation and a political subdivision of a State providing for the tax-exempt financing, con-
struction, and operation of an industrial project. The IRS did not apply the nontaxable use re-
striction even though the governmental unit held legal title under a safe—and-leaseback. Rather,
the IRS held that the corporation was the tax owner of the property. The IRS reasoned that, in
view of the economic substance of the arrangement, the sale-leaseback arrangement was noth-
- ing more than a security device for the protection of the holders of the tax-exempt bonds.
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the taxpayer/lessee because the lessee (and not the tax-exempt
lessor) was viewed as owning the improvements. See, eg., LTR
8441012 (July 9, 1984).

Foreign persons.—Property used by foreign persons was not sub-
ject to the nontaxable use restriction. Special rules (discussed
below) applied if the property was used predominantly outside the
United States.”

“Casual or short-term lease” exception

Treasury regulations provided an exception to the nontaxable
use restriction for property that was leased on a ‘“casual or short-
term basis” (Treas. Reg. sec. 1.48-1(j) and (k)).

Casual leases.—The term “casual lease” was interpreted to mean
a lease that lacked the formalities inherent in a written lease.? An-
other example of a casual lease was the lease of an automobile
from a car rental company by a governmental employee traveling
on governmental business.*

Short-term leases.—The exception for short-term leases was rec-
ognized as a means of allowing the government to fulfill an unfore-
seen or extraordinary need for obtaining the short-term use of
property from the private sector, without causing the taxpayer to
lose the credit.5 Thus, property not ordinarily intended for lease to
a tax-exempt organization or governmental entity could have been
leased for a short period in unforeseen or extraordinary circum-
stances.

In determining whether the exception for short-term leases ap-
plied, the courts rejected the contention that the relevant consider-
ation was whether the nonqualifying use constituted a substantial
portion of the useful life of the property.® The courts also rejected
the position that short-term use should be determined on the basis
of the minimum legally enforceable period of a lease.”

“Service contract” exception

Internal Revenue Service rulings.—Under Treasury regulations
(sec. 1.48-1(j) and (k)), property used by a governmental unit or tax-
exempt organization included property owned by or leased to one of
those nontaxable entities. In Rev. Rul. 68-109, 1968-1 C.B. 10, the
IRS ruled that property provided to a governmental unit as an in-
tegral part of a service was not “used by” the government within
the meaning of prior-law section 48(a)(5).

Rev. Rul. 68-109 involved communications equipment installed by
a public utility on the premises of governmental units. In ruling
that the taxpayer’s agreements with its customers were not sales
or leases, but rather service contracts, the IRS relied on the fact
that the taxpayer retained all ownership in and possession and
control over the equipment. The IRS also focused on the fact that
the communications equipment was part of an integrated network

: .ISdee, Xerox Corporation v. United States, 656 F.2d 659, 666 (Ct. Cl. 1981) (note 13).

5 World Airways, Inc. v. Commissioner, 564 F.2d 886 (9th Cir. 1977), aff'd 62 T.C. 786 (1974).

8. World Airways Inc. v. Commuissioner, 62 T.C. 786 (1974), aff'd, 564 F.2d 886 (9th Cir. 1977).

7 Thus, the mere fact that a lease contained a cancellation clause did not result in application
of this exception. Xerox Corporation v. United States, 656 F.2d 659 (Ct. Cl. 1981); Stewart v. US.,
77-2 U.ST.C. 9648 (D. Neb. 1977).
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used to render services to the customer, not property placed with a
user to allow it to provide services to itself.

The IRS issued a number of other rulings, including private rul-
ings,® interpreting the service contract exception. For example, the
investment credit was denied in situations involving trucks operat-
ed under a service contract by government employees (Rev. Rul. 72-
407, 1972-2 C.B. 10) and school buses operated by a private party
under contract with a local school district (LTR 8104001 (February
27, 1980)). In LTR 8217040 (January 27, 1982), the IRS allowed the
investment credit in a situation involving a time charter of a vessel
to the Federal government. The IRS ruled that the taxpayer could
claim an investment credit for the vessel based on the taxpayer’s
representations that the taxpayer bore the risk of loss with respect
to the vessel, the taxpayer had to retain possession and control
over the vessel the taxpayer was required to provide maintenance
and secure insurance for the vessel, the taxpayer had to furnish
and control the crew of the vessel, and the time charter transferred
no legal interest in the property to the Federal Government.

The case law.—In Xerox Corporation v. United States, 656. F.2d
659 (Ct. Cl. 1981), a manufacturer provided duplicating machines to
the Federal Government. The IRS had issued a revenue ruling in-
volving the same basic facts as in Xerox that held that the agree-
ments were leases (Rev. Rul. 71-397, 1971-2 C.B. 63). The Court of
Claims rejected the taxpayer’s contention that its agreements were
short-term leases eligible for an exception to the governmental use
restriction. The court held, however, that the machines were eligi-
ble for the investment credit because they were prov1ded as an in-
tegral part of a service contract.

The Court of Claims based its decision on the IRS s own formula-
tion of the service contract exception, as set forth in the holdings of
published and private rulings (other than Rev. Rul. 71-397). The
court rejected the government’s contention that the service con-
tract exception could never apply where the customer’s own per-
sonnel operate the machines, because this factor was present in the
first ruling adopting the exception (i.e., Rev. Rul. 68-109). The court
emphasized that Xerox was not a case in which the cost or rental
value of the property dominated the price of the total arrange-
ment. The court also noted that, conceivably, its decision would
have been different if Treasury regulations had formulated the pre-
cise confines of the service contract exception.

Although the published and private rulings did not articulate
any single test for use in determining whether an agreement was a
service arrangement or a lease, the court concluded that the fac-
tors deemed common to service contracts in those rulings related to
two broad areas of inquiry: (1) the nature of the possessory interest
retained by the taxpayer and (2) the degree to which the property
supplied was a component of an integrated operation in which the
taxpayer had other responsibilities.

In holding that the interest conveyed to the customer was not
sufficient to constitute a leasehold interest, the Xerox court focused

¢ Although a private ruling is not binding as precedent on the iRS with respect to taxpayers
other than the taxpayer who received the ruling, or the courts, a private ruling is helpful in
interpreting the law in the absence of other authority.
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on the following factors drawn from the IRS rulings in which a
service contract was held to exist: (1) the taxpayer retained owner-
ship of the machines, (2) the taxpayer decided whether to repair,
replace, or alter the machines, and the customer was prohibited
from altering or moving the machines, (3) the taxpayer bore the
cost of adjustments, repairs, and replacements, (4) the taxpayer was
responsible for loss or damage, except in the case of the customer’s
negligence, and (5) the customer could cancel upon 15 days notice.

Finally, in holding that the taxpayer’s contractual arrangements
could reasonably be deemed to be within the purpose of the invest-
ment credit, the court focused on the fact that the taxpayer manu-
factured machines for all customers, not just the government, and
that governmental use occurred with respect to only five or six per-
cent of the taxpayer’s machines.

Foreign-use limitations

Overview

Property “used predominantly outside the United States” was
subject to reduced ACRS deductions and was ineligible for the in-
vestment credit (secs. 168(f)(2) and 48(a)(2)).

* In general, property ‘“used predominantly outside the United
States” was defined as property used outside the United States for
more than half of the taxable year. There .were a number of excep-
tions to this general rule. For example, communications satellites
were excepted from the rules for foreign-use property. U.S.-flag ves-
sels operated in the foreign or domestic commerce of the United
States were excepted, as were aircraft registered by the Federal
Aviation Agency and operated to and from the United States ® or
operated under contract with the United States, even if operated
by a foreign airline. Special rules were also provided for certain
rolling stock, drilling rigs, motor vehicles, containers, submarine
cable, and other property. .

ACRS deductions

The recovery period for computing ACRS deductions for recovery
property used predominantly outside the United States was equal
to the present class life (midpoint life) for the property, as of Janu-
ary 1, 1981, under the prior law Asset Depreciation Range (ADR)
system For personal property for which there was no ADR mid-
point life as of January 1, 1981, a 12-year recovery period was used.
The determination of useful lives based on facts and circumstances
was not permitted. The owner of foreign-use personal property gen-
erally was allowed to use the 200-percent declining balance method
of depreciation for the early years of the recovery period and the
straight-line method for later years.

For foreign-use real property (including all components of a
building), the recovery period was 35 years. The owner of foreign
real property was generally allowed to use the 150-percent declin-

? The IRS ruled that a plane returning to the United States only once every two weeks quali-
fied as being operated to and from thm%mted States. Rev. Rul. 73-367, 1973-2 C.B. 8. Further-
more, an airplane could be leased for temgorary use outside the United States without any in-
vestment credit recapture. Under section 47(a)}7XA), three and one-half years qualified as tempo-
rary use for this purpose.
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ing balance method for the early years of the recovery period,
switching to the straight-line method in later years.

In the case of foreign-use personal property or real property, the
straight-line method of depreciation could be used in lieu of the
prescribed accelerated methods. In addition, for foreign-use person-
al property, the taxpayer could elect the straight-line method over
one of the longer recovery periods allowed for domestic property
{but the period elected could not be shorter than the ADR mid-
point life, or, for property without an ADR mid-point life as of Jan-
uary 1, 1981, 12 years). For foreign-use real property, the taxpayer
could elect to use the straight-line method over a recovery period of
45 years (instead of 35 years).

Reasons For Change
Overview

The Congress believed that reform of the tax law was essential,
insofar as it related to property used by tax-exempt entities under
a lease, a lease formulated as a service contract, or other similar
arrangements. When tax-exempt entities used property under these
arrangements, they paid reduced rents that reflected a pass-
through of investment tax incentives from the owner of the proper-
ty. Tax-exempt entities thereby benefitted from investment incen-
tives for which they did not qualify directly and effectively gained
the advantage of taking income tax deductions and credits while
having no corresponding liability to pay any tax on income from
the property. In this way, investment incentives that were intend-
ed to reduce the tax on taxable entities were turned into unintend-
ed benefits for tax-exempt entities, including foreign entities. The
benefits were equivalent to an open-ended spending program, oper-
ated within the tax system, that increased the Federal deficit, en-
couraged tax-exempt entities to dispose of the assets they owned
and forego control over the assets they used, disordered public
budgeting processes, and fed a popular perception that the tax
system was open to manipulation.

The Congress was greatly concerned about these problems, the
scale of which was magnified by a surge in leasing to tax-exempt
entities and other arrangements devised to transfer tax benefits to
them. In response, the Act restricts tax benefits for property used
by tax-exempt entities so that the erosion of Federal tax receipts
will be eliminated and tax-exempt entities will lease property on
the same tax-free basis as they can purchase it.

Background

In 1962, the Congress first enacted the investment tax credit for
certain property used in a trade or business or for the production
of income. The purpose of the credit was to reduce the income tax
liability of taxpayers and thereby encourage their purchase and
use of capital goods. When enacting the investment credit, the Con-
gress expressly disallowed it for property used by governmental
units and tax-exempt organizations, which of course have no
income tax liability to reduce. The nontaxable use restriction was
necessary to prevent these tax-exempt entities from indirectly gain-
ing—through leasing, for example—the benefits of both tax-exemp-

40-926 0 - 85 - 5
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tion and the income tax credit. This policy has been continued to
the present. It is grounded in the fundamental principle that the
tax system exists to collect taxes from taxable entities, not to make
payments to tax-exempt entities.

The Congress believed that the policy of providing tax-reducing
incentives to those who are subject to the income tax and denying
them to those who are not subject to the income tax should be
maintained, and that three major amendments were needed to im-
prove its application. The amendments relate to (a) accelerated de-
preciation deductions, (b) transactions structured to avoid the
denial of the investment credit, and (c) the treatment of foreign
tax-exempt entities.

Accelerated depreciation deductions

Over the last two decades, the Congress has acted to accelerate
cost recovery (depreciation) deductions for property used in a trade
or business or for the production of income. The introduction of the
Asset Depreciation Range system in 1971 and the enactment of the
Accelerated Cost Recovery System in 1981 were two significant
steps in this direction. The purpose of accelerating cost recovery de-
ductions was to reduce the income tax liability of taxpayers in
order to encourage their purchase and use of capital goods. Taking
into account the time value of money, accelerated deductions re-
duced the present value of tax to be paid by deferring payment to
later years.

The cumulative effect of legislation relating to cost recovery al-
lowances was that these deductions currently operated, like the in-
vestment credit, as a significant investment incentive, by reducing
the value of the tax that would otherwise be imposed on the
income from the investment. Prior law, however, did not generally
deny the benefits of accelerated cost recovery for property leased to
tax-exempt entities. As a result, the transfer of benefits to these
entities through the tax system, which the Congress acted to pre-
vent with respect to the investment credit, occurred due to acceler-
.ated depreciation deductions. Therefore, the Act provides for less
rapid write-offs of property used by tax-exempt entities.

Transactions structured to avoid investment credit restrictions

The value of the investment credit was sufficiently great to have
prompted attempts to structure transactions in a form other than a
lease, such that property used by a tax-exempt entity or dedicated
primarily to its use could qualify for the credit. The Congress was
concerned about the lack of statutory guidance for determining
when property was in substance used by a tax-exempt entity.
Therefore, the Act provides criteria for this purpose, so that the
economically insubstantial restructuring of a lease as a service con-
tract or similar arrangement will not result in unintended prefer-
ential tax treatment.

Foreign tax-exempt entities

The prior-law denial of investment credits for property used by
tax-exempt entities was incomplete because it did not apply to cer-
tain types of property that was leased by foreign governments and
other foreign persons who were not subject to Federal income tax.
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As a result, this property qualified for greater tax benefits than
property leased to the Federal Government, State or local govern-
ments, or tax-exempt domestic organizations.

The Congress concluded that tax benefits for property used by
foreign tax-exempt entities should not exceed tax benefits for prop-
erty used by domestic tax-exempt entities. The Congress was un-
convinced that preferential treatment for foreign lessees of certain
equipment should be maintained as an export subsidy. First, the
benefits were available without regard to whether the equipment
was produced in the United States. Thus, the Federal Government
contributed to the foreign manufacture and use of equipment
owned by a U.S. lessor. Second, the impact of the tax benefits in
stimulating exports was diluted to the extent that they were re-
tained by the lessor, rather than being flowed through to the for-
eign lessee as reduced financing costs. Third, to the extent that fi-
nancing costs of the foreign lessee were reduced, they provided
lower prices to foreign businesses for goods or services that were in
direct competition with U.S. businesses. Fourth, preferential tax
benefits for foreign governments to lease equipment placed them in
a more favorable position than State and local governments. Fifth,
the Congress was aware that direct credit assistance was available
for exporters of U.S.-produced goods through the Export-Import
Bank. Therefore, the Act does not except foreign lessees from the
general policy of subsidy-free tax treatment for property used by
tax-exempt entities.

The Congress was aware that the United States is a party to
treaties that, on a reciprocal basis, exempt residents of the treaty
partner from U.S. tax on certain shipping and aircraft income.
Those provisions, however, do not in any way guarantee to resi-
dents of those countries the benefits of the investment tax credit or
any accelerated depreciation regime.

Federal governmental entities

Federal government leasing presented a problem regarding ac-
countability. If a Federal agency purchased property, the full cost
of the property was reflected on the outlay side of the budget. If
the agency leased the property from a taxable lessor, only part of
the cost (the rental payments) was reflected on the outlay side of
the budget. No account was taken of the impact on the revenue
side of the budget resulting from tax incentives claimed by the
lessor. Thus, the Federal agency’s choice between purchasing and
leasing was not based on a full measure of costs.

Additional reasons

The Congress had additional reasons for concluding that the tax
benefits (in excess of tax exemption itself) available to tax-exempt
entities through leasing should be eliminated.

First, the Federal budget is in no condition to sustain the sub-
stantial revenue loss resulting from leasing to tax-exempt entities,
which would have increased as more tax-exempt entities, financial
entities, and tax-oriented investors learned how to take advantage
of the tax system in that way. The budget deficits would not de-
crease if spending cuts were matched or exceeded by revenue
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losses. These losses were especially large in transactions involving
debt-financed property.!°

Second, the Congress was concerned about possible problems of
accountability of governments to their citizens, and of tax-exempt
organizations to their clientele, if substantial amounts of their
property came under the control of outside parties solely because
the Federal tax system made leasing more favorable than owning.
The Congress was convinced that the tax system should not encour-
age tax-exempt entities to dispose of the assets they owned or to
forego control over the assets they used.

Third, the Congress believed that Federal aid to tax-exempt enti-
ties (above and beyond their tax exemption) should be made by ap-
propriations rather than by tax benefits transferred through the
tax system. The tax benefits in leasing were open-ended and hence
uncontrollable in amount and composition, whereas appropriations
are limited and adjustable to current priorities from year to year.
Moreover, tax benefits appear in the Federal budget only as re-
duced tax collections, unassociated with any particular public pur-
pose. Thus, with Federal aid conveyed through the tax system, it
was very difficult to discover what tax-exempt purposes were Fed-
erally assisted, by how much they were assisted, and whether the
assistance was rendered in ways consistent with other objectives of
public policy. These matters can be known, debated, and decided in
the appropriations process.

Fourth, the Congress was concerned about waste of Federal reve-
nues. Although under prior law tax benefits existed to be shared by
the tax-exempt user of property and the taxable owner, there was
no assurance that the tax-exempt entity would be the prime benefi-
ciary. For example, when a substantial portion of the benefit was
retained by lawyers, investment bankers, lessors, and investors, the
Federal revenue loss became more of a gain to financial entities
than to tax-exempt entities. In proportion to that inefficiency, the
Treasury lost more than $1 to provide $1 of aid to tax-exempt enti-
ties through leasing, whereas the aid could have been provided on
a dollar-for-dollar basis through appropriations. This problem exist-
ed within the Federal Government also. To the extent that a Feder-
al agency as lessee paid rents that did not reflect a full pass-
through of the lessor’s income tax benefits, the Federal Govern-
ment paid more to lease an asset than it would to buy it.

Fifth, the Congress stressed the need to sustain popular confi-
dence that the tax system is generally working correctly. A system
that enticed Federal agencies not to own their essential equipment,
nor colleges their campuses, nor cities their city halls, and which
also rewarded taxpayers who participated in such transactions
with a lighter tax burden, risked eroding that confidence.

10 With respect to tax benefits for debt-financed property, see Joint Committee on Taxation
staff pamphlet, “Description of S. 1564 Relating to Tax Treatment of Property Leased to Tax-
Exempt Entities” (JCS-34-83).
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Explanation of Provisions

a. Overview

In general, the Act reduces the tax benefits that would otherwise
be available for tangible property used by tax-exempt entities. The
Act defines the term “tax-exempt entity’’ to include Federal, State,
local, and foreign governments, possessions of the United States,
international organizations, certain instrumentalities of the forego-
ing, and certain foreign persons, as well as most organizations that
are exempt from Federal income tax or were exempt at any time
within a prescribed five-year period.

For all Federal income tax purposes, the Act provides criteria for
use in determining whether an arrangement characterized by the
parties as a ‘‘service contract” or carrying some other label should
be treated as a lease. The Act creates no inferences regarding the
prior-law treatment of purported service contracts under the non-
taxable use restriction on the investment credit.

To the extent a rehabilitated building is tax-exempt use proper-
ty, rehabilitation credits are denied.

Special rules are provided for qualified technological property,
property subject to short-term leases, and certain other property.

The prior-law rules for determining the owner of property for
income tax purposes are unchanged. Thus, the Act leaves open the
possibility that a tax-exempt entity could be treated as the owner
of property under a purported lease, service contract, or other ar-
rangement. The Act creates no inferences regarding who should be
treated as the tax owner of property involved in such a transaction
under prior-law rules.

b. Definition of tax-exempt entity

Domestic governmental entities

For purposes of both the depreciation and investment credit pro-
visions, the term tax-exempt entity generally includes the United
States, any State (including the District of Columbia) or local gov-
ernmental unit, any possession of the United States (including
Puerto Rico), and any agency or instrumentality of any of the fore-
going. The Act provides an exception to the definition of tax-
exempt entity for a corporate instrumentality of the United States,
or of any State or political subdivision thereof, where (1) all of the
corporation’s income is fully subject to U.S. income tax, and (2) nei-
ther the United States nor any State or political subdivision there-
of selects (or has the right to select) a majority of the board of di-
rectors or members of a comparable governing body of such instru-
mentality.

Tax-exempt organizations

The term tax-exempt entity also includes any organization, other
than a farmers’ cooperative described in section 521, that is exempt
from United States income tax (including, e.g., a section 401(a)
qualified trust) and any organization that was exempt from United
States income tax (other than by virtue of section 521) at any time
during the five-year period ending on the date the property in-
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volved is first used by such organization (or any successor organiza-
tion engaged in substantially similar activities). The Act does not
treat property owned by any such former tax-exempt organization
as tax-exempt use property. Thus, a tax-exempt entity may reduce
its own tax liability by use of tax benefits attributable to property
that it owns. In addition, property that is leased to the Federal
Home Loan Mortgage Corporation (the tax-exempt status of which
was repealed by the Act) is not treated as leased to a tax-exempt
entity under the five-year rule.

Example—A tax-exempt hospital has historically leased or
owned automobiles for use in carrying out its tax-exempt function.
On January 15, 1984, the hospital creates a wholly owned taxable
subsidiary to lease new automobiles to provide transportation serv-
ices to the hospital. Automobiles leased by the subsidiary at any
time prior to January 15, 1989, will be tax-exempt use property.

Election for certain cooperatives.—An organization that was tax-
exempt under section 501(cX12) (relating to certain cooperatives) at
any time during the 5-year period ending on the date the property
involved is leased to such cooperative (or any successor organiza-
tion that is engaged in substantially similar activities), but that is
not tax-exempt at the time the property involved is leased to the
organization, will not be treated as a tax-exempt entity if it makes
an election to remain taxable for the period beginning with the
taxable year the property is placed in service and ending with the
15th taxable year after the expiration of the recovery period of the
property. This rule applies only if the organization complies with
certain transitional rules (described below).

Arbitrage profits—Under the transitional rules, the organization
must elect to pay taxes on the exempt arbitrage profits it earns or
has earned on that portion of the proceeds of any tax-exempt obli-
gations associated with its financing (e.g., acquisition or construc-
tion financing) of the property ultimately leased. The requirement
was imposed because, in general, the Congress did not believe that
a tax-exempt entity should be able to earn tax-free arbitrage prof-
its on tax-exempt obligations issued to finance property and then,
after becoming a taxable entity, be entitled to additional tax bene-
fits by leasing the property. This is especially true in the case of
cooperatives, which tend to have substantial tax planning flexibil-
ity.

This requirement applies with respect to all such exempt arbi-
trage profits, regardless of when earned, but only to the extent
they are attributable to a period during which the organization was
exempt from taxation. Under the Act, these profits are taxed to the
organization for the first taxable year in which it uses the property
under the lease. They are treated as a separate basket of taxable
income and taxed as such under section 11. No deductions are al-
lowed against that separate basket of income. Neither are any
credits allowed with respect to resulting tax liability.*

Exempt arbitrage profits’“ are the aggregate amount determined
under the principles of sections 103(cX6XDXi) and (ii) (relating to
certain arbitrage profits), as amended by the Act, except that for
this purpose, sections 103(cX6XFXi)IID) (relating to certain earnings
on a bona fide debt service fund) and 103(c)(6}F)ii) (relating to
earnings on certain temporary investments) are disregarded. Fur-
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thermore, the principles of section 103(c)}6)D){i) are applicable for
this purpose regardless of that section’s general effective date.
(Generally, that section applies to bonds issued after December 31,
1984.) If new section 103(c)6)DXD in fact is applicable to the tax-
exempt obligations, there are, for purposes of this requirement, no
exempt arbitrage profits. In general, if new section 103(c)6)D)() is
applicable, certain arbitrage profits must be rebated to the United
States. In such a case, taxation of ”exempt arbitrage profits is in-
appropriate.

Foreign entities

The term tax-exempt entity includes any foreign government,
any international organization, any agency or instrumentality of
either of the foregoing, and any other person who is not a United
States person, but only with respect to property not more than 50
percent of the gross income, if any, derived by the foreign person
or entity from the use of which is subject to United States income
tax for the taxable year of the foreign person or entity. Income of
the foreign person that is included in the gross income of a U.S.
shareholder under section 951 for the shareholder’s taxable year in
which or within which the taxable year of the foreign person ends
is treated as being subject to U.S. income tax for this purpose. In
determining whether the more-than-50-percent threshold is satis-
fied, the portion of the gross income derived by the foreign person
from the use of the property that is subject to U.S. income tax is
determined by taking into account all exclusions and exemptions,
whether derived from a statute, a treaty, or otherwise, but total
gross income from the use of the property is to be determined with-
out regard to any such exclusions or exemptions.

The term foreign person or entity does not include a foreign part-
nership or other foreign pass-through entity. Special rules for the
treatment of partnerships and other pass-through entities (includ-
ing foreign partnerships and other pass-through entities) are dis-
cussed below.

c. Tax-exempt use property

Personal property

For purposes of the depreciation provisions of the Act, the term
tax-exempt use property includes that portion of tangible property
(other than 15-year real property, 18-year real property, and low-
income housing, collectively referred to as “18-year real property”)
that is leased to a tax-exempt entity. Except to the extent modified
by the provisions of the Act dealing with service contracts or simi-
lar arrangements, the determination of whether personal property
is leased to a tax-exempt entity is made under prior law rules.
Thus, for example, if a taxable entity manufactures personal prop-
erty for purchase by a tax-exempt entity in a normal commercial
transaction, the property used by the manufacturer to produce the
property sold to the tax-exempt entity is not treated as tax-exempt
use property.

Qualified films (as defined in section 48(k)1)B)) and sound re-
cordings (as defined in section 48(r)) distributed to foreign persons
or entities are not treated as leased to them.
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Real property
In general

For purposes of the depreciation provisions of the Act, 18-year
real property is treated as tax-exempt use property to the extent it
is leased to a tax-exempt entity, but only if at least one of the fol-
lowing circumstances ( a disqualified lease) exists:

(1) All or a part of the property was financed with the proceeds
of tax-exempt obligations and the tax-exempt entity (or a related
party) participated in such financing;

(2) The lease contains or is accompanied by (i) a fixed or determi-
nable price purchase option exercisable by the tax-exempt entity
(or a related party), (ii) a fixed or determinable price sale option
pursuant to which the lessor can require the tax-exempt entity (or
a related party) to purchase the property, or (iii) the equivalent of
either such option;

(3) The lease occurs after a sale, or other disposition or transfer
of the property by, or lease of the property from, the tax-exempt
entity (or a related party) and the property was used by the tax-
exempt entity (or a related party) more than three months before
the lease; or

(4) The lease has a term exceeding 20 years.

35-percent threshold.—Notwithstanding the above, no portion of
any 18-year real property is treated as tax-exempt use property
unless more than 35 percent of the property is leased to a tax-
exempt entity or tax-exempt entities under a lease or leases of a
type or types described above. For purposes of this rule, a building
will be treated as a separate property unless two or more buildings
are part of one project. In the latter case, the entire project will be
treated as one property. Furthermore, disqualified leases to differ-
ent tax-exempt entities (regardless of whether they are related)
will be aggregated in determining whether property is tax-exempt
use property and the extent thereof.

Measure of tax-exempt use.—The extent to which property is tax-
exempt use property will be measured by those factors producing
the greatest percentage of tax-exempt use. For example, assume
that a tax-exempt entity sells a building, leasing 50 percent of it
back for more than 20 years and leasing the other 50 percent back
for 10 years. Because the entire building was sold and leased back,
the entire building is tax-exempt use property even though only
one-half of it is leased to the tax-exempt entity for a term exceed-
ing 20 years. On the other hand, assume that a tax-exempt entity
that leases 50-percent of a building for five years has an option to
purchase the entire building at a fixed price. Absent other factors,
only 50-percent of the building is tax-exempt use property since the
tax-exempt entity is leasing only 50 percent of the property.

A tax-exempt entity or entities will be treated as leasing more
than 35 percent of a building only if it or they lease more than 35
percent of the net rentable floor space in the building. Net rentable
floor space does not include common areas.

Examples.—The following examples illustrate the application of
the rules for determining whether and to what extent 18-year real
property is tax-exempt use property. Assume that a tax-exempt
entity participates in industrial development bond financing for
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the acquisition of a new building by a taxpayer. The tax-exempt
entity leases 80 percent of the building for five years. Eighty per-
cent of the building is tax-exempt use property under the Act. If
the tax-exempt entity leased only 30 percent of the building for five
years, no portion of the building would be tax-exempt use property.
If the tax-exempt entity leased only 20 percent of the building for
five years and another tax-exempt entity leased 20 percent of the
building for a term in excess of 20 years (or a related entity leased
20 percent of the building for five years), 40 percent of the building
would be tax-exempt use property. If the tax-exempt entity leased
only 20 percent of the building for five years and an unrelated tax-
exempt entity leased 10 percent of the building for five years, no
part of the building would be tax-exempt use property. If the tax-
exempt entity leased 75 percent of the building for a term exceed-
ing 20 years, 75 percent of the building would be tax-exempt use
property (without regard to whether industrial development bonds
were used).
Participation in tax-exempt financing

Whether a tax-exempt entity (or a related party) will be treated
as having participated in financing the acquisition of all or a part
of the property through tax-exempt obligations depends on all the
circumstances. A tax-exempt entity will be treated as having par-
ticipated if it (or a related tax-exempt entity) issues the obligations
and it is reasonable to expect at the time of issuance that the tax-
exempt entity will be a user of all or a portion of the property. A
tax-exempt entity will also be treated as having participated in the
financing if, prior to the financing, it commits to lease space in the
building. For example, an organization described in section 501(c)3)
will be treated as having participated in a bond financing if, prior
to the issuance of the bonds, it commits to enter into a lease of all
or part of the property after it has been acquired by the taxpayer.
If a tax-exempt entity finances the acquisition or construction of a
building with tax-exempt obligations, sells the new building to the
taxpayer before using it, and then leases all or a part of it, the tax-
exempt entity will be treated as having participated in the financ-
ing.

Purchase or sale options

A fixed or determinable price purchase or sale option exists if
the tax-exempt entity (or a related party), directly or indirectly,
has a legally enforceable option to buy the property involved from
the lessor, or the lessor has a legally enforceable right to “put”’ the
property to the tax-exempt entity (or a related party), at either a
pre-established price or at a price that is determinable pursuant to
a formula. An option or put at fair market value at the time of ex-
ercise will not be treated as a fixed or determinable price option or
put. Nor will an option or put be so treated if the selling price is
determinable pursuant to a formula which the parties, when agree-
ing to it, reasonably expected would produce a number approxi-
mately equal to fair market value at the time of exercise. An
option to purchase in 15 years for an amount equal to 50 percent of
original cost is treated as an option at a fixed or determinable
price. An option to purchase at a price derived by a formula which
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incorporates rents then paid by taxable entities for the use of the
same or similar property and then-prevailing interest rates is not
treated as an option at a fixed or determinable price, so long as the
price actually determined approximates fair market value at the
time of exercise.

Any provision that has the effect of passing on to the lessee or a
related party the risk that the property’s residual value will de-
crease will be treated as the equivalent of a fixed or determinable
price put. For example, assume that a tax-exempt entity leases
land to a taxable entity for 20 years. The taxable entity constructs
a building, which has an economic useful life of 50 years, on the
Iand and leases it to the tax-exempt entity for the balance of the
term of the ground lease. Because the tax-exempt entity has domin-
ion over the building for its entire economic useful life, the tax-
exempt entity may be treated as its tax owner under present law.
If, however, the tax-exempt entity is not treated as the owner, the
property would be treated as tax-exempt use property in any event
because the tax-exempt entity has the equivalent of a fixed price
purchase or sale option. Similarly, a lease is treated as containing
the equivalent of a determinable sale option if the lease provides
that if the lessee cancels or fails to renew the lease or if the prop-
erty involved is destroyed, the lessee will pay or cause to be paid to
the lessor the difference between the amount necessary to preserve
the lessor’s net economic return and the fair market value of the
property.

An option need not be contained in the lease. it may be a sepa-
rate agreement. An option to buy or put stock in a corporation (or
equity interests in any other entity) that owns the property may be
treated as an option to buy or put the property.

Uses after transfers

The lease of property to a tax-exempt entity after a disposition or
other transfer of the property by the entity (or a related party) in-
cludes all forms of transactions in which a tax-exempt entity (or a
related party), directly or indirectly, sells, leases, disposes of, or
otherwise transfers property theretofore used by it (or a related
party) which is then leased to the tax-exempt entity. For example,
if a tax-exempt entity contributes a building to a partnership and
leases back 50 percent of the building for five years, 50 percent of
the property is tax-exempt use property. As a further example, if
property is owned by a corporation that is owned by a tax-exempt
entity, a sale or other disposition of the stock of that corporation
will be treated as a sale or other disposition of the property by the
tax-exempt entity. Finally, property owned by a tax-exempt entity
(or a related party) which is subsequently leased to the tax-exempt
entity pursuant to one overall arrangement will be tax-exempt use
property regardless of the identity of the person from whom the
lessor obtained the property. For example, assume that a tax-
exempt entity sells a building to a taxable entity. The taxable
entity sells or contributes the building to a partnership which, pur-
suant to one overall plan, leases it to the tax-exempt entity for five
years. The building is tax-exempt use property.

If a tax-exempt entity disposes of its ownership interest in a
property before that property is placed in service by the tax-
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exempt entity (or a related party), the tax-exempt entity will not be
treated as having used the property. For example, assume that a
tax-exempt entity contracts to have a building constructed. Before
the building is substantially completed, the tax-exempt entity as-
signs the construction contract to a taxpayer and agrees to lease
the building from the taxpayer upon its completion. The property
will not be treated as having been sold and leased back.

Exception.—If a tax-exempt entity (or a related party) disposes of
its ownership interest in 18-year real property and the property is
leased to the tax-exempt entity within three months after it was
first used by the tax-exempt entity (or the related party), the prop-
erty is not treated as having been sold and leased back for purposes
of the use after transfer rule.

Lease term

For rules relating to the length of a lease term, see the discus-
sion below.

Improvements

For purposes of determining whether 18-year real property is
tax-exempt use property, improvements to property (other than
land) will not be treated as separate property. For example, if a
governmental unit issues tax-exempt obligations, the proceeds of
such issue are used by a taxpayer to acquire a building shell from a
third party, and the taxpayer improves the building shell using
other funds and then leases the improved building to the govern-
mental unit, the governmental unit is treated as having participat-
ed in the tax-exempt financing of the entire property. Similarly, if
a tax-exempt entity sells a building used by it for more than three
months to a taxpayer and the taxpayer rehabilitates the building
and leases the rehabilitated building back to the tax-exempt entity,
the tax-exempt entity is treated as using one property after a sale-
leaseback.

On the other hand, if unimproved land is disposed of by a tax-
exempt entity, a building is constructed on the land by the new
owner, and the improved land is leased to the tax-exempt entity,
the building will not be treated as having been the subject of a
sale-leaseback.

Tax-exempt use property does not include improvements con-
structed by a taxable entity on underlying land or other property
leased from a tax-exempt entity merely because the tax-exempt
entity is the owner of the land or other property. For example,
assume that a municipality leases a certified historic structure to a
taxable entity for 20 years. The taxable entity rehabilitates the
structure, using industrial revenue bonds, in a rehabilitation quali-
fying under section 48(g), converting it into a shopping mall. The
rehabilitated mall is leased by the taxable entity, piece-by-piece, to
a variety of taxable merchants. No leasehold improvement is tax-
exempt use property. The municipality, however, is the tax owner
of the structure itself.
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Other rules
Ultimate use of property

A determination that there is a tax-exempt use of property does
not require that the ultimate lessee of the property be a tax-
exempt entity. A disqualified lease at any point in a chain subjects
the property to the Act. A similar rule applied with respect to the
nontaxable use restriction of prior law. For example, assume that a
corporation constructs a new convention center and leases it to a
city under an arrangement in which the city has a fixed price
option to buy after 20 years. The city subleases or licenses the
property to a variety of taxable entities that use it. The entire
structure is tax-exempt use property.

Similarly, if a U.S. corporation leases equipment to a foreign cor-
poration not subject to U.S. tax and the foreign corporation sub-
leases the equipment to a branch of a related U.S. corporation, the
property is tax-exempt use property even though all income earned
by the U.S. branch with respect to the use of the property is sub-
ject to U.S. tax. This result occurs without regard to the business
reasons for the initial lease between the U.S. corporation and the
foreign corporation. This result would not occur, however, if, in
view of the economic substance of the overall arrangement, the
transaction is properly treated for U.S. tax purposes as a lease di-
rectly from the U.S. corporation to the U.S. branch, and not as a
lease to and sublease from the foreign corporation.

Nor can a tax-exempt entity avoid the provisions of the Act
merely by being a sublessee. Thus, if corporation A leases property
to corporation B under a lease with a fixed price option and corpo-
ration B subleases the property to a tax-exempt entity, assigning
its fixed price option to the tax-exempt entity, the property is treat-
ed as tax-exempt use property.

Determination of ownership of property

Whether the tax-exempt entity is the tax owner of the property
will be determined under present law, without regard to the Act.
For example, a tax-exempt entity may hold legal title to property,
used by a taxable entity, as a security device in connection with an
industrial revenue bond. If the tax-exempt entity is not the tax
owner of the property, the mere fact that it has legal title will not
cause the property to be treated as tax-exempt use property. See
Rev. Rul. 68-590, 1968-2 C.B. 66,

Definition of ‘“lease’”.—The Act defines the term “lease” to in-
clude any grant of a right to use property. The general rule that
only property ‘leased” to a tax-exempt entity is ‘“used” by that
entity for purposes of the depreciation rules is not intended to
change the rule of present law that a tax-exempt owner-lessor of
property is not able to pass on any investment tax credits to a
lessee. See Treas. Reg. sec. 1.48-4(a)1Xi).

Property used in an unrelated trade or business.—Tax-exempt use
property does not include any portion of a property if such portion
1s predominantly used by a tax-exempt entity directly, or, for pur-
poses of the partnership rules, through a partnership of which the
tax-exempt entity is a partner, in an unrelated trade or business
the income of which is subject to tax under section 511. For pur-
poses of this rule, property is not treated as predominantly used by
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the tax-exempt entity in an unrelated trade or business the income
of which is subject to tax under section 511 merely because the
property is debt-financed property subject to the rules of section
514.

d. Depreciation

General recovery period and method

In the case of tax-exempt use property, accelerated cost recovery
deductions and any other deductions for depreciation or amortiza-
tion are to be computed by using the straight-line method and dis-
regarding salvage value. The recovery period for tax-exempt use
property in the 18-year real property class is 40 years or 125 per-
cent of the term of the lease, whichever is greater. The recovery
period for all other tax-exempt use property is the mid-point life of
the property as of January 1, 1981, under the ADR system, or 125
percent of the term of the lease, whichever is greater. Personal
property that has no ADR life will be treated as having a mid-point
life of 12 years. The rules with respect to tax-exempt use property
override section 168(f)(2) (relating to recovery deductions for prop-
erty that is used predominantly outside the United States). Proper-
ty treated as leased to a tax-exempt entity under the Act’s provi-
sions for distinguishing service contracts and other arrangements
from leases (see below) will be treated as leased to the tax-exempt
entity for purposes of the Act’s depreciation provisions.

Qualified technological equipment

The general depreciation provisions dp not apply to “qualified
technological equipment” (defined below) leased to a tax-exempt
entity pursuant to a lease with a term of five years or less. Except
as indicated below, the cost (disregarding salvage value) of qualified
technological equipment leased to a tax-exempt entity pursuant to
a lease with a term of more than five years is to be recovered using
the straight-line method, a five-year recovery period, and the half-
year convention.

In the case of property that is subject to a lease of more than five
years and is used predominantly outside the U.S., which property
would be subject to section 168(f)(2) otherwise, the Act’s general de-
preciation provisions apply.

As with other property, whether qualified technological equip-
ment purportedly leased to a tax-exempt entity is to be treated as
owned for tax purposes by the tax-exempt entity will be deter-
mined under prior law. For example, if qualified technological
equipment with an economic useful life of five years is purportedly
leased for five years, the nominal lessee may be treated as the tax
owner of the equipment.

The term “qualified technological equipment” means computers
and related peripheral equipment, high technology telephone sta-
tion equipment installed on a customer’s premises, and high tech-
nology medical equipment. Only tangible personal property can
constitute qualified technological equipment.

Definition of computers.—Computers are programmable electron-
ically activated devices capable of accepting information, applying
prescribed processes to it, and supplying the results of those proc-
esses with or without human intervention. Computers consist of a
central processing unit containing extensive storage, logic, arithme-
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tic, and control capabilities. The term related peripheral equipment
means auxiliary machines (whether on-line or off-line) designed to
be placed under the control of the central processing unit of the
computer. Neither term includes any equipment which is an inte-
gral part of property that is not a programmable computer, any
video games or other devices used by the user primarily for amuse-
ment or entertainment purposes, or any typewriters, calculators,
adding or accounting machines, copiers, duplicating equipment, or
similar equipment.

Definition of telephone station equipment.—High technology tele-
phone station equipment includes only property described in ADR
class 48.13 and installed on a customer’s premises. Furthermore,
property described in ADR class 48.13 that does not have a high
technology content does not qualify.

Definition of medlcal equipment.—The term ‘“high technology
medical equipment” means any electronic, electromechanical, or
computer-based high technology equipment used in the screening,
monitoring, observation, diagnosis, or treatment of human patients
in a laboratory, medical, or hospital environment. High technology
medical equipment can include computer axial tomography scan-
ners, nuclear magnetic resonance equipment, clinical chemistry
analyzers, drug monitors, diagnostic ultrasound scanners, nuclear
cameras, radiographic and fluoroscopic systems, Holter monitors,
and bedside monitors. Incidental use of any such equipment for
other purposes, e.g., research, will not prevent it from qualifying as
high technology medlcal equipment.

Other rules.—For purposes of the rules regarding hlgh technolo-
gy telephone station equipment and high technology medical equip-
ment, high technology equipment consists only of equipment
which, because of a high technology content, can reasonably be ex-
pected to become obsolete before the expiration of its physical
useful life. For example, telephone booths and telephones that in-
clude only a standard dialing feature are not high technology
equipment. Telephones that include features such as an abbreviat-
ed dialing short program, an automatic callback, or conference call
feature can qualify as high technology equipment. The exception
applies only to terminal equipment that contains such extra fea-
tures and not to terminal equipment used in conjunction with fea-
tures offered through central office capacity.

Exceptions.—Qualified technological equipment does not include
equipment which (1) is leased to a tax-exempt entity after its dispo-
sition by the same tax-exempt entity (or a related party) if the tax-
exempt entity (or a related party) used it before the disposition, (2)
is financed with tax-exempt obligations, or (3) is used by the Feder-
al government or a tax-exempt instrumentality thereof. Such
equipment will be subject to the general depreciation provisions.
For purposes of (1), only property that is owned and used by a tax-
exempt entity (or a related entity) for more than three months
before the lease to the tax-exempt entity is treated as having been
used by such entity before the transfer.

In addition, the Treasury is authorized to provide, by prospective
regulations only, that any high-technology telephone station equip-
ment or medical equipment is to be depreciated under the general
depreciation rules rather than the special rules for qualified tech-
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nological equipment. It is intended that the Treasury so provide
only if it determines that such property cannot reasonably be ex-
pected to become technologically obsolete substantially before the
expiration of its physical useful life.

Operating rules

If a taxpayer elects under ACRS to recover the cost of property
over an optional recovery period that exceeds the recovery period
prescribed by the Act, then the cost of the property is to be recov-
ered over the longer period. Property which would be 18-year real
property if it were recovery property is treated as 18-year real
property. For 18-year real property, first-year deductions are to be
determined on the basis of the number of months in the year in
which the property is in service. For other property, the half-year
convention used under prior law applies. For example, if the recov-
ery period of property other than 18-year real property is 10 years,
the cost recovery percentage will be 5 percent for the taxable year
the property is placed in service by the taxpayer, 10 percent for
each of the next 9 taxable years, and 5 percent for the eleventh
taxable year.

Section 168(f}(12) of present law (relating to depreciation of cer-
tain property financed with industrial development bonds) does not
apply to tax-exempt use property subject to one of the Act’s depre-
ciation provisions.

It is intended that regulations be promulgated under section
168(f)(13) (relating to changes in use of depreciable property) pre-
scribing rules for the treatment of property the tax ownership of
which has not changed but which either becomes or ceases to be
tax-exempt use property some time after having been placed in
service by the taxpayer. These regulations will not address the re-
habilitation tax credit as to which a special rule applies (see the
discussion below).

e. Investment tax credit
In general

As under prior law, the investment credit (including the invest-
ment credit for energy property) generally is denied for property
(including qualified technological equipment) leased to or otherwise
used by tax-exempt entities, regardless of whether it qualifies as
tax-exempt use property. The Act expands the category of tax-
exempt entities subject to the nontaxable use restriction and pro-
vides statutory guidelines for distinguishing a service contract or
other arrangement from a lease (see below). Property that is leased
to or otherwise used by a tax-exempt entity some time after having
been placed in service will cease to be section 38 property at the
time it is used by the tax-exempt entity with the result that all or
part of the investment credit may be recaptured.

If personal property is used by a tax-exempt entity (and the use
is not pursuant to a short-term lease as described below), invest-
ment credits are not available. This result follows even if the in-
vestment credit would otherwise be available under section
48(a)2)XB) (relating to exceptions from the denial of investment
credit for certain property used predominantly outside the United
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States). For example, an aircraft leased to a foreign person or
entity does not give rise to any investment credit even if it is oper-
ated to and from the United States, if 50 percent or less of the
gross income derived by the foreign person or entity from the use
of the aircraft is taxable in the United States. (For a special rule
for certain leases of aircraft to foreign persons or entities, see the
discussion below of the short-term lease exception.)

The Act modifies the prior-law exception that allows the rehabili-
tation credit for property used by a tax-exempt entity (including
governmental entities and foreign persons or entities) as a lessee.
Only expenditures attributable to the rehabilitation of any portion
of a building that is (or may reasonably be expected to be) tax-
exempt use property will fail to qualify for the credit. The excluded
expenditures are taken into account, however, under section
48(g)1)XC) in determining whether there has been a substantial re-
habilitation of the building.'! If all or a portion of the building be-
comes tax-exempt use property for the first time some time after
the rehabilitation, rehabilitation credits may be recaptured at that
time as if that portion of the building which becomes tax-exempt
use property were disposed of. As under prior law, where a tax-
exempt entity owns a building and a taxpayer/lessee makes quali-
fying rehabilitation expenditures, the taxpayer/lessee is treated as
owning the improvements.

Example. —Assume that a taxpayer spends $30,000 rehabilitat-
ing a building. One-half of the rehabilitated building is then leased
to a tax-exempt entity under circumstances that render the one-
half tax-exempt use property. No rehabilitation credit will be al-
lowed on the $15,000 in rehabilitation expenditures attributable to
that part of the building which is tax-exempt use property. A reha-
bilitation credit will be allowed on the other $15,000 in rehabilita-
tion expenditures. If the other one-half of the building first be-
comes tax-exempt use property some time later, rehabilitation
credits on the $15,000 may be recaptured.

Thrift institutions

The lessor of property to a thrift institution is entitled to no
greater a credit with respect to such property than the thrift insti-
tution would have been entitled to had it owned the property.
Property used by a thrift institution under a short-term lease, as
described below, is not subject to the rule. A thrift institution can
avoid this rule, however, by electing to waive its rights to claim de-
ductions for additions to bad debt reserves under any method other
than the experience method. Any such election is irrevocable and
applies for all taxable years- of the electing thrift institution (and

11 Under prior law (sec. 48(gX2XbXi)), expenditures could not count as qualified rehabilitation
expenditures unless the taxpayer elected to depreciate the property resulting from such expend-
itures on a straight-line basis under section 168(bX3). If the taxpayer financed those expendi-
tures with the proceeds of an industrial revenue bond, section 168(f(12) required that a straight-
line method of depreciation be used. Some taxpayers were concerned that, in such a case, an
argument could be made that the taxpayer may not technically have “elected” to use a straight-
line method. Under the Act, the rule of prior-law section 48(gX2KbXi) is amended so as not to

apply to property with respect to which a straight-line method is required to be used under
'II‘%I(;%E) That rule is effective as if included in the amendment made by section 216(a) of
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any successor engaged in substantially similar activities) beginning
with the taxable year for which made.

f. Property used under certain service contracts

Property used under a purported service contract arrangement
with a tax-exempt entity or any other entity is treated as leased to
that entity if the arrangement is more properly characterized as a
lease. The application of this rule does not preclude treating such
an entity as the tax owner of the property under general principles
of Federal income taxation. This provision applies to contracts
under which property is used to provide services to or for the bene-
fit of a tax-exempt entity or any other entity. The Act creates no
inferences regarding the treatment of service contracts under prior
law. Nor does the Act affect the prior-law rules for determining the
treatment of management contracts under which a tax-exempt
entity or any other entity performs services with respect to proper-
ty owned by a taxpayer.

The service contract provisions apply for all purposes of the
income tax provisions of the Internal Revenue Code to service con-
tracts involving personal property or real property (without regard
to whether the nominal service provider is the tax owner or the
lessee of the property).

Factors to be considered

In determining whether a transaction structured as a service
contract is more properly treated as a lease, the Act requires that
all relevant factors be taken into account, including, but not limit-
ed to, whether (1) the service recipient is in physical possession of
the property, (2) the service recipient controls the property, (3) the
service recipient has a significant possessory or economic interest
in the property, (4) the service provider bears any risk of substan-
tially diminished receipts or substantially increased expenditures if
there is nonperformance under the contract, (5) the service provid-
er uses the property concurrently to provide services to other enti-
ties unrelated to the service recipient, and (6) the total contract
price substantially exceeds the rental value of the property for the
contract period. ,

Physical possession.—Physical possession of property by the serv-
ice recipient is indicative of a lease. Property that is located on the
premises of a service recipient, or located off the premises but oper-
ated by employees of a service recipient, is viewed as in the physi-
cal possession of the entity. Property is not treated as in the physi-
cal possession of a service recipient merely because the property is
located on land leased to the service provider by the service recipi-
ent.

Control of the property.—The fact that the service recipient con-
trols the property is indicative of a lease. A service recipient is
viewed as controlling the property to the extent it dictates or has a
contractual right to dictate the manner in which the property is
operated, maintained, or improved. Control is not established
merely by reason of contractual provisions designed to enable the
service recipient to monitor or ensure the service provider’s compli-
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ance with performance, safety, pollution control, or other general
standards.

. Possessory or economic interest.—A contract that conveys a signif-
icant possessory or economic interest to a service recipient resem-
bles a lease. The existence of a possessory or economic interest in
property is established by facts that show (1) the property’s use is
likely to be dedicated to the service recipient for a substantial por-
tion of the useful life of the property, (2) the service recipient
shares the risk that the property will decline in value, (3) the serv-
ice recipient shares in any appreciation in the value of the proper-
ty, (4) the service recipient shares in savings in the property’s oper-
ating costs, or (5) the service recipient bears the risk of damage to
or loss of the property.

Substantial risk of nonperformance—Under a service contract
arrangement, the service provider bears the risk of substantially
diminished receipts or substantially increased expenditures if there
is nonperformance under the contract by the service provider or
any property involved. Facts that establish that the service provid-
er does not bear any significant risk of nonperformance are indica-
tive of a lease.

Concurrent use of property.—The concurrent use of the property
to provide significant services to entities unrelated to the service
recipient is indicative of a service contract.

Rental value of property relative to total contract price.—The fact
that the total contract price (including expenses to be reimbursed
by the service recipient) substantially exceeds the rental value of
the property for the contract period is indicative of a service con-
tract. If the total contract price reflects substantial costs that are
attributable to items other than the use of the property subject to
the contract, then the contract more closely resembles a service
contract. Conversely, the fact that the total contract price is based
principally on recovery of the cost of the property is indicative of a
lease. A contract that states charges for services separately from
charges for use of property is indicative of a lease.

Other service contract rules

A contract will be treated as a lease rather than a service con-
tract if the contract more nearly resembles a lease. Although each
of the relevant factors must be considered, a particular factor or
factors may be insignificant in the context of any given case. Simi-
larly, because the test for determining whether a service contract
should be treated as a lease is inherently factual, the presence or
absence of any single factor may not be dispositive in every case.
For example, even if a service recipient does not have physical pos-
session of property, the arrangement could still be treated as a
lease after taking all other relevant factors into account.

Scope of service contract provisions

As indicated above, the provisions describing factors to be used to
distinguish service contracts and other arrangements from leases
are to apply for all Federal income tax purposes, even if no tax-
exempt entity is involved. For example, assume a taxpayer and a
public utility enter into a purported service agreement pursuant to
which the taxpayer is to provide electrical energy to the public
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utility for resale by the public utility. If the arrangement is charac-
terized as a lease of property to the public utility under the appro-
priate set of service contract criteria, the property is treated as
used by the public utility for purposes of, e.g., section 46(c)3)B) and
section 167(1)(3XA). Similarly, a so-called service contract will gen-
erate rents for purposes of section 543(a)?2) if, after application of
the appropriate service contract criteria, the arrangement more
nearly resembles a lease of property.

Examples

The following examples illustrate the application of the service
contract provisions. In each of these examples, T is a taxpayer and
E is a tax-exempt entity.

Example (1)

E, an agency of the Federal government, desires to obtain the
use of a built-to-purpose vessel. A contractor arranges for the con-
struction of the vessel and for the sale of the vessel to T. The con-
tractor then leases the vessel from T, the shipowner, under a long-
term bareboat charter. E and the contractor enter into a time char-
ter with respect to the vessel. The time charter provides for the
transportation of equipment, cargo, and personnel. Under the time
charter, E has the right to designate the port of call and the cargo
to be carried. The master, officers, and crew of the vessel are hired
by the contractor, subject to E’s approval. All officers of the vessel
must qualify for a government “confidential” security clearance. In
addition, the master, chief officer, and radio officer must qualify
for a government “secret” security clearance. E reserves the right
to station 28 permanent government personnel aboard the vessel
and to assign up to 100 additional military personnel to the vessel.
The master of the vessel is under the direction of the contractor as
regards navigation and care of the cargo. E also has the right to
cause alterations to be made to the vessel. E must make separate
payments for “Capital Hire”’ (computed by reference to the amount
required to repay, with interest or a guaranteed return, the debt
financing and equity investment of T) and “Operating Hire” (which
covers the cost of operating the vessel and the contractor’s profit).
Payments of Operating Hire are suspended or reduced when the
vessel is not fully available for service; however, E must continue
to pay Capital Hire during such period.

The time charter has an initial term of 5 years. E has the option
to extend on similar terms the basic term for one to four successive
renewal periods, for a total of 25 years. The useful life of the vessel
is in excess of 30 years. E can terminate the time charter for con-
venience at any time during the renewal periods. Upon a termina-
tion for convenience or if E fails to exercise a renewal option, E is
required to pay any difference between the proceeds of the sale of
the vessel and the “Termination Value” set forth in the time char-
ter. The “Termination Value” is an amount approximating T’s un-
recovered equity, remaining debt service, and tax liability generat-
ed by the vessel’s sale. E has the option to purchase the vessel at
any time after the end of the basic 5-year term for the greater of
fair market value or Termination Value at the time of purchase. If
E purchases the vessel, E can require that the contractor continue
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to operate the vessel under the same terms as set forth in the time
charter. If the vessel is damaged, destroyed, or otherwise lost due
to causes beyond the contractor’s control, E must pay any differ-
ence between Termination Value and any insurance proceeds.
Thus, E also bears the risk of damage to or loss of the vessel.

E may be considered the owner of the vessel under the general
principles for determining ownership for Federal income tax pur-
poses. If, however, T were considered the owner, E would be treat-
ed as having a leasehold interest in the property (and the vessel
would be tax-exempt use property). In the latter case, the following
facts would serve as the basis for the conclusion that E is treated
as having a leasehold interest: (a) E has some control over the
vessel in that E can direct that alterations be made, (b) E has a
significant possessory interest because the time charter contem-
plates that the vessel’s use will be dedicated to E for a substantial
portion of its useful life, the requirement that Termination Value
be paid shifts the risk that the vessel will decline in value to E,
and E bears the risk of damage to or loss of the vessel, (¢) T does
not bear a substantial risk of nonperformance because payments of
Capital Hire continue even if the vessel is unavailable for service,
(d) regarding the rental value of the property relative to the total
contract price, the test for a service contract is not satisfied since
the Capital Hire represents payments for the cost of the vessel and
the Operating Hire represents separate payments for services, and
(e) all other relevant facts and circumstances, including the facts
that the vessel was built-to-purpose and the terms of E’s purchase
option. The facts that the contractor (and not E) has physical pos-
session of the vessel and that there is no concurrent use of the
vessel to provide services to other persons are insignificant in the
context of this case.

Example (2)

The facts are the same as in example (1) except that (a) E has no
right to make alterations to the vessel, (b) E’s obligation to pay
charter hire is set at a rate per deadweight ton and is subject to
the condition that the vessel be in full working order, (c) the time
charter has an initial term of 5 years, with an option to renew for
one to five one-year periods, for a total of 10 years, (d) T bears the
risk of damage to or loss of the vessel, and (e) E has no option to
purchase the vessel. In addition, E is not required to pay Termina-
tion Value (or any other penalty) if it fails to exercise a renewal
option.

- On these facts, the time charter will be respected as a service
contract (and the vessel will not be tax-exempt use property). The
following facts provide the basis for that conclusion: (a) E has no
control over the vessel, (b) E has no possessory or economic interest
in the vessel, (c) the contractor bears a substantial risk of nonper-
formance, since the contractor will receive no revenues if the vessel
is unavailable for service, and (d) the facts do not indicate that any
portion of the charter hire is based on the cost of the vessel.

Example (3)

E, a municipal agency, acquires an industrial park and then
leases the facility to T, a taxable person, for a term in excess of 15
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years. T substantially rehabilitates the facility, and then subleases
the improved property to other taxable persons. T retains E to
manage the property under a management contract.

T owns the improved portion of the facility. The mere fact that E
controls the maintenance and operation of the property under a
management contract does not provide a basis for treating the con-
tract as a lease under the service contract provision. The Act
leaves open the possibility that an arrangement structured as a
management contract could be treated as a lease (under which the
tax-exempt entity provides services to third parties for its own ben-
efit). See McNabb v. Commissioner, 81-1 USTC 9143 (W.D. Wash.
1980) (where an arrangement structured as a management contract
was characterized as a lease because the taxpayer did not ade-
quately control the venture and did not bear the risk of loss);
Meagher v. Commissioner, 36 T.C.M. 1091 (1977) (where the court
held that an agreement was a management contract and not a
lease, applying the same tests discussed in the McNabb case).

Example (})

E, a school district, and T, a privately owned school bus compa-
ny, enter into a multi-year agreement (up to 4 years) under which
T will provide transportation for all enrolled school children within
the district. T was awarded the contract under competitive bid and
is paid, so long as it performs under the contract, at a fixed month-
ly rate. Under the agreement, T has the exclusive authority to des-
ignate bus stops and establish pickup and delivery schedules al-
though it does consult with E. E designates the children to be
transported and the time they are to be at school.

T has sole title to the buses, which generally have an economic
useful life of 9.5 years, and has total discretion regarding the
number and type of vehicles to be used. The agreement requires
that all vehicles, equipment, and drivers must comply with applica-
ble State and Federal safety regulations. Under the terms of the
contract, T is responsible, subject to State requirements, for main-
taining insurance coverage within specified limits. T is also respon-
sible for the training and employing of drivers, and for the storage,
repair, and maintenance, which is significant, of all vehicles. In ad-
dition, T decides when a bus should be replaced, determines what
models should be purchased and what features they should have,
and exercises discretion over substitution. It is unlikely the buses
will be used for other purposes during the school year.

Absent other factors to the contrary, the agreement is a service
contract. The following facts provide the basis for that conclusion:
(a) T has physical possession of the buses; (b) T has control of the
buses; (¢) T bears a substantial risk of nonperformance in that,
among other things, it will not be paid unless it performs; and (d)
the monthly rate substantially exceeds the rental value of the
property. The facts that the buses likely will not be used for other
purposes during the school year, that the agreement is for up to 4
years (which is not a substantial portion of their useful lives), and
that T must comply with applicable regulations do not, by them-
selves, support a conclusion that the agreement is a lease.
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Exceptions

Arrangements involving solid waste disposal, energy, and water
treatment facilities.—The Act provides an exception to the service
contract provisions for contracts or arrangements involving solid
waste disposal, energy, and water treatment works facilities. This
exception creates no inferences regarding the treatment of proper-
ty subject to the general service contract provision.

Qualified solid waste disposal facility.—The term “qualified solid
waste disposal facility” is defined as any facility that provides solid
waste disposal services for residents of part or all of one or more
governmental units, if substantially all of the solid waste processed
at such facility is collected from the general public. For purposes of
this rule, the general public includes commercial businesses, but
only if the waste collected from such businesses is collected from
them in their capacities as members of the general public (and not
as members of a limited group such as a group that generates
waste not processable by normal waste facilities serving the public).

Other qualified contracts.—The exception also applies to a con-
tract between a tax-exempt entity or other service recipient and a
service provider involving (1) electrical or thermal energy produced
at a cogeneration or alternative energy facility and sold to the re-
cipient or (2) the operation of a water works treatment facility, as
defined for purposes of section 212(2) of the Federal Water Pollu-
tion Control Act.

A cogeneration facility is a facility that uses the same source of
energy for the sequential generation of electrical or mechanical
power in combination with steam, heat, or other forms of useful
energy. The term “alternative energy facility” is defined as a facili-
ty for producing electrical or thermal energy, the primary energy
source of which is not oil, natural gas, coal, or nuclear power.

A contract or arrangement involving energy conservation or
energy management services does not qualify for the exception. A
transition rule is provided, however, under which, in the case of
services performed pursuant to a binding contract with respect to
energy conservation or energy management services entered into
before May 1, 1984, prior law (rather than the Act’s general serv-
ices contract rules) applies.

Exception not to apply in certain cases.—The exception does not
apply, and an arrangement will be subject to the general service
contract provisions, if the tax-exempt entity or other purported
service recipient (or a related entity) (1) operates the facility, (2)
bears any significant financial burden if there is nonperformance
under the contract (other than for reasons beyond the control of
the service provider), (3) receives any significant financial benefit if
operating costs of the facility are reduced as the result of techno-
logical changes or other efficiencies introduced by the service pro-
vider, or (4) has an option to purchase, or may be required to pur-
chase, all or a part of the facility at a fixed and determinable price
(other than at fair market value). An option or put that would not
be treated as an option or a put at a fixed or determinable price
under the rules regarding tax-exempt 18-year real property will not
be treated as an option or a put at a fixed or determinable price for
this purpose. The congress intended that, for purposes of this rule,
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the term ‘“related party” generally be defined as in new section
168(jX7), as described below.

In general, for purposes of determining whether a facility is eligi-
ble for the exception to the general service contract provision, a
tax-exempt entity’s or other recipient’s right to inspect the facility,
exercise its sovereign power (in the case of a governmental unit), or
to act in the event of a breach of contract by the service provider
are not to be taken into account. Similarly, the allocation of the
benefits and burdens of change in law are not taken into account.

For purposes of determining whether a recipient bears a signifi-
cant financial burden, the following factors are to be disregarded:
(1) temporary shut-downs of the facility for repairs, maintenance,
or capital improvements and (2) financial burdens resulting from
the bankruptcy or other financial difficulty of the service provider.

The determination of whether the recipient receives a significant
financial benefit as the result of certain reductions in operating
costs is to be made without regard to (1) adjustments or payments
based on increased production or efficiency, or (2) financial benefits
generated by the recovery of energy or other products. A service
recipient will not be deemed to be entitled to a financial benefit
due to decreased operating costs merely because (1) the price per
unit of energy delivered decreases as the amount of energy pro-
duced increases, or (2) the energy delivered is priced at the avoided
cost.

Example (5)

E, a municipality, and T, a private company, enter into a solid
waste disposal agreement under which T will construct, own, and
operate a solid waste resource recovery facility (the Facility) on
land leased from E. The Facility will process solid waste (of the
type that is currently collected and disposed of as a part of normal
municipal collections), generate steam, convert the steam to elec-
tricity, and recover ferrous metals from residual ash. T will invest
25 percent of the construction costs, and the balance will be fi-
nanced with the proceeds of an issue of tax-exempt industrial de-
velopment bonds to be issued by E. T will construct the project
over a three-year period and operate it for 20 years. E has the
option to purchase the Facility at the end of the 20-year term, at
the then fair market value of the Facility. Pursuant to a related
energy purchase agreement, U, a utility, will be required to pur-
chase a minimum amount of steam during each year of the same
20-year period. Absent default by T, E will pay an annual fee based
on the greater of 400,000 tons of solid waste, regardless of whether
such amount is actually delivered, or the number of tons of solid
waste actually delivered. The fee is subject to a downward adjust-
ment to reflect increases in T's energy revenues. T bears the pri-
mary risks of cost overruns and construction delays. E is entitled to
receive 80 percent of all interest-cost savings resulting from a fi-
nancing or refinancing of the tax-exempt bonds at a reduced inter-
est rate.

E can terminate the agreement on performance grounds. In that
event, E might obtain possession of the Facility until a new opera-
tor is found. In addition, E's employees will be present at the Facil-
ity to perform tasks such as delivering the solid waste, carrying
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away the residue or ash, or monitoring T’s compliance with con-
tractual performance standards.

If the Facility is shut down, E remains obligated to make pay-
ments equal to 10 percent of the minimum annual fee. Also, in the
case of a shut-down, E will incur costs for trucking and alternate
disposal, which costs may approximate 150 percent of the fee that
would otherwise be payable to T. If a shut-down is caused by the
delivery of hazardous waste or other unsuitable materials, or by
the imposition of Federal regulations prohibiting operation of the
Facility, E will remain obligated to pay the minimum annual fee.

The Facility qualifies for the exception to the service contract
provision because (a) the solid waste disposed of is collected from
the general public, (b) E is not viewed as operating the property,
notwithstanding the ability of E’s employees to ensure that T com-
plies with general performance standards or the tasks performed
by such employees at the Facility, (¢) E does not bear any signifi-
cant burden if there is nonperformance under the contract (other
than for reasons beyond T’s control), (d) E will not benefit from a
reduction in operating costs attributable to efficiencies introduced
by T, and (e) E’s purchase option is at fair market value.

Example (6)

E, a municipality, enters into a long-term solid waste disposal
service contract with T, the operator. The contract obligates T to
design, construct, and operate a 2,000 ton per day solid waste dis-
posal resource recovery facility for an annual charge (computed as
the cost of debt service on bonds issued to finance the facility, plus
a fixed annual operation fee escalated for inflation, minus T’s 90%
share of the revenues derived from the sale of electricity produced
by the facility). T has the option to purchase the facility at the ex-
piration of the contract term at the then fair market value. T con-
currently enters into a facility loan agreement with P, a public au-
thority, providing for a loan to T of the proceeds of tax-exempt in-
dustrial development bonds issued by P to finance a portion of the
cost of the facility and the construction of the facility by T to per-
formance standards. The facility loan agreement provides that if T
fails to construct a solid waste disposal facility capable of process-
ing at least 1,500 tons per day of solid waste within 5 years. T
must, as liquidated damages, pay or provide for the payment of P’s
bonds, and thereupon will have no further obligation. Neither the
service contract nor the facility loan agreement entitles E to any
damages in the event of T’s nonperformance. Should T fail to per-
form its obligations to build a plant with a waste throughput capac-
ity of at least 1,500 tons per day, E will suffer costs and expenses
associated with having planned, developed, and negotiated for serv-
ice from an inoperable plant, costs of developing a replacement dis-
posal arrangement, and costs of transporting and landfilling waste
that was expected to be disposed of at the original facility. Al-
though the financial burdens to E from T’s nonperformance may
be significant, they arise from the continuing duty of E to dispose
of waste and are not directly caused by T’s nonperformance. The
facility therefore does not constitute property leased to E.
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Example (7)

T, a private company, and E, a Federal government agency,
enter into a contract under which T will construct and operate a
solar energy system (the System). The System will be owned by a
group of private investors. The System will be constructed on the
roof of a building owned by E. All of the hot water and steam pro-
duced by the System will be sold to E under a long-term contract.
E must pay a significant penalty if it defaults on the contract.
However, T will receive no revenues under the contract unless the
System produces energy. T is solely responsible for the operation
and maintenance of the System. Because the System is substantial-
ly maintenance free, the total contract price exceeds the rental
value of the System by only 5 to 10 percent. Upon expiration of the
contract, E has the option to purchase the System at the then fair
market value. _

The agreement between E and T is a service contract because (a)
the contract provides for the sale of energy to E and the energy is
produced by an alternative energy facility, (b) E does not operate
the System, (¢c) E does not bear any significant financial burden if

there is nonperformance under the contract, (d) E does not receive
any financial benefit if T’s operating costs are reduced, and (e) E’s
purchase option is at fair market value.

Example (8)

E, a public utility, and T, a reldated company, enter into a pur-
chase power agreement, under which E is the sole purchaser of
electricity generated by an alternative energy system owned by T.
E sells the electricity to consumers at rates regulated by the State
public utilities commission and based on E’s cost of service. The
rates cover E’s capital costs and expenses in providing utility serv-
ice and include a fair rate of return allowed by the commission on
E’s investment in providing that service. The commission pre-
scribes a uniform system of accounts for E to follow in preparing
its financial report to the commission. T, although related to E, is
not a public utility company. T does not sell its services on a regu-
lated cost-of-service basis. The State public utility commission re-
quires the parties to deal strictly at arm’s length. The commission’s
rulings will effectively prevent E from sharing any risk of the sys-
tem’s nonperformance or decline in value, loss, or damage.

Regardless of the terms of the purchase power agreement, the
agreement does not qualify for treatment under the exception to
the service contract provisions for alternative energy facilities be-
cause E and T are related parties. Thus, the determination of
whether the transaction is more properly characterized as a lease
must be made under the general service contract provisions. In the
circumstances described above, the fact that T and E are related
parties is relevant but not necessarily dispositive under the general
service contract provisions.

Low-income residential property.—Low-income residential proper-
ty operated by or for an organization described in section 501(c)(3)
or section 501(c)X4) is not subject to the service contract or other ar-
rangement rules. Thus, for example, the leasing of units in such
property to occupants is not treated as use by or on behalf of such
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an organization. For purposes of this rule, low-income residential
property means property described in section 1250(a)(L)(B)(), (i),
(iii), or (iv), but only if 80 percent or more of the units are leased to
low-income tenants, determined in a manner consistent with sec-
tion 167(k)(3)B). prior law continues to govern the tax treatment of
arrangements involving this type of property.

g. Treatment of partnerships and other pass-through entities and
other arrangements

The Congress was concerned that taxpayers and tax-exempt enti-
ties might attempt to structure transactions to avoid the restric-
tions of the Act. Transactions of this character might include the
use of partnerships or other pass-through entities. To deal with
those transactions, the Act contains two anti-abuse provisions.

Property owned by partnerships

Where property is owned by a partnership of which a tax-exempt
entity is a member and an allocation to the tax-exempt entity is
not a qualified allocation (defined below), an amount equal to such
entity’s proportionate share of the property is treated as tax-
exempt use property. Solely for purposes of this rule, if a tax-
exempt entity’s share of income or loss of the partnership would be
treated as income or loss from an unrelated trade or business
under section 511 (without regard to the debt-financed income rules
of section 514), then the property will not be treated as tax-exempt
use property. .

Qualified allocations.—A qualified allocation is an allocation to a
tax-exempt entity that (1) is consistent with the tax-exempt entity’s
being allocated the same distributive share (i.e., the identical per-
centage) of each and every item of partnership income, gain, loss,
deduction, credit, and basis (excluding allocations with respect to
contributed property) and such share remains the same during the
entire period that the entity is a partner, and (2) such allocation
has a substantial economic effect, as defined under the rules appli-
cable to partnership allocations generally (sec. 704(b)2)). A tax-
exempt entity’s proportionate share of property is such entity’s
share of partnership items of income or gain (excluding certain
built-in gain with respect to contributed property), whichever re-
sults in the largest proportionate share. If a tax-exempt entity’s
share may vary during the period such entity is a partner, the enti-
ty’s proportionate share is the highest share the entity may receive
under the partnership agreement.

The Act provides for the application of similar rules to other
pass-through entities (such as a trust).

Property that is co-owned.—The Act does not change the prior-
law rule for determining the tax status of property that is co-
owned by a tax-exempt entity under an arrangement that is not
classified as a partnership for Federal tax purposes. Thus, a tax-
exempt entity will continue to be viewed as owning a separate un-
divided interest in property held by a joint venture that is classi-
fied as a co-tenancy rather than a partnership under Federal tax
law. Cf. Rev. Rul. 78-268, 1978-2 C.B. 10 (which addresses this issue
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in the context of applying the prior-law nontaxable use restriction
on the investment credit).

Property leased to partnerships

Property leased to a partnership or other pass-through entity
having a tax-exempt entity as a partner or beneficiary is treated as
leased to each such partner or beneficiary, in an amount equal to
its proportionate share of the property (as determined under the
Act). Similar rules apply to tiered partnerships and other tiered
pass-through entities.

Arrangements other than service contracts

The Act provides that an arrangement other than a service con-
tract (including but not limited to a partnership or other pass-
through entity) is to be treated as a lease if such arrangement is
properly treated as a lease. In determining whether any given ar-
rangement is more properly treated as a lease, all relevant factors
are taken into account, including factors similar to those set forth
in the general service contract provision. This provision is applica-
ble to any arrangement, other than a service contract, under which
a tax-exempt entity or any other entity directly or indirectly (e.g.,
by use of a taxable subsidiary to serve as a partner in a partner-
ship) obtains the use or benefits of property.

Example (9)

E, a not-for-profit domestic hospital, and T, a partnership com-
posed of individuals who are active members of E’s medical staff,
enter into a joint venture to acquire and operate a computer axial
tomography (or “C.A.T.”) scanner. The C.A.T. scanner will be used
solely to aid in the diagnosis of diseases of E’s patients. Each joint
venturer will contribute equal amounts of debt and cash towards
the purchase price of the property, and will share equally in net
profits and losses and net cash flows, and other partnership items.
It is assumed that these allocations have substantial economic
effect. The C.A.T. scanner, which will be located on the premises of
E, will be operated by members of T. The day-to-day business of the
joint venture will be managed by a representative of each joint
venturer. Under the joint venture agreement, T will be responsible
for the billing of all technical charges and will receive two percent
of gross charges for costs associated with preparing, mailing, and
collecting charges. E will bill the joint venture and be reimbursed
for occupancy costs (including utilities, housekeeping services,
building depreciation, and interest) relating to the location of the
C.A.T. scanner on its premises. The joint venturers will be sepa-
rately responsible for interest, taxes, and insurance relating to par-
ticipation in the joint venture. However, as between E and T, E is
ultimately liable for the debt service obligations with respect to the
entire property. The joint venture will terminate at the end of
seven years. The useful life of the C.A.T. scanner is approximately
nine years. Within six months of termination, T can require that E
purchase T’s interest in the joint venture at fair market value, ad-
justed upward if fair market value is less than a price specified in
the contract (which price is computed by reference to the amount
required to repay T’s equity investment with a guaranteed return,
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less the net profits received by T during the term of the joint ven-
ture).

Assuming that the joint venture is properly classified as a part-
nership rather than a co-tenancy for Federal tax purposes, there is,
absent other factors, a qualified allocation. Accordingly, none of
the property is tax-exempt use property under the first of the two
anti-abuse provisions.

The joint venture agreement is also subject to the provision re-
lating to arrangements other than service contracts that purport
not to be leases. The property, by virtue of its use for E’s patients,
is being used for the benefit of E. In addition, the property is not
used in an unrelated trade or business. Under the Act, taking into
account factors similar to those enumerated in the general service
contract provision, the arrangement is treated as conveying to E a
leasehold interest in T’s interest in the property. Thus, it is tax-
exempt use property under the second anti-abuse provision. The
following facts provide the basis for this conclusion: (a) although no
payments are required to be made by E to T, T will be compensat-
ed through payments made by E’s patients and by the terms of the
put, (b) E has control of T’s interest in the property because E has
an equal voice in the operation and maintenance of the entire
property, (c) E has a possessory interest in T’s interest because the
property will be used under the agreement for a substantial por-
tion of the property’s useful life and E bears the risk that the prop-
erty will decline in value by virtue of the put held by T, (d) T does
not have the right to use the property to provide services to anyone
other than a patient.of E, and (e) all other relevant facts, including
the facts that the use of the property is integrally related to E’s
tax-exempt function, that E has guaranteed the repayment of the
total acquisition indebtedness, and that the property will be operat-
ed only by E’s employees. Given the totality of the facts and cir-
cumstances, the fact that T bears a risk of substantially diminished
receipts is mitigated by E’s obligation to fulfill T's debt service re-
quirements and does not provide a basis for a contrary conclusion.

Because the C.A.T. scanner qualifies for the exemption for quali-
fied technological equipment, the cost of T's interest is recovered
over 5 years. The C.A.T. scanner is, however, ineligible for the in-
vestment credit.

Other rules

The partnership rules apply notwithstanding any other provision
of the Act. For example, assume that a partnership owns a build-
ing which is leased to a taxable entity. The partnership has one
tax-exempt entity as a partner, and its proportionate share is 10
percent. Unless the partnership’s allocations to the tax-exempt
entity are qualified, 10 percent of the building is tax-exempt use
property, notwithstanding the 35-percent threshold otherwise appli-
cable in the case of i8-year property. This rule does not apply, how-
ever, under the rule discussed above, to the extent the rental
income from the lease is treated as unrelated trade or business
income that is subject to tax under section 511 (determined without
regard to the debt-financed income rules of section 514).

Property may be tax-exempt use property under both the general
provisions of the Act and the special partnership provision. For ex-
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ample, a tax-exempt entity may be a partner in a partnership
owning a building 60 percent of which is leased to a tax-exempt
entity under a long-term lease. Sixty percent of the building is tax-
exempt use property under the general provisions. The status of
the other 40 percent would depend on whether the allocations with
respect to it are gqualified.

If a portion of a partnership’s depreciable property is tax-exempt
use property, total partnership depreciation deductions allowable
for each taxable year with respect to that property are reduced.
The partnership’s total depreciation deductions as reduced can be
allocated under the partnership agreement among one or more of
the partners in accordance with the provisions of section 704(b).

The reference to allocations of basis in determining whether an
allocation is a qualified allocation pertains to allocations of basis of
oil and gas properties under section 613A(c)7}D) and “section 38
property”’ under the investment credit rules.

Issues to be addressed in regulations

The Treasury is authorized to prescribe regulations dealing with
the effect of guaranteed payments (as defined in sec. 707(c)) under
this rule. Under those regulations, priority cash distributions to
partners that constitute guaranteed payments should not disqualify
an otherwise qualified allocation so long as the priority cash distri-
butions are reasonable in amount {(e.g., equal to the appropriate
Federal rate) and are made to all partners in proportion to their
capital in the partnership. On the other hand, it is expected that
the regulations will prevent partnerships from avoiding the quali-
fied allocation rules by making disproportionate guaranteed pay-
ments for services or the use of partner capital.

The Treasury is also authorized to prescribe regulations pursu-
ant to which, in appropriate cases, particular items may be ex-
cluded or segregated in determining whether there is a qualified al-
location. One example involves a U.S. corporation and a foreign
country that are equal partners in a partnership created under the
laws of that foreign country. Under those laws, the U.S. corpora-
tion’s share of the partnership’s profits may be taxed, but not the
foreign government’s share. The tax, in form, may be imposed on
and paid by the partnership rather than the U.S. corporation di-
rectly. Under the partnership agreement, all partnership items
may be allocated equally between the two partners except that the
tax expense may be allocated to the U.S. corporation and cash dis-
tributions to the partners may reflect that allocation. Assuming
those allocations possess substantial economic effect, the partner-
ship agreement should not be treated as containing an allocation
that is not qualified.

Another situation the regulations might address involves a part-
nership which, in substance, consists of several partnerships
formed to explore for, develop, and produce oil and gas. Typically, a
partner in such a partnership may select to what extent he wishes
to participate in a particular well, and his interest in the income,
gain, loss, deduction, credit, and basis may differ from well to well.
For example, a partner, consistent with the partnership agreement,
may contribute 75 percent of the cost of one well and 50 percent of
the cost of a second well and be allocated 75 percent of all tax
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items from the first well and 50 percent of all tax items from the
second. If instead of using one partnership to invest in several
wells, a separate partnership were used for each well, the alloca-
tion formula used for each well could be different from the others
and yet each could satisfy the qualified allocation rules. It is ex-
pected that the regulations will grant relief in this and similar
nonabusive situations.

It is expected that regulations will provide that the determina-
tion of whether a tax-exempt entity’s share may vary is made with-
out regard to changes resulting from the tax-exempt entity’s pur-
chase or sale of an interest in the partnership, a contribution to
the partnership by any partner, or a distribution of property by the
partnership, provided these transactions are the result of contem-
poraneous arm’s-length negotiations, the parties have adverse in-
terests, the allocations to the tax-exempt entity are qualified after
the change, and the change does not have the effect of avoiding the
restrictions of the Act. The application of these rules is not to
result in more than 100 percent of any partnership property being
treated as tax-exempt use property.

Another area that the regulations might address involves the ap-
plication of the rules for property owned by a partnership to a do-
mestic partnership that has a foreign person or entity as a partner.
For purposes of the definition of a foreign person or entity, the Act
provides that a foreign person is not treated as a tax-exempt entity
if more than 50 percent of the income derived by such person from
the use of the property is subject to U.S. tax. It may be appropriate
to provide a regulatory exception for property owned by a foreign
person or entity through a partnership where the foreign person’s
income from the partnership is subject to full U.S. tax.

Similarly, it is expected that the regulations will provide that an
allocation will not disqualify an otherwise qualified allocation on
the basis that it does not have substantial economic effect in cases
where such allocation is not governed by the substantial economic
effect rules (e.g., an allocation of basis of an oil and gas property) or
cannot, by its nature, satisfy those rules (e.g., an allocation of cred-
its, deductions attributable to nonrecourse debt, and percentage de-
pletion in excess of basis), provided such allocation complies with
the relevant section of the Code or the regulations (e.g., section
613A(cX7)D) and proposed regulations section 1.704-1(b)4)). Fur-
thermore, the regulations might provide a procedure for taxpayers
to seek rulings that an allocation will be treated as qualified in
cases not specifically addressed by the regulations.

Foreign partnerships

Under the Act, property leased to a foreign partnerchip or other
foreign pass-through entity is not, sclely by reason of the fact that
the lessee is a foreign entity, treated as tax-exempt use property.
Unless the taxpayer establishes otherwise, however, for purposes of
the general rule for the treatment of property that is leased to a
partnership, all partners of a foreign partnership (and all benefici-
aries of any other foreign pass-through entity) are treated as for-
eign persons or entities.
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h. Short-term lease exception
Depreciation

Property will not be treated as tax-exempt use property under
the depreciation provisions by reason of being subject to a short-
term lease to a tax-exempt entity. For purposes of this rule, the
term of a lease begins when property is first used under it. In the
case of property other than 18-year real property, a lease of less
than one year or 30 percent of the property’s ADR mid-point life
(but not greater than three years), whichever is greater, will qual-
ify as a short-term lease. In applying the Act's depreciation provi-
sions with respect to 18-year real property, a lease of less than
three years will qualify as a short-term lease.

Investment credits

Under the investment credit (not including the rehabilitation
credit) provisions, generally, property used by a tax-exempt entity
under a lease having a term of less than six months will not be
treated as used by the tax-exempt entity.

Under a special rule, property will be treated as leased for a
short term if the term of the lease does not exceed the greater of
one year or 30 percent of the property’s ADR mid-point life, if the
property is leased to a foreign person or entity and is either (1)
used in offshore drilling for oil and gas (including drilling vessels,
barges, platforms, drilling equipments, and support vessels with re-
spect to such property), or (2) a container described in section
48(a)2)(B)v) (determined without regard to the place of use) and
container chassis and container trailers having an ADR mid-point
life of not more than six years.

The Act provides a special investment credit rule for certain air-
craft leased to a foreign person or entity before January 1, 1990.
Under section 47(a)(7), use under certain leases of certain aircraft
predominantly outside the U.S. will not trigger investment credit
recapture until the aircraft has been so used for more than three
and one-half years. Absent a special rule, leases of such aircraft to
a foreign person or entity for six months or more would generally
trigger investment credit recapture. Under the Act, leases de-
scribed in section 47(a)7) to a foreign person or entity of aircraft
described in section 47(a)(7) will not trigger investment credit re-
capture if those leases do not exceed three years. If such aircraft is
thereafter disposed of or otherwise ceases to be section 38 property,
investment credit recapture will be determined by disregarding the
term of the lease to the foreign person or entity.

The rehabilitation credit is denied by reason of a lease to a tax-
exempt entity only if the rehabilitated property is tax-exempt use
property. Under the Act, rehabilitated property is not treated as
tax-exempt use property if the lease to the tax-exempt entity has a
term of less than three years.

i. Lease term

For all purposes of the Act, the term of a lease includes all peri-
ods with respect to which the tax-exempt lessee has a legally en-
forceable option to renew, or the lessor has a legally enforceable
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option to compel renewal, whether the lease is in fact renewed and
regardless of the terms at which the lease is renewable. In the case
of 18-year real property, however, an option to renew by the lessee
at fair rental value (determined at the time of renewal) is not
treated as an option to renew.

Under the Act, the lease term is measured by counting certain
successive leases as one lease. This rule applies if the original lease
and one or more successive leases are entered into as part of the
same transaction or a series of related transactions with respect to
the same or substantially similar property.

The Act leaves open the possibility that the term of a subsequent
lease could be included in the term of the original lease if the cir-
cumstances indicate that the parties, upon executing the original
lease, had informally agreed that there would be an extension of
the original lease. An extension at a rental rate differing material-
ly from the market rental rate at the time of the extension would
suggest that the parties had such an informal agreement. Further-
more, rules similar to those applied under section 46(eX3) (relating
to investment credits for noncorporate lessors) are to be applied in
determining the term of a lease. See, e.g. Hokanson v. Commission-
er, 730 F.2d 1245 (9th Cir. 1984) (in which a reasonable expectations
test was applied). The Congress intended that the Hokanson rule
and similar rules take precedence over the rules regarding fair
rental renewal options with respect to real property, so that, under
all the facts and circumstances, the term of a fair rental value re-
newal option may be treated as a part of the original lease term.

j. International Maritime Organization and International Satellite
Communications Organization

No special rules are provided for property used by Intelsat and
Inmarsat. The rules relating to partnerships and other pass-
through entities apply to these organizations. The Act does provide
for the Treasury to conduct a study of the satellite industry and to
report the findings to the Congress no later than April 1, 1985. The
study will focus on the following issues: (1) whether and to what
extent domestic satellite companies are now able to, and in the
future may be expected to be able to, compete successfully with for-
eign satellite operations for both domestic and foreign business, (2)
whether domestic satellite companies are now able to, and in the
future may be expected to be able to, compete with each other on
fair and equitable terms, (3) what role tax benefits play in permit-
ting satellite companies to compete with each other on fair and eq-
uitable terms, and (4) whether Federal tax laws should be changed,
and, if so, in what respect, to assure fair and open competition
among all satellite companies.

k. Definition of related party

Each governmental unit and each agency or instrumentality of a
governmental unit is related to each other such unit, agency, or in-
strumentality the rights, powers, and duties of which derive in
whole or in part, directly or indirectly, from the same sovereign au-
thority. Therefore, a multi-State commission is related to each of
its member States, since the commission will be deriving its au-
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thority from those States. For purposes of this rule, the United
States, each State (including the District of Columbia), each posses-
sion of the United States (including Puerto Rico), and each foreign
country is a separate sovereign authority. Therefore, a city in one
State will not be related to a city in another State under the rule.
Each city in a foreign country, however, will be treated as related
to every other governmental unit, agency, or instrumentality in
that foreign country.

Any entity (other than a governmental unit or an agency or in-
strumentality of such a unit) is related to any other person if the
twc have (a) significant common purposes and substantial common
membership or (b) directly or indirectly, substantial common direc-
tion. For example, the local chapter of a national fraternity or of
the Red Cross is related to its national organization.

Any tax-exempt entity is related to any other entity if either
owns 50 percent or more of the capital interests or the profit inter-
ests in the other. For example, a foreign person is related to its
wholly owned subsidiary and any corporation that owns 50 percent
or more of the value of its stock, and a section 501(c)3) orgahiza-
tion is related to any corporation 50 percent or more of the stock of
which it owns. For purposes of this rule, an entity treated as relat-
ed to any other entity under either of the two foregoing-rules will
be treated as the one entity. For example, assume that each of 10
cities within 1 State own 10 percent of a corporation. The State,
each city and the corporation are related parties.

Any tax-exempt entity is related to any other tax-exempt _entity
with respect to a particular transaction if such transaction is part
of an attempt to avoid the application of the Act.

1. Exceptions

The Act does not apply to those mass commuting vehlcles ex-
empted from most of TEFRA’s amendments to the safe harbor
lease provisions. See section 208(d)(5) of P.L. 97-248. Furthermore,
the Act does not apply to property described in section 208(dX3XE)
of P.L. 97-248, as amended by P.L. 97-448 (relating to certain boilers
and turbines of rural electric cooperatives). Nor does the Act apply
to property described in section 168(f}12XC)(ii) of prior law (relating
to certain sewage or solid waste disposal facilities) if a ruling re-
quest relating to the tax consequences of the use of such property
by a tax-exempt entity was filed on or before May 23, 1983.

m. Regulations

The Act provides that the Secretary is to prescribe such regula-
tions as may be necessary or appropriate to carry out the purposes
of new section 168(j). No such regulations are to be inconsistent
with the Act, as reflected in its legislative history. The Act also au-
thorizes the Secretary to prescribe present class lives for any prop-
erty (other than section 1250 class pronerty) that does not presently
have a present class life.

40-926 O - 85 ~ 7
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Effective Dates
General

The Act generally applies to property placed in service by the
taxpayer after May 23, 1983, except to the extent acquired by the
taxpayer subject to a lease in effect on May 23, 1983. The Act also
applies to property placed in service by the taxpayer before May
24, 1983, and used pursuant to a lease entered into or renewed
after May 23, 1983. For purposes of the preceding sentence, a lease
will not be treated as entered into or renewed after May 23, 1983,
merely by reason of the exercise by a lessee of a written option, or
performance under a contract, that was enforceable against the
lessor on May 23, 1983, and at all times thereafter. Furthermore,
the Act will not apply merely because a lessee under a lease en-
tered into before May 24, 1983, subleases to a tax-exempt entity
after May 23, 1983.

Property to which the Act does not otherwise apply under the
foregoing rules will not become tax-exempt use property merely by.
reason of a transfer of the property subject to the lease by the
lessor (or a transfer of the contract to acquire, construct, recon-
struct, or rehabilitate the property), so long as the lessee (or the
party obligated to lease) does not change.

For property used by the U.S. Postal Service, October 31, 1983 is
substituted for May 23, 1983, in applying the rules described in the
preceding paragraph.

Certain improvements to real property are not to be treated as
separate property for purposes of the effective date rules. Under
this provision, if the Act does not apply to the underlying real
property, it will not apply to the improvements either. Improve-
ments covered are those which would not be substantial improve-
ments under section 168(fX1XC)ii) if 20 percent were substituted for
25 percent.

Transitional rules
The Act provides three general transitional rules.
First transitional rule

Under the first transitional rule, the Act does not apply to prop-
erty used by a tax-exempt entity pursuant to one or more written
contracts that were binding on May 23, 1983, and at all times
thereafter, which required the taxpayer (or a predecessor in inter-
est under the contract) to acquire, construct, reconstruct, or reha-
bilitate the property and the tax-exempt entity (or a tax-exempt
predecessor in interest under the contract) to use the property.

For example, assume that on February 1, 1983, a tax-exempt
entity enters into a binding contract to have a building construct-
ed. Construction is to be completed on January 15, 1984. On May 1,
1983, the tax-exempt entity assigns its interest in the construction
contract to corporation X and enters into a binding contract to
lease the building back from corporation X upon its completion.
The first transitional rule applies. The first transitional rule would
not apply if the assignment and entering into of the binding con-
tract to lease did not occur until after May 23, 1983.
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As a further example, assume that a tax-exempt entity has
owned and occupied all of a building for years. On May 1, 1983, the
tax-exempt entity enters into a binding contract with corporation
Y pursuant to which the tax-exempt entity, on July 1, 1983, will
sell the building to corporation Y and lease it back. The first tran-
sitional rule applies. The result would be the same even if corpora-
tion Y assigns its entire interest in the contract to corporation Z,
or contributes it to a partnership of which it is a member, on June
1, 1983. The result would be the same if the tax-exempt entity as-
signed its interest in the lease to another tax-exempt entity on
June 15, 1983.

A contract is binding only if it is enforceable under State law
against the taxpayer (or a predecessor) and does not limit damages
to a specified amount as, for example, by a liquidated damages pro-
vision. A contractual provision that limits damages to an amount
no greater than five percent of the total contract price will not be
treated as limiting damages. A contract is binding even if subject
to a condition, so long as the condition is not within the control of
either party (or a predecessor). A contract will not be treated as
ceasing to be binding merely because the parties make insubstan-
tial changes in its terms or if any term is to be determined by a
standard beyond the control of either party. Finally, a contract
which imposes significant obligations on the taxpayer (or a prede-
cessor) will not be treated as non-binding merely because some
terms remain to be negotiated. For example, if a corporation and a
tax-exempt entity enter into a legally enforceable contract on May
1, 1983, pursuant to which the corporation agrees to buy a building
from the tax-exempt entity and then lease it back, the contract will
be treated as a binding contract to use notwithstanding the fact
that some terms of the lease have not yet been set. In addition, for
purposes of this rule, a written contract award made by the United
States, or any agency or instrumentality thereof, on or before May
23, 1983 is to be treated as a binding contract.

On the other hand, a binding contract to acquire a component
part for a larger piece of property will not be treated as a binding
contract to acquire the larger piece of property. For example, if a
tax-exempt entity entered into a binding contract on May 1, 1983,
to acquire a new aircraft engine, there would be a binding contract
to acquire only the engine, not the entire aircraft.

Second transitional rule

Under the second transitional rule, the Act does not apply to
property that is leased to a tax-exempt entity if (1) the taxpayer (or
a predecessor in interest in or under the contract) or the tax-
exempt entity was required to acquire, construct, reconstruct, or
rehabilitate the property pursuant to a contract that was binding
on May 23, 1983 (or had commenced, but not completed, construc-
tion, reconstruction, or rehabilitation of the property by that date),
(2) the taxpayer or the tax-exempt entity acquired the property
after June 30, 1982, and before May 24, 1983, or (3) the taxpayer or
the tax-exempt entity completed construction, reconstruction, or re-
habilitation of the property after December 31, 1982, and before
May 24, 1983, but only if, in any such case, the lease is pursuant to
a written contract obligating the tax-exempt entity to use the prop-
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erty and entered into before January 1, 1985. Requirement (1),
above, is not satisfied if the tax-exempt entity used the property
before May 24, 1983. Property does not fail the completion-of-con-
struction test merely because a certificate of completion was not
issued. The second transitional rule does not apply if the tax-
exempt user of the property is a foreign person or entity (including
the members of a foreign partnership or other pass-through entity).

For example, assume that a tax-exempt entity acquires and
begins using a building on June 1, 1982. On February 1, 1983, the
tax-exempt entity enters into a binding contract to have the build-
ing substantially rehabilitated. The rehabilitation is to be started
on March 1, 1983, and completed by May 1, 1984. By December 1,
1983, the tax-exempt entity enters into a binding contract to effect
a sale-leaseback of both the original building and the rehabilita-
tion. On these facts, the second transitional rule applies to the re-
habilitation but not to the original building (since it was acquired
and used before July 1, 1983).

For purposes of this transitional rule, the contract to acquire,
construct, reconstruct, or rehabilitate need not be with the seller or
the construction company. It is sufficient if the taxpayer (or a pred-
ecessor) or the tax-exempt entity has a contract with any third
party requiring the taxpayer (or a predecessor) or the tax-exempt
entity to acquire, construct, reconstruct, or rehabilitate. For exam-
ple, a binding contract between a taxpayer and a tax-exempt entity
pursuant to which the taxpayer is obligated to have property con-
structed for the tax-exempt entity qualifies as a binding contract
for purposes of the second transitional rule. The other rules appli-
cable under the first transitional rule with respect to assignments
of contracts and binding contracts are equally applicable under the
second transitional rule.

Third transitional rule

Under the third transitional rule, the Act does not apply to prop-
erty leased to a tax-exempt entity where there was significant offi-
cial governmental action with respect to the property involved or
its design on or before November 1, 1983, and the lease is pursuant
to a written contract, entered into before January 1, 1985, which
obligates the tax-exempt entity to use the property. The third tran-
sitional rule does not apply if the tax-exempt user of the property
is the Federal Government, any agency or instrumentality thereof,
or a foreign person or entity, but can apply if the tax-exempt user
is a State or local governmental unit or any other tax-exempt
entity.

For example, assume that prior to November 1, 1983, a city coun-
cil approved a plan providing for the rehabilitation of city hall. On
December 1, 1983, the city enters into a binding contract to sell the
rehabilitated city hall to private investors and lease it back. The
third transitional rule is applicable with respect to the entire build-
ing, as rehabilitated.

For purposes of the third transitional rule, whether particular
property is part of an approved project, or a project for which
design work had been approved, depends on all the facts and cir-
cl:urlrésstgnces, including the tax-exempt entity’s plans on November
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A project (or design work with respect to a project) will be con-
sidered as having been approved by significant official governmen-
tal action if the governmental entity having authority to commit
the tax-exempt entity to the project (or the design work), to provide
funds for it, or to approve the project (or the design work) under
State or local law took significant action ind