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INTRODUCTION

The House Committee on Ways and Means has scheduled a
public hearing on June 8, 1983, on H.R. 3110 (introduced by Messrs.
Pickle, Rangel, Vander Jagt, Frenzel, Stark, Gradison, Duncan,
Pease, Dorgan, and Martin of North Carolina). The bill relates to
the tax treatment of property used by nontaxable entities. This
pamphlet, prepared in connection with the hearing, provides a de-
scription of the bill and present law and related issues.

The first part of the pamphlet is a summary. The second part is
a description of present law. The third part is a discussion of tax
policy issues. Part four is a summary of the report and recommen-
dations of the Ways and Means Subcommittee on Oversight, and
part five is a description of the provisions of the bill.

(1)



I. SUMMARY
Present law

The Federal income tax benefits of ownership of property include
accelerated cost recovery (ACRS) deductions and investment tax
credits. Essentially, the law is that the economic substance of a
transaction, not its form, determines who is entitled to the tax
benefits associated with ownership. Thus, in a lease or similar ar-
rangement, the person claiming ownership for Federal income tax
purgi‘oses must show that he has sufficient economic indicia of own-
ership.

The tax benefits of ownership are generally allowed only for
property used for a business or income-producing purpose. They are
not available for property that is owned by governmental units and
tax-exempt organizations. Property that is used by (though not
owned by) a tax-exempt organization or a domestic governmental
unit qualifies for ACRS deductions, but generally does not qualify
for investment credits. For example, property used under a lease
by one of these entities is ineligible for investment credits. A statu-
tory exception to this investment credit limitation is that rehabili-
tation expenditures for a building leased to a tax-exempt organiza-
tion or a governmental unit can qualify for the rehabilitation tax
credit. Also, one court has held, and the Internal Revenue Service
has ruled, that investment credits can be claimed where a govern-
mental unit essentially contracts not for the use of property itself,
but rather for a service to be provided by the owner of the proper-
ty.

The investment credit limitation does not apply to property used
by any possession of the United States, any foreign government, or
any foreign person. However, if property is used predominantly
outside the United States, ACRS deductions are reduced and gener-
ally no investment credit is allowed.

Present law rules relating to the ownership of property (in the
context of leases or similar arrangements), the investment credit
limitation, and the tax treatment of property used predominantly
outside the United States are described in part 1I.

Issues

The recent increase in leasing and similar transactions by tax-
exempt entities raises a number of tax policy issues. These issues
include: (a) the extent to which the benefits of ACRS deductions,
investment credits and deductions for interest expenses should be
made available to tax-exempt entities that engage in leasing; (b)
the efficiency of leasing for providing assistance to tax-exempt les-
sees; (c) the Federal revenue loss; (d) the impact of governmental
leasing on public budgeting processes; and (e) the possibly adverse
effect on public perceptions about the fairness of the income tax
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system. Many of these topics were addressed during a public hear-
ing held by the Subcommittee on Oversight of the Committee on
Ways and Means on February 28, 1983.

These issues are addressed in part III. The subcommittee’s princi-
pal findings and recommendations, presented in its report to the
committee, are summarized in part IV.

Description of the bill

In general, H.R. 3110 would reduce the tax benefits that would
otherwise be available for property which is used by tax-exempt en-
tities.

The bill would clarify that the investment tax credit limitation
applies in cases where a service contract is more properly treated
as a lease of property by a tax-exempt entity. The investment
credit limitation would be extended to apply to property used by
any international organization, foreign government, possession of
the United States, and any foreign person not subject to U.S. tax
on income from the property. The rehabilitation tax credit would
not be allowed where the rehabilitation expenditure or building
has been financed by a tax-exempt industrial development bond.

In general, the bill would require that ACRS deductions for prop-
erty used by tax-exempt entities be computed using the straight-
line method over extended recovery periods. In the case of 15-year
real property, this provision would apply to the extent of the use
by a tax-exempt entity, but only if more than 20 percent of the
property is used under conditions specified in the bill. ACRS deduc-
tions for mass commuting vehicles that are eligible for safe-harbor
leasing under present law would not be affected by the bill.

The bill would generally apply to property placed in service by
the taxpayer after May 23, 1983. However, it would not apply to
property used pursuant to written binding contracts that meet cer-
tain requirements.

The bill is described in detail in part V.



II. PRESENT LAW

A, Overview

Under present law, the rules for determining who is entitled to
the tax benefits associated with the ownership of property general-
ly are not written in the Internal Revenue Code; rather, they are
embodied in a series of court cases and revenue rulings and reve-
nue procedures issued by the Internal Revenue Service (IRS). Es-
sentially, these rules focus on the economic substance of a transac-
tion, not its form, for determining who (if anyone) is entitled to the
tax benefits of ownership of property. Thus, in a 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 property include de-
preciation or accelerated cost recovery (ACRS) deductions and in-
vestment tax credits. Generally, ACRS deductions and investment
credits are allowed only for property used for a business or income-
producing purpose.

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

Property used by a foreign government or person is not subject
to the nontaxable use restriction. However, if the property is used
predominantly outside the United States (foreign-use property),
iﬁ)BS egeductinns are reduced and generally no investment credit is

owed.

The traditional reasons for leasing stem from tax, accounting,
and a variety of business considerations.! Tax-exempt organiza-
tions and governmental units have leased equipment for many of
the same reasons as taxable entities. The recent increase in leasing
and similar arrangements is due, in part, to budgetary limitations
on the purchase of equipment and, in the case of some State and
local governments, limitations on the ability to issue tax-exempt
bonds. From a tax perspective, leasing allows certain tax benefits
(such as ACRS deductions) to flow through (in the form of reduced
rents) to nontaxable entities that are not eligible for such benefits
on their own account. The reasons for arranging a transaction with
a nontaxzable entity as a service contract in some cases stem from

! These considerations are discussed in the pamphlet, “Analysis of Safe Harbor Leasing” (JCS-
23-82), published in 1982 by the staff of the Joint mittee on Taxation.
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the desire to avoid the nontaxable use restriction on the invest-
ment credit.2

What follows is a description of the present law rules governing
the determination of ownership of property for Federal income tax
purposes, in the context of leases or similar arrangements, and a
description of the nontaxable use restriction on the investment tax
credit. In the final section, the rules governing ACRS and the in-
vestment credit for foreign-use property are discussed.

B. The Ownership Issue

In general

The determination of ownership of property requires a case-by-
case analysis of all facts and circumstances. Although the determi-
nation of ownership is inherently factual, a number of general
principles have been developed in court cases, revenue rulings, and
revenue procedures.?

In general, both the courts and the IRS focus on the substance of
the transaction rather than its form. The courts do not disregard
the form of a transaction simply because tax considerations are a
significant motive, so long as the transaction also has a bona fide
business purpose and the person claiming tax ownership retains
sufficient burdens and benefits of ownership.

In general, for Federal income tax purposes, the owner of proper-
ty must retain meaningful burdens and benefits of ownership.* The
lessor must be the person who suffers (or benefits) from fluctu-
ations in value. Thus, lease treatment is denied, and the lessee is
treated as the owner, if the user has the option to obtain title to
the property at the end of the lease for a price that is nominal in
relation to the value of the property at the time when the option is
exercisable (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 lessor’s residual value in the property is nominal, the
lessor is viewed as having transferred full ownership of the proper-
ty for the rental. Where the purchase option is more than nominal
but relatively small in comparison with fair market value, the
lessor is viewed as having transferred full ownership because of the
likelihood that the lessee will exercise the bargain purchase
option.® Furthermore, if the lessor has a contractual right to re-
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 eliminates the lessor’s risks of fluctuation in value of the resid-
ual interest and the risk that there will be no market for the prop-
erty at the end of the lease.

2 Bee the pamphlet “Tax Aspects of Federal Leasing Arrangements” (JCS-3-83), published on
February 25, 1983, by the staff of the Joint Committee on Taxation, for a discussion of the policy
issues raised by leasing and similar arr: ents involving nontaxable entities.

3 These general principles are descri fully in the Joint Committee staff pamphlet “Analy-
gis of Safe :Ha.rbnr Leasing” (JCS-23-82), and to a lesser extent in the pamphlet “Tax Aspects of
Federal Leasing Arrang ts" (JCS-3-83).

4 See, Frank Lyon Co. v. United States, 435 U.S. 561 (1978), revg, 536 F.2d 746 (8th Cir. 1976).

5 See, Rev. Rul. 55-540, 1955—2 C.B. 39 (and cases cited therein).

& See, M& W Gear Co. v. Commissioner, 446 F.2d 841 (Tth Cir. 1971).
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Objective guidelines used in structuring transactions

To give taxpayers guidance in structuring leveraged leases (i.e.,
where the property is financed by a nonrecourse loan from a third
party) of equipment, the IRS issued Revenue Procedure 75-21, 1975-
1 CB. 715, and a companion document, Revenue Procedure 75-28,
1975-1 C.B. 752 (the guidelines). If the requirements of the guide-
lines are met and if the facts and circumstances do not indicate a
contrary result, the IRS 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 are not by their terms a definitive statement of
legal principles and are not intended for audit purposes. Thus, if
all requirements of the guidelines are not met, a transaction might
still be considered a lease if, after considering all facts and circum-
stances, the transaction is a lease under the general principles de-
scribed above. ' :

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.

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

3. Lessee investment precluded.—Neither the lessee nor a party
related ‘to the lessee may furnish any part of the cost of the
_property. o

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 necessary to
acquire the property. In addition, the lessee must not guarantee
anyloan to the lessor. - :

5. Profit and cash flow requirements.—The lessor must expect to
receive a profit from the transaction and have a positive cash flow
independent of tax benefits.

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.

C. Nontaxable Use Restriction on the Investment Credit
General rule

. Property that is “used by” a tax-exempt organization in an

exempt function or a governmental unit generally is ineligible for
the investment tax credit (secs. 48(a)(4) and 48(a)5)). For this pur-
pose, a governmental unit includes the U.S. government, any State
or local government, most international organizations, and any
agency or instrumentality of the foregoing. A tax-exempt organiza-
tion is any organization exempt from Federal income tax, such as a
charitable or educational organization.

To determine whether property is subject to the nontaxable use
restriction, it is first necessary to evaluate the economic substance
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of the transaction under the general principles for determining
who is the tax owner of property.” Under the nontaxable use re-
striction the investment credit is unavailable with respect to prop-
erty that is 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, it is clear that property leased
to a governmental unit or a tax-exempt organization is subject to
the nontaxable use restriction. However, in addition to several stat-
utory exceptions to the nontaxable use restriction, one court has
held (and the IRS has ruled) that the investment tax credit can be
claimed where the governmental unit essentially has contracted for
a service, to be provided by the owner of property, rather than for
the use of the property itself.

Rationale for the nontaxable use restriction

When the investment credit was enacted in 1962, it was designed
to stimulate expansion of the Nation’s productive facilities by 're-
ducing the net costs of acquiring new equipment. At that:-time, the
restriction on government use was premised on the view that gov-
ernmental demand for property is not dependent on its price. Thus,
a reduction in price, which would, in effect, result if the invest-
ment credit were available, would not cause any corresponding in-
crease in production.® R

The restriction on use by a tax-exempt organization was enacted
to prevent an investment credit for property used in a tax-exempt
function from reducing the tax attributable to a taxable unrelated
trade or business of the organization.

Statutory exceptions fo the nontaxable use restriction

Tax-exempt organizations.—Under present law, certain farmers’'
cooperatives (which are considered exempt from tax even though
they are subject to the rules of tax under subchapter T, relating to
cooperatives and their patrons) are excluded from the restriction
on use by a tax-exempt organization. Also, the credit is allowed for
property used by a tax-exempt organization in a taxable unrelated
trade or business.

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

7 See, Rev. Rul. 68-590, 1968-2 C.B. 66. Revenue ruling 68-590 involved arrangements between
a taxable corporation and a political subdivision of a State, providing for the tax-exempt financ-
ing, construction, and operation of an industrial project. The IRS did not apply the nontaxable
use restriction, even though the governmental unit held legal title under a sale-leaseback.
Rather, the IRS held that the corporation was the tax owner of the rroperty. The IRS reasoned
that, in view of the economic substance of the arrangement, the sale-leaseback arrangement was
nothing more than a security device for the protection of the holders of the tax-exempt bonds.

& Somewhat different issues are discussed in part III and in the staff pamphlet “Tax Aspects
of Federal Leasing Arrangements” (JCS-3-83.)
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Rehabilitated buildings.—Under present law, rehabilitation tax
credits are available for qualified rehabilitation expenditures in-
curred for older buildings leased to tax-exempt organizations or to
governmental units.

Foreign persons.—Property used by foreign persons is not subject
to the nontaxable use restriction. However, special rules (discussed
getiow) apply if property is used predominantly outside the United

tes.

“Casual or short-term lease” exception

Under Treasury regulations, there is an exception to the nontax-
able use restriction for property that is leased on a “casual or
short-term basis.” (Treas. reg. § 1.48-1 (j) and (k)).

Casual leases.—The term “‘casual lease” has been interpreted to
mean a lease that lacks the formalities inherent in a written
lease.? Another example of a casual lease might be the lease of an
automobile from a car rental company by a governmental employ-
ee traveling on governmental business.!©

Short-term leases.—The exception for short-term leases has been
recognized as a means of allowing the government to fulfill an un-
foreseen or extraordinary need for obtaining the short-term use of
property from the private sector, without causing the taxpayer to
lose the credit.!! Thus, property not ordinarily intended for lease
to a tax-exempt organization or governmental entity may be leased
under the exception for a short period in unforeseen or extraordi-
nary circumstances.

In determining whether the exception for short-term leases ap-
plies, the courts have rejected the contention that the relevant con-
sideration is whether the nonqualifying use constitutes a substan-
tial portion of the useful life of the property.!? The courts have
also rejected the position that short-term use should be determined
im i;l:nle3 basis of the minimum legally enforceable period of a

ease.

“Service Contract” exception

Internal Revenue Service rulings.—Under Treasury regulations
(§1.48-1() and (k)), property used by a governmental unit or tax-
exempt organization means only property owned by or leased to
one of those nontaxable entities. In Revenue Ruling 68-109, 1968-1
C.B. 10, the IRS ruled that property provided to a governmental
unit as an integral part of a service is not ‘“used by” the govern-
ment within the meaning of section 48(a)(5).

Revenue Ruling 68-109 involved communications equipment in-
stalled 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

:osﬁ. Xerox Corporation v. United States, 656 F.2d 659 (Ct. Cl. 1981).

11 World Airways, Inc. v. Commissioner, 564 F.2d 886 (9th Cir. 1977), a 62 T.C. 786 (1974).
12 World Airways Inc. v. Commissioner, 62 T.C. 786 (1974), aff'd 564 F.2d 886 (9th Cir. 1977).
13 Thus, the mere fact that a lease contains a cancellation c¢lause will not result in application
of this exception. Xerox Corporation v. United States, 656 F.2d 659 (Ct. Cl. 1981); Stewart v. U.S,,
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and control over the equipment. The IRS also focused on the fact
that the communications equipment was part of an integrated net-
work used to render services to the customer, not property placed
with a user to allow it to provide services to itself.

The IRS has issued a number of other rulings, including private
rulings,!4 interpreting the service contract exception. For example,
the investment tax credit has been denied in situations involving
trucks operated 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)). However, in LTR 8217040 (January
27, 1982), the IRS allowed the investment tax 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 taxpay-
er bore the risk of loss with respect to the vessel, had to retain pos-
session and control over the vessel, was required to provide mainte-
nance and secure insurance for the vessel, had to furnish and con-
trol the crew of the vessel, and that the time charter transferred
no legal interest in the property to the Federal government.

The case law.—The only judicial decision dealing with the service
contract exception to the nontaxable use restriction is Xerox Corpo-
ration v. United States, 656 F.2d 659 (Ct. Cl. 1981). In Xerox, a man-
ufacturer provided duplicating machines to the Federal govern-
ment. The Internal Revenue Service had issued a revenue ruling
involving 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, which are eligible for an exception to the govern-
mental use restriction. However, the court held that the machines
were eligible for the investment credit because they were provided
as an integral part of a service contract.

Essentially, the Court of Claims based its decision on the IRS’s
own formulation of the service contract exception, as set forth in
the holdings of published and private rulings (other than Rev. Rul.
71-397, 1971-2 C.B 63, which reached a contrary result on the same
facts considered by the court in Xerox). The court rejected the gov-
ernment’s contention that the service contract exception cannot
ever apply where the customer’s own personnel operate the ma-
chines, because this factor was present in the first ruling adopting
the exception (i.e., Rev. Rul. 68-109, 1968-1 C.B. 10). The court em-
phasized that Xerox was not a case in which the cost or value of
the property dominated the price of the total arrangement. The
court also noted that, conceivably, its decision would be different if
the Treasury regulations had formulated the precise confines of the
service contract exception.

Although the published and private rulings do not articulate any
single test for use in determining whether an agreement is a serv-
ice arrangement or a lease, the court felt that the factors deemed
common to service contracts in those rulings related to two broad
areas of inquiry: (1) the nature of the possessory interest retained

4 Although a private ruling is not binding on the IRS or the courts, a private ruling is help-
ful in interpreting the law in the absence of other authority.
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by the taxpayer, and (2) the degree to which the property supplied
is a component of an integrated operation in which the taxpayer
has other responsibilities.!®

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 represented only 5 or 6 percent of the tax-
payer’s machines.

D. Foreign-use Limitations
Overview

Property “used predominantly outside the United States” is sub-
ject to reduced ACRS deductions and is not allowed investment
credits (secs. 168(f)(2) and 48(a)(2)).

In general, the term ‘““‘used predominantly outside the United
States” means use outside the United States for more than half of
the taxable year. However, there are a number of exceptions to
this general rule. For example, communications satellites are ex-
cepted from the rules for foreign-use property. U.S.-flag vessels op-
erated in the foreign or domestic commerce of the United States
are excepted. Also, any aircraft registered by the Federal Aviation
Agency and operated to and from the United States or operated
under contract with the United States is eligible for the credit,
even if operated by a foreign airline.

ACRS deductions

The recovery period for computing ACRS deductions for foreign-
use personal property is equal to the present class life (midpoint
life) for the property, as of January 1, 1981, under the prior law
Asset Depreciation Range (ADR) system. For personal property for
which there is no ADR midpoint life as of January 1, 1981, a 12-
year recovery period must be used. The determination of useful
lives based on facts and circumstances is not permitted. The owner
of foreign-use personal property generally is 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 real property (including all components of a build-
ing), the recovery period i1s 35 years. The owner of foreign real
property is generally allowed to use the 150-percent declining bal-
ance 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 foreign real prop-
erty, the straight-line method of depreciation can be used in lieu of
the prescribed accelerated methods. In addition, for foreign-use per-
sonal property, the taxpayer may elect the straight-line method
over one of the optional recovery periods allowed for domestic prop-
erty (but the period elected may not be shorter than the ADR mid-
point life, or, for property without an ADR midpoint life as of Jan-

15 For a more detailed discussion of the court’s analysis of these factors, see the Joint Commit-
tee staff pamphlet “Tax Aspects of Federal Leasing Arrangements” (JCS-3-83).
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uary 1, 1981, 12 years). For foreign real property, the taxpayer may
elect to use the straight-line method over a recovery period of 45
years (instead of 35 years).



II1. TAX POLICY ISSUES

The recent increase in leasing and similar transactions by tax-
exempt entities raises a number of tax policy issues.

One issue is the extent to which the benefits of ACRS deductions,
investment credits and deductions for interest expenses should be
made available to tax-exempt entities that engage in leasing. Cur-
rently, it is possible for the combined value of these tax benefits to
exceed the tax on the lessor’s rental income from a lease, so that
there is a positive Federal subsidy to the transaction. When the
lessee is tax-exempt, this subsidy cannot be offset by any tax that
might have been generated by the lessee’s use. In this situation, an
entity that might have issued bonds at a tax-exempt interest rate
to purchase an asset can lease it at a lower, tax-subsidized financ-
ing rate. This subsidy and this tax-driven advantage to leasing
could be reduced or eliminated by an appropriate slowing down of
ACRS deductions for property leased to tax-exempt entities and by
a tightening of the various exceptions to the denial of the invest-
ment tax credit.

The second issue is whether leasing arrangements are an effi-
cient way to provide Federal assistance to tax-exempt entities.
Some of the tax benefits in a lease are retained by lawyers, invest-
ment bankers, leasing companies, and other agents or investors
that are involved in the transaction, instead of being flowed
through to the lessee as lower rents. To this extent, leasing is inef-
ficient and raises the total government cost of financing.

A third issue is the revenue loss to the Treasury. The potential
loss from the sale and leaseback of existing buildings could be con-
siderable, and, in the long run, the leasing of new property could
impose a comparable revenue cost. Yet, in some cases the revenue
loss may be justified because of an overriding congressional com-
mitment to a particular policy objective. For example, Congress has
expressed a clear desire to encourage the rehabilitation of older
buildings.

A fourth issue is the impact of governmental leasing on the ap-
propriations process. Under present law, leasing by Federal, State,
and local agencies can distort capital and operating budgets at all
levels of government. Costs are shifted from the agencies’ budgets
to the U.S. Treasury. Lowering the tax incentive for government
agencies to lease versus purchase property would reduce these dis-
tortions in the appropriations process.

A fifth issue relates to whether the use of tax-motivated arrange-
ments by tax-exempt entities creates perceptions that .the tax
system is unfair or working badly. This possibility seems especially
likely when highly visible assets, such as a city hall or college
campus, are offered in sale-leaseback transactions.

The relative importance of these issues varies according to
whether the lessee is a Federal government agency, a State or local

(12)
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government agency, a nonprofit organization, or a foreign govern-
ment or person.

Federal Government

The main issues involved in leasing by Federal government agen-
cies appear to be the distortion of the appropriations process, the
potential inefficiency of tax-oriented leases, and the public’s per-
ception of the integrity of the Federal tax system. Leasing by a
Federal agency distorts the appropriations process by shifting capi-
tal acquisition costs from the agency’s budget to the Treasury in
the form of reduced tax revenues. Thus, it reduces the control over
spending normally exercised by the appropriations process by con-
verting direct outlays, which require appropriations, into tax bene-
fits, which do not. Leasing also shifts the disbursement of funds
from the agency’s procurement account to a possibly less scruti-
nized part of the budget, such as an operations and maintenance
account. When a Federal agency leases, there is no lump sum au-
thorization or annual outlay in the procurement section of the
agency’s budget; rather, the annual rental payments appear as
outlay items as they occur. In addition, leasing may be inefficient
and raise the total government cost of acquiring property. Finally,
the sale of tax benefits by a Federal government I%ent:{, and the
indemnification of these benefits against adverse rulings, may
contribute to a public perception of inequity in the Federal income
tax system.

State and Local Governments

The main tax issue involved in State and local governmental
leasing appears to be the extent to which tax benefits originally de-
signed to encourage private sector capital formation should provide
assistance to State and local governments.

Congress already provides assistance through the tax system to
State and local governments by means of the exclusion from Feder-
al tax of interest paid on municipal bonds and the itemized deduc-
tion for most State and local taxes. The 1983 combined cost to the
Treasury of these items is expected to exceed $45 billion. Leasing
increases the amount of assistance that State and local govern-
ments receive through the tax system, especially where it is done
because bond issues have been rejected or limits on indebtedness
have been reached.

In some instances, State and local governments combine the
benefits of leasing and tax-exempt debt in the same transaction. In
these transactions, industrial development bonds (IDBs) are issued
to finance the sale of public property to the lessor. The proceeds of
the sale may then be invested by the State or local government in
taxable bonds, the interest on which is used to cover rental pay-
ments. However, such arrangements may be subject to the anti-ar-
bitrage rules which prohibit the issuance of tax-exempt bonds for
the purpose of purchasing taxable securities yielding a higher rate
of return.

Finally, the potential revenue cost of sale-leasebacks appears to
be very large due to the dollar value of the property currently
owned by State and local governments.
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Nonprofit Organizations

Leasing by nonprofit organizations generally raises similar tax
policy issues as State and local governmental leasing. By selling its
real estate and leasing it back, a nonprofit organization, in effect,
borrows money at a very low cost because the lessor receives part
of its return from tax benefits. The nonprofit organization can then
reinvest the proceeds in securities and effectively earn an arbitrage
profit from the Federal government.

Foreign Governments and Persons

As is the case with any other lessee, a foreign person leasing
property from a U.S. lessor may receive an indirect tax subsidy
from the U.S. Treasury. If the foreign person is taxable by the
United States on the income generated by that property the subsi-
dy is as justifiable as that provided to any other taxable user. How-
ever, if the foreigner is not subject to U.S. tax because it is a for-
eign government or a foreign entity not doing business in the
United States, then many of the same issues as are described above
are raised.

In addition, there is a further issue of whether the U.S. tax
system should subsidize investment by a foreign government or for-
eign person. This issue would exist even if it were determined that
it is appropriate to subsidize the use of property by U.S. nontaxable
persons. For U.S.-produced goods, the subsidy might be justified as
an export incentive. However, no similar justification exists where
foreign-produced goods are leased. A related issue is the potential
revenue cost if foreigners are able to take unrestricted advantage
of U.S. tax subsidies by leasing property from U.S. lessors.



IV. REPORT OF THE WAYS AND MEANS SUBCOMMITTEE
ON OVERSIGHT

The Subcommittee on Oversight of the Committee on Ways and
Means held a public hearing on February 28, 1983, to examine Fed-
eral leasing practices and related matters.! The subcommittee
transmitted its report, “Tax and Budget Issues Related to Leasing
by Nontaxable Entities,” to the committee on May 25, 1983.

The subcommittee’s report found that entities which are not sub-
ject to U.S. income tax can, nevertheless, benefit from income tax
deductions and, in some cases, income tax credits by obtaining the
use of property through a lease, a service contract, or a similar ar-
rangement. This occurs when a taxable lessor claims the tax bene-
fits of ownership and shares them with a nontaxable lessee in the
form of lower rents or service charges.

With respect to long-term leasing by Federal agencies and de-
partments, the report concluded that the government pays more to
lease property than to purchase it outright, because not all of the
tax benefits generated by the lease are passed through as lower
rents to the agency or department. The report recommended that a
uniform method be used throughout the executive branch for deter-
mining the cost of leasing an asset, so that the associated revenue
loss would effectively be treated as a Federal cost. Also, the report
recommended changes in procedures regarding the congressional
review of proposals for long-term leases by agencies and depart-
ments.

The subcommittee’s report made two recommendations concern-
ing investment credits and cost recovery deductions for property
used by nontaxable entities. First, the report recommended that
Congress clarify by statute that the investment credit limitation
applies to this property when it is used under a lease which is
structured as a service contract or a similar arrangement. Second,
the report recommended that Congress consider limiting cost recov-
ery deductions for this property so that the tax system does not
make leasing more attractive to nontaxable entities than direct
ownership.

Finally, the report expressed concern about any development
that would permit nontaxable entities to obtain a tax subsidy by
making minimal changes in the economic substance of transac-
tions, so that transactions normally structured as purchases would
qualify for lease treatment.

! See the Joint Committee staff pamphlet pmpared for this hearing, “Tax Aspects of Federal
Leasing Arrangements,” (JCS-3-83), February 25
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V. DESCRIPTION OF THE BILL

Explanation of Provisions

Overview

In general, H.R. 3110 would reduce the tax benefits that would
otherwise be available for property used by “tax-exempt entities”
(as defined below). ACRS deductions would be reduced for this
property. The nontaxable use restriction under present law would
be clarified and expanded to cover U.S. possessions, all internation-
al organizations, foreign governments, and foreign persons not gub-
iect to U.S. tax. The rehsbilitaticn tax credit would continue to be
available for property 'eased tr tax-exempt entities or governmen-
tal units except where *he acquisition. or reconstruction of the
property is finai:ced ‘with the proceeds-of tax-exempt industrial de-
velopment bends (1DBs). '

The present law ruler for aetermining ownership of property
would be undisturbed by ie bill Thus, the bill would leave open
the possibility that the tag-e<ompt entity could be treated as the
owner of the property. As under present law, if' the tax-exempt
entity were treated as the owner, the tax berefits of vwnership
generally would be eliminated. Alsc, the bill would create no infer-
ences regarding the present law treatment of scrvice contracts
under the nontaxable use restriction. :

Depreciation

Reduced deductions.—In the case of property used by tax-exempt
entities (tax-exempt use property), the bill would require that
ACRS deductions (or depreciation deductions for property not eligi-
ble for ACRS) be computed by using the straight-line method (with-
out ;degard to salvage value) over the following extended recovery

riods:

Lt The recover period

In the case of: shall be:
3-year property b R B 5 years.
5—({ear property 12 years.
10-year Pmli’?rt)ﬂ : A R R A AR RS 25 years.
15-year public utility property 35 years.
15-year real property 35 years.

This set of recovery periods is intended to approximate a result,
within the 5-class structure of ACRS, under which a tax-exempt
entity would find the leasing of an asset from a taxable person no
more or less attractive than direct ownership.

If a taxpayer elects under ACRS to recover the cost of property
over an optional recovery period that exceeds the recovery period
provided by the bill, then the cost of the property would be recov-
ered over the longer period. For property that is not eligible for
ACRS (e.g., by virtue of the anti-churning rules) or is excluded
from ACRS by election of the taxpayer (e.g., where the taxpayer

(16)
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elects to depreciate under the unit-of-production method), the pro-
visions of the bill would be applied by determining the class in
which such property would fall if the property were subject to
ACRS rules.

For property other than 15-year real property, the half-year con-
vention used under prior law depreciation rules would apply. In
the case of 15-year real property, first-year ACRS deductions would
be determined on the basis of the number of months in the year in
which the property was in service.

There would be an exception from the ACRS cutback provisions
for short-term or casual leases of property other than 15-year real
property. )

Tax-exempt use property—For depreciation purposes, property
“used by” a tax-exempt entity would be defined generally the same
as for the nontaxable use restriction (as modified by the bill and
described below) on the investment credit. Thus, property used by a
tax-exempt entity would include property owned by, leased to, or
used under certain service contracts.

As an exception, 15-year real property would be treated as tax-
exempt use property to the extent that the property is “used by” a
tax-exempt entity, but only if more than 20 percent of the use of
the property consists of use described in at least one of the follow-
ing circumstances: - i

(1) The tax-exempt entity (or a related entity) participated in the
financing of the property by issuing obiigations the interest on
which is exeript from Federal income tax under Code section 103;

(2) The property is subject to a lease containing a fixed-price pur-
chase option exercisable by the tax-exempt entity (or a related
entity), or a sale option under which the lessor can require such an
entity to purchase the property (e.g., a put);

(3) The tax-exempt entity (or a related entity), directly or indi-
rectly, protects the lessor from loss on its investment in the proper-
ty; or

(4) The tax-exempt entity uses the property after a sale-leaseback
or lease-leaseback.

For example, the provisions of the bill would apply if a munici-
pality leases 25 percent of a building, 20 percent (or more) of the
construction of which was financed with tax-exempt industrial de-
velfgment bonds issued by a municipality (or a related entity such
as the State), but only to the extent of 25 percent of the cost of the
property.

Investment tax credits

Service contracts.—The present law nontaxable use restriction on
the investment credit would be clarified to apply to certain service
contracts (in addition to leases and direct purchases by the tax-
exempt entity) more properly treated as a lease (i.e., as if the prop-
erty were used directly by the nontaxable entity). In determining
whether a transaction structured as a service contract or similar
arrangement is subject to the modified nontaxable use restriction,
all facts and circumstances must be taken into account, including
the degree of control exerted by the tax-exempt entity and facts in-
dicating that the tax-exempt entity has a significant possessory or
economic interest.



18

For example, the credit would be denied if all of the following
factors were present in a transaction: (1) the property is used pri-
marily to provide services for a tax-exempt entity for a large por-
tion of the useful life (or value) of the property; (2) the tax-exempt
entity bore the risk that the property will decline in value (e.g., if
the tax-exempt entity upon early termination of the agreement
must make up any difference between the actual value upon termi-
nation and an amount approximating the owner’s unrecovered
equity, remaining debt, and any tax liabilities generated); and (3)
the tax-exempt entity bore the risk of damage to or loss of the
property. On these facts, the result may be the same under present
law. Moreover, under these facts, the tax-exempt entity might be
considered the owner for Federal income tax purposes, eliminating
both ACRS deductions and the investment credit.

On the other hand, the credit would be allowed where property is
used to provide both a service to a tax-exempt entity and a service
or product to one or more taxable entities such that the economic
benefits and burdens of ownership are not borne primarily by the
tax-exempt entity.

The present law exception for short-term or casual leases would
be retained.

Rehabilitation credits.—In general, the bill would continue the
exception provided by present law for qualified rehabilitation ex-
penditures. Thus, the 15-, 20-, or 25-percent credit for rehabilitation
expenditures would be available, notwithstanding the fact that a
building is used by a tax-exempt organization or governmental
unit. However, if any portion of the cost of acquiring or rehabilitat-
ing the building is financed with the proceeds of an industrial de-
velopment bond (IDB) the interest on which is exempt from Feder-
al income tax, such expenditures would not be treated as qualified
rehabilitation expenditures. Thus, taxpayers would no longer be
able to obtain the combined benefits of IDB financing and the
credit for qualified rehabilitation expenditures. The restriction on
IDB financing would apply, regardless of whether the user is a tax-
exempt entity or whether the property is leased.

Definition of tax-exempt entity

The bill would define “tax-exempt entity,” for purposes of the de-
preciation and investment credit rules, as: (1) the United States,
any State or political subdivision thereof, any possession of the
United States, any foreign government, any international organiza-
tion (including the International Telecommunication Satellite Con-
sortium and the International Maritime Satellite Organization, or
any successor organization), or any agency or instrumentality of
the foregoing; (2) any organization (other than certain farmers’ co-
operatives) that is exempt from U.S. income taxation; and (3) any
foreign person, but only if the foreign person’s income from use of
the property is not subject to U.S. tax. A foreign person would be a
tax-exempt entity if it were exempt from U.S. tax by virtue of an
income tax treaty or other bilateral agreement.
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Effective Date

Except as otherwise provided, the provisions of the bill would
sliggéy to property placed in service by the taxpayer after May 23,

Binding contracts.—The provisions of the bill would not apply to
any property that is used by a tax-exempt entity pursuant to one
or more written contracts, if (1) such contract or contracts were
binding on May 23, 1983, and at all times thereafter, and (2) such
contract or contracts required the taxpayer (or a predecessor in in-
terest under the contract) to acquire, construct, reconstruct, or re-
habilitate such property, and (3) such contract or contracts re-
quired the tax-exempt entity (or a related entity) to use the proper-
ty (i.e., under a lease or service contract). However, in the case of
property used by the United States, or a tax-exempt agency or in-
strumentality thereof, the transitional rule for binding contracts
would not apply unless the property were placed in service before
January 1, 1984. A technical revision (i.e., a cross-reference) is nec-
essary to make clear that the definition of a tax-exempt entity for
purposes of this binding contract rule would be the same as for the
investment credit and depreciation provisions in the bill.

Mass commuting vehicles.—The provisions of the bill would not
apply to any qualified mass commuting vehicle (as defined in sec-
tion 103(b)9)), which is financed in whole or in part by obligations
rhe interest on which is exempt from tax under section 103(a), if (1)
the vehicle is placed in service before January 1, 1988, or (2) the
vehicie s placed in suovice ort “o¢t date because of conditions not
within the conirol of the lessor or the lessee and there was a bind-
ing concract or commitment entered into on or before May 23,
1983, for the acquisition or construction of the property. For pur-
poses of this transitional rule, a binding commitment would in-
clude bids thar have been accepted by a transit system but that
may be challenged by third parties. In addition, change orders that
would not affect the substance of a contract or commitment would
be permitted. Such vehicles are eligible to be safe-harbor leased
under the transitional rules provided by TEFRA (except that vehi-
cles to be placed in service after 1988 under the safe harbor rules
must have binding contracts in effect before April 1, 1983) (sec.
306(a)4)).
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