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Wealth as a whole consists in using things rather than in owning them ....
-Aristotle 1

INTRODUCTION

Pondering the human tendency to pay dearly for short-lived adorn-
ments, Shakespeare asks a question of interest to lawyers as well as poets:
"Why so large cost, having so short a lease.. .?-2 The lawyer's analysis
of the issue might begin with a scenario set in an imaginary world in
which the tax effects of business transactions are determined by their
legal form rather than their economic substance. In such a world, each
of two companies decides to build a new factory. One acquires the land
outright, paying in several installments. The other enters into a short-
term lease at a very high rent with the option to purchase the land for a
penny at the end of the lease term. Not surprisingly, the second com-
pany eventually exercises this option.

Although the economic substance of the two land acquisitions is
remarkably similar, their tax consequences would differ significantly.
The lessee would deduct the rentals as a business expense,3 whereas the
installment purchaser would deduct nothing.4 Thus, the "large cost" for

1 ARISTOTLE, Rhetodc, bk. 1, ch. 5, 136 Ia, 23-24, in ARISTOTLE: RHETORIC AND POET-
ics 39 (1954).

2 Poore soule the center of my sinfull earth,

Foil'd by these rebbell powers that thee array,
Why dost thou pine within and suffer dearth,
Painting thy outward walls so costlie gay?
Why so large cost having so short a lease,
Dost thou upon thy fading mansion spend?

W. SHAKESPEARE, Sonnet 146, in SONNETS (The Scolar Press Ltd. ed. 1968).
3 I.R.C. § 162(a)(3) states:

There shall be allowed as a deduction all the ordinary and necessary
expenses paid or incurred ... in carrying on any trade or business, including
... rentals or other payments required to be made as a condition to the

continued use or possession, for purposes of the trade or business, of property
to which the taxpayer has not taken or is not taking title or in which he has no
equity.

4 No deduction is permitted for the depreciation of land. Treas. Reg. § 1.167(a)-2 pro-
vides that the depreciation deduction applies only "to that part of the property which is
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INTERNA TIONAL LEASES

"so short a lease"--to return to the Bard's query-is revealed as part of
a scheme to create tax benefits.

If equipment rather than land is acquired, however, there may be
greater tax benefits from purchasing than from leasing. The tax advan-
tage of ownership lies in the possibility of depreciating the equipment at
an accelerated rate5 or obtaining an investment tax credit, 6 which may
reduce the company's tax bill more than would the deduction of rental
expenses.

When the lessor and lessee of an asset reside in different countries,
the tax consequences of characterization are multiplied. Tax characteri-
zation may affect the tax rate on the lease payments under either domes-
tic law7 or applicable income tax treaties,8 the credit for foreign taxes
paid,9 and national jurisdiction to impose a tax at all.' 0

To protect the integrity of their tax systems, many nations have
rejected the imaginary world in which labels are legally determinative.
Instead, these countries frequently allocate tax consequences in accord-
ance with the economic substance of a transaction. Specific rules deter-
mine whether a transaction denominated a "lease" should be treated as
such, or should be characterized as the equivalent of an installment sale.
These rules vary with the circumstances of the lease and the type of
property involved.

One might describe a true lease as the provision of a service,
whereby the lessor furnishes relatively short-term use of property to the
lessee. In contrast, the purchase of property generally involves the trans-
fer of the right to use the property for all or most of its useful life. Char-
acterization is often difficult when the transaction appears to be a
hybrid between a true lease and a purchase. Of particular importance is
the financial impact of the characterization process. It affects billions of
dollars of goods,'1 ranging from aircraft to factories. Although the im-

subject to wear and tear, to decay or decline from natural causes, to exhaustion, and to
obsolescence."

5 See I.R.C. §§ 167, 168.
6 Seeid §38.
7 Seid §871.
8 See Appendix; text accompanying note 226 infra.
9 See I.R.C. §§ 901-904; text accompanying notes 240-52 in/a.

10 For example, a claim of sovereign immunity may depend on whether income is
termed "interest" or "rental." ee Treas. Reg. § 1.892-I(g), example 1, T.D. 7707, 45 Fed.
Reg. 48,884 (1980); text accompanying notes 279-80 infra.

11 In 1976, the U.S. Department of Commerce estimated that American leases covered
$100 billion of equipment. BUREAU OF DOMESTIC COMMERCE, U.S. DEP'T OF COMMERCE,
LEASING AND RENTAL INDUSTRIEs: TRENDS AND PROSPEa's 1-3 (1976). Other estimates of
the inventory of leased assets in the United States have run as high as $150 billion. See FROST
& SULLivAN, THE EQUIPMENT LEASING MARKET, Report No. 382 (Apr. 1976) at 1. In 1973,
the Value Line Investment Survey reported the value of goods then on lease at over $10
billion. VALUE LINE INVESTMENT SURVEY, Oct. 12, 1973, at 227. Leased equipment in the
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pact is most significant on the income tax system, characterization may
also affect other fiscal regimes, including consumption taxes12 and prop-
erty taxes. 1

3

The lease characterization process may provide useful insight into
the concept of economic ownership in situations in which property
rights have been divided among different persons. Moreover, it raises
the issue of whether divergent national rules may distort patterns of in-
ternational trade and finance by encouraging leases under which both
lessor and lessee obtain the tax benefits of depreciation. One well publi-
cized example of such an arrangement is the so-called "double dip"
lease entered into between British banks and American equipment
users, structured so that each party is considered the equipment own-
er-and thus entitled to depreciation deductions-under its own na-
tional tax law. 14

This Article considers the fiscal policies relevant to the characteri-
zation of domestic and international leases and compares these policies
with analogies in such non-tax disciplines as accounting, banking, civil
jurisdiction, products liability, and security interests. After a survey of
the economic structure of leasing, the Article describes the characteriza-
tion standards of several capital exporting nations, and then examines
the special characterization issues incident to trans-border leases, includ-
ing the effect of income tax treaties. Finally, the Article explores the
impact of characterization on patterns of transnational trade and the
potential harmonization of divergent characterization standards.

I

LEASING AS A MODE OF FINANCE' 5

A. Finance Leases and Operating Leases

An enterprise in need of a building or equipment can finance it

United Kingdom in 1977 was valued at 2.4 billion pounds by the British Equipment Leasing
Association. See T. CLARK, LEASING 25 (1978).

Mr. Peter Nevit, the President of Bank of America's leasing subsidiary (Bank Amerilease
Group), recently predicted that the enactment of the safe harbor for finance leases contained
in the Economic Recovery Tax Act of 1981 would cause an increase of up to 300% in the
volume of tax-induced leasing, which he estimated currently at between $10 billion and $15
billion per year. Wall St. J., Aug. 27, 1981, at 1, col. 6.

12 Value added tax generally will be charged on the supply of goods or services through
sale or lease, but not on loan interest. See, e.g., U.K. Finance Act, 1972, c. 41, §§ 1(l), 5(2).

13 Property taxes normally would fall on the owner, whether lessor or purchaser, but not

on a lessee or lender.
14 See N.Y. Times, Apr. 7, 1981, § D 1, col. 3. "Double dip" leases are discussed in

section IV infra.
15 For recently published general surveys of the finance leasing industry, see E. BEY, DE

LA SYMBIOTIQUE DANs LES LEASING ET CRADIT-BAIL MOBILIERS (1970); T. CLARK, supra
note 11, at 14-77; EQUIPMENT LEASING-LEVERAGED LEASING (B. Fritch & A. Reisman eds.
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through a variety of alternatives. A firm might pay cash for a building
in which to conduct its business or, instead, it might just rent a hotel
suite. Between these extremes lies a continuum of options: it may
purchase with funds obtained by unsecured borrowing; it may purchase
with a loan secured by a mortgage on the acquired property; or it may
agree to a long-term noncancelable rental for substantially the entire life
of the building.

The last alternative and its variants16 frequently are referred to as
finance leases. Developed by nineteenth century capitalists who sup-
plied railway wagons to move coal and other minerals, leasing has ex-
panded to include manufacturers and dealers in sophisticated
machinery as well as finance institutions established specifically to lease
such goods.17

In theory, leasing differs from other forms of credit in that the
equipment itself, rather than money, is the thing borrowed. In eco-
nomic substance, however, a lease and a loan may be functionally the
same transaction.' 8 A noncancelable rental period may cover all or
most of the equipment's useful life, or relatively high rentals may be
coupled with an option to purchase or to renew the lease at a bargain
price which ensures that the option will be exercised. The lessee's pay-
ments enable the financier or dealer to recover the cost of the equipment
plus a profit.

If the cost of the equipment plus an implicit interest charge is fully
recovered over the lease term, the arrangement is called a full payout
lease.' 9 The full payout lease may be a multiparty agreement in which
a bank or finance company purchases capital goods ordered to the speci-
fications of the enterprise that will actually use them. This triangular
symbiosis fulfills each party's needs; the manufacturer sells its goods, the

1977); M. GIOVANOLI, LE CRiDr-BAIL EN EUROPE (1980); R. PRrrCHARD & T.
HINDELANG, THE LEASE/BuY DEcisioN 11-47 (1980).

16 E.g., a short-term lease with an option to purchase at a bargain price.
17 For the history of leasing, see T. CLARK, supra note 11, at 3-10; Fritch, Leveraged Leas-

ing, in EQUIPMENT LEASING-LEVERAGED LEASING, supra note 15, at 98-101; Peden, The Treat-
ment of Equipment Leases as Security Agreements Under the Uniform Commercial Code, 13 WM. &
MARY L. REV. 110 (1971).

In 1955, the Internal Revenue Service issued guidelines on lease characterization for
purposes of determining the deductibility of rental payments. Rev. Rul. 55-54, 1955-2 C.B.
39, discussed in text accompanying notes 125-30 in fa. Twenty years later, the IRS promul-
gated additional guidelines to take account of the "leverage" phenomenon: borrowing
money to purchase an asset that carries with it tax benefits. Rev. Proc. 75-21, 1975-1 C.B. 715
and Rev. Proc. 75-28, 1975-1 C.B. 752, discussed in text accompanying notes 131-40 inca.

18 See T. CLARK, supra note 11, at 15-38; R. PRITCHARD &T. HINDELANG,SUpra note 15,
at 20-21; Clark, Equipment Leasing--Some Tax Thoughts, 1977 BRrr. TAX REv. 282, 288-89
("[P]rospective lessees will no doubt continue to regard leasing as only one of a large range of
possible financing methods."); Foster, More Use of Leasing, Financial Times, Sept. 17, 1975, at
28, col. 3.

19 See, e.g., R. PRITCHARD & T. HINDELANG, supra note 15, at 2021.
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entrepreneur or consumer obtains equipment, and the financier extracts
interest. 20 Because equipment and plant do not last forever, the lease
payments are normally calculated according to the useful life of the
goods, taking into account any residual value that the lessor expects to
recover at the end of the lease.

In contrast, the lessor's profit from an operating lease depends on
the subsequent lease of the equipment, or perhaps its sale to another
user, at the end of the lease term. Operating lease terms are relatively
short compared to the useful life of the leased property; weekend car or
hotel room rentals are common examples.

Assume, with respect to a full payout lease, that a bank finances a
machine with a cost of $10,000 and wants to receive a yield on its money
of 13.4%. If the financier estimates a useful equipment life of five years,
it will offer a lease with a $227 monthly rental. Over the five-year lease
term, this will yield cost recovery plus $3,600 income, each rental repre-
senting a payment of both principal and interest. If the term is reduced
to three years, the transaction begins to resemble an operating lease.
The bank recovers only $8,172 in total rental payments. Accelerated
depreciation under the double declining balance method 21 would yield
a tax deduction of $7,850 over three years,22 however, to which is added
the benefit of the investment tax credit. Assuming the equipment is not
obsolete, there also may be proceeds from a sale of the equipment at its
residual value.23 Thus, the lessor, in effect, will be paid twice: once by
the equipment user, and again by the government in the form of tax
credits and accelerated depreciation. The tax benefit might be split
with the lessee, in the form of reduced payments, as an inducement to
finance by lease rather than by outright loan.24

20 Secondary lenders may leverage the lease. See Bole & Ahlstrom, Economics of Leveraged

Leasing, in EQUIPMENT LEASING-LEVERAGED LEASING, supra note 15, at 365-98.
21 For an explanation and illustrations of the application of the double declining bal-

ance method of depreciation, see Treas. Reg. § 1.167(b)-2 (1956), as amended by T.D. 6712,
1964-1 C.B. 109.

22 For simplicity this illustration ignores the Accelerated Cost Recovery System, dis-

cussed in note 118 injfa.
40% of $100 = $40.00
40% of 60 = 24.00
40% of 36 = 14.40

Total deductions $78.40
23 For simplicity, this hypothetical set of figures ignores the time value of money.
24 The vocabulary of the leasing industry is complicated by language differences, partic-

ularly within the tongue allegedly shared by Americans and the British. "Renting" generally
refers to a relatively short-term lease. In the United Kingdom, a contract with an option to
buy the equipment at a nominal price is a "hire-purchase" contract. Accountants refer to a
long-term lease as a "capital lease," dividing these into "sales-type," entered into by manufac-
turers or dealers, and "direct-financing," entered into by banking institutions. See FINANCIAL
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INTERNATIONAL LEASES

B. Legal and Accounting Incentives for Finance Leasing

Originally, the tax incentive for leasing rather than outright
purchase was the deduction of rentals from income.25 Although depre-
ciation of most capital assets was permitted, depreciation schedules were
less favorable than the rental deduction.2 6 To encourage investment in
income-producing assets, depreciation schedules were modified. Conse-
quently, substantial tax advantages now attach to equipment owner-
ship.2 7 The United States allows accelerated depreciation 28 and an
investment tax credit for new equipment.2 9 If the equipment user's
profits are not sufficient to absorb the accelerated depreciation deduc-
tions and credits, the user may wish to sell these benefits to the financier

ACCOUNTING STANDARDS BOARD, STATEMENT OF FINANCIAL ACCOUNTING STANDARDS
No. 13: ACCOUNTING FOR LEASES (1976).

In French-speaking countries, the terms "leasing" and "cridit-bail" describe finance trans-
actions. These are distinguished from short-term rentals, which are called "location." Loi No.
66-455, July 2, 1966 (France); Arrat6 Royal No. 55, Nov. 10, 1967 (Belgium).

"Sale/leaseback" financing involves transferring the assets to the lender, in exchange for
the loan proceeds of the sale or loan, while the borrower continues to use the assets pursuant
to a lease agreement. For recent examples of sale/leaseback transactions, see Woods-Tucker

Leasing Corp. v. Hutcheson-Ingram Dev. Co., 626 F.2d 401 (5th Cir. 1980), vacated on other
grounds, 642 F.2d 744 (5th Cir. 1981) (citrus farming equipment sold and then rented back to
farmer); Hilton v. Commissioner, 74 T.C. 305 (1980) (newly constructed department store
sold to finance corporation and rented back under a net lease).

Bankers distinguish between "open end" leases, in which the lessee assumes the risk of
residual value fluctuation, and "closed end" leases, where that risk falls on the bank. See M &
M Leasing Corp. v. Seattle First Nat'l Bank, 563 F.2d 1377, 1381 (9th Cir. 1977), cert. denied,
436 U.S. 956 (1978).

25 See Note, Leases: Secury Interests: Uniform Commercial Code, 49 CORNELL L.Q. 672, 674
(1964) ("The primary tax consideration [of leases] is whether the rental payments are fully
deductible by the lessee as business expenses.").

26 See Estate of Starr v. Commissioner, 274 F.2d 294 (9th Cir. 1959) (attempt to acceler-
ate deductions for lease of sprinkler system); note 160 infra.

27 The relationship of depreciation to equipment profitability is illustrated as follows.

Assume a taxpayer in the 50% bracket. In the first year, the capital allowance results in a
reduction in equipment cost by half. When compared to its cost, the equipment provides
twice its normal yield, and more businesses should find the investment profitable. For exam-
ple, a machine that costs $100 need only produce $5 per year to provide a 10% annual yield,
because the real expenditure for the machine, taking into account the $50 tax saving, is only
$50.

28 I.R.C. §§ 167, 168. Section 168 was added by § 201 of the Economic Recovery Tax

Act of 1981. By shifting tax from early to later years, the taxpayer in effect obtains from the
government an interest free loan on the deferred tax; the accelerated deductions "shelter" the
income from tax. For a discussion of recent legislation in the tax shelter area, see Graetz, The
Evolution of the Tax Shelter Provisions of the Ta Refonn Act of 1976 Fewer than Fiy Was to Limit
Your Losses, 29 U.C.L.A. TAX INST. 1 (1977). Readings that provide a general survey of the
policies relevant to business preferences are collected in P. POSTLEWAITE, POLICY READINGS
IN INDIVIDUAL TAXATION 309-54 (1980).

29 I.R.C. §§ 38, 46, 48. Section 38 authorizes a credit against the tax liability of a tax-
payer who acquires and places in service depreciable tangible personalty with a useful life of
at least three years. Special rules and prohibitions apply to aircraft, vessels, railroad rolling
stock, and property used predominantly outside the United States. For legislative history of
the investment tax credit, see S. REP. No. 1881, 87th Cong., 2d Sess. 10 (1962).
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in return for a lower interest rate. Because the economic advantage of
any lease depends in part on the relative income tax status of financier
and user, taxpayers can be expected to attempt to shift tax benefits to
the party that can make best use of them.

From the viewpoint of the tax collector, recharacterization shifts
depreciation deductions and investment credits among the parties, but
items of income and deductions are neither lost nor created. Either the
equipment user or the financier, but not both, can claim them; rent de-
ducted by the lessee will constitute gross income to the lessor.30

Fiscal authorities nevertheless may be expected to resist lease char-
acterizations that shift credits or deductions among taxpayers with dif-
ferent effective tax rates or different amounts of income against which to
offset the credits or deductions. 3' For example, a credit that would re-
duce the lessor's tax might have no effect if taken by a lessee that has no
tax liability during the year in question. Or, the lessor's effective tax
rate could be 50%, while the lessee's effective rate is only 10%. Thus,
while a $100 deduction taken by the lessor would reduce the tax pay-
ment by $50, the same deduction would reduce the tax payment by only
$10 if allocated to the user.32

30 For example, if a piece of equipment costs $100, and periodic payments of $22 per
year are made by the user over the equipment's five year useful life, alternate characteriza-
tions of the transaction as lease, sale, or loan will result in the following net deductions:

Lease

(a) Lessor gross income $ 110
Lessor depreciation -(100)
Lessor net income 10

(b) Lessee deduction 110
(c) Net deductions $100

Installment Sale

(a) Seller income $ 10*
(b) Purchaser depeciation + I00"*
(c) Net deductions $100

Loan

(a) Lender interest income $ 10***

(b) Borrower interest deductions 10
(c) Borrower depreciation 100
(d) Net deductions $100

*Amount realized less basis.
**Total purchase price deemed to be 22 x 5 = 110; alternatively, $100 price plus $2 per year

deemed interest, deductible by the purchaser under § 163.
***Repayment of loan principal creates no income to lender, who merely recoups capital.

For simplicity, this example ignores the income generated by the leased asset.
31 At least one commentator has proposed that parties should be permitted to bargain

among themselves for tax benefits. Kronovet, Characterization of Real Estate Leases: An.Analjsis
and Proposal, 32 TAx LAw. 757, 773-74 (1979).

32 In addition, timing of deductions and credits will affect revenue even if both taxpay-
ers are subject to the same tax rate. If a deduction or credit must be carried over to a future

[Vol. 67:103
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The taxpayer and the tax collector may thus have conflicting inter-
ests in determining ownership because the tax attributes of ownership-
depreciation and investment credits-affect tax benefits. Free bargain-
ing for tax status tends to shift deductions to the higher bracket tax-
payer, away from the party with little or no tax liability.33

A trans-border lease presents additional revenue considerations.
Shifting deductions from one taxpayer to another may push income
outside the tax jurisdiction of one country into another. If a foreigner
leases to an American, for example, the United States withholds tax on
the rentals paid,34 which are considered United States source income. If
the foreigner sells the equipment, however, the United States has no
jurisdiction over the seller's income (assuming the place of sale is outside

year, the tax is collected now rather than later. Slowing down or speeding up the collection of
tax creates a gain or loss equal to the interest on the amount of tax deferred. See, e.g., Estate
of Starr v. Commissioner, 274 F.2d 294 (9th Cir. 1949) (transaction cast as lease so that rental
deductions would benefit equipment user), and comment thereon by M. CHIRELSTEIN, FED-
ERAL INCOME TAXATION 108-10 (2d ed. 1979).

For example, Anaconda decided to build a $138 million new plant in the same year that
the Allende government expropriated Anaconda property worth $356 million. The magni-
tude of the loss, which could be carried forward for 10 years (I.R.C. § 1212(a)(i)(c)), fore-
closed benefit to Anaconda from the investment tax credit for the cost of the new plant.
Therefore, Anaconda leased the plant from financial institutions that could use the invest-
ment credit, thus obtaining lower finance costs than would have been available on direct
borrowing. See Vanderwicken, Powerful Logic of the Leasing Boom, 88 FORTUNE 132 (Nov.
1973).

33 To illustrate, assume that a lessor takes depreciation under the double declining bal-
ance method for a machine that costs $100, has a ten year useful life, and rents for $12 per
year.

Lessor income $12
Lessor depreciation (DDB) 20

Lessor net loss (8)
Lessee deduction $12

Even if the taxpayers are in the same tax bracket, the revenue authorities may resist lease
treatment. The lessors depreciation deduction offsets $8 of other income, which at a 50% rate
saves $4 of tax. In fact, this is a postponement of tax because the lessor will have fewer
deductions in later years than if the straight line method had been used to spread deductions
over the life of the equipment. But the lessor has obtained the use of this money for several
years. Moreover, an increase in the amount of other equipment leased or inflation effectively
may postpone the tax indefinitely.

On the other hand, if the transaction is characterized as a sale, the lessee benefits from
the depreciation, but only if it has income to absorb the depreciation deductions. Interest
normally would produce tax symmetry: the borrower's interest expense equals the lender's
interest income. Because there is always an interest element built into any credit transaction,
the revenue effects are unlikely to change whether the arrangement is characterized as a loan
or an installment credit sale. If a purchaser borrows $100 to buy equipment and pays interest
at 20%, it will have a $20 deduction during the first year and the financier will have $20
income. Changing the characterization from loan to installment sale will not matter, if the
financier is also the vendor, because the installment seller also collects interest.

34 I.R.C. § 871(a)(1)(A). The statutory rate of 30% is frequently reduced under income
tax treaty provisions. See note 226 infra.
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the United States) except to the extent of interest,3 5 which in any event
is offset by the deductions taken by the purchaser-borrower. 36 Under
certain circumstances, a foreigner might avoid United States tax liabil-
ity on a sale of capital assets even if title passes in the United States.37

Leasing also has been a preferred form of borrowing because it per-
mits the equipment user to maintain a more attractive balance sheet if
certain accounting standards can be met. 38 The equipment user's goal
is to avoid reflecting the equipment purchase debt as an obligation on
its balance sheet and debt/equity ratios, which would otherwise reduce
the credit available from other sources. 39 If the transaction can be char-
acterized as an operating lease, rentals are treated as a current expense,
and the rental obligation is not recorded as a liability on the balance
sheet.

Traditionally, leasing also afforded a creditor the opportunity to
secure repayment of a loan on a priority basis. In cases of user bank-
ruptcy, an owner-lessor could repossess his equipment, rather than let-
ting it fall into the hands of the bankruptcy trustee or other creditors
and allow the user an equity of redemption upon sale of the equip-
ment.4° The availability of such priority thus provided another incen-
tive for leasing as a mode of finance. The similarity between a lease and
a security interest, however, led many courts to deny the financier the
right to repossess the equipment except in the case of a true lease.41

Moreover, the new Bankruptcy Code empowers the trustee in bank-
ruptcy to stay repossession of property that is subject even to a true
lease.42

35 Interest received by a nonresident alien generally is taxable as U.S. source income. A
special exception is made for interest on bank deposits. I.R.C. §§ 861 (a) (1) (A), 861(c).

36 See id. § 163.

37 Id. § 871(a) (2). The Foreign Investment in Real Property Tax Act of 1980, Pub. L.
No. 96-499, § 1122(a), 94 Stat. 2682 (1980), modified the exemption. The Act adds § 897 to
the Internal Revenue Code, providing a 20% minimum tax on U.S. real estate gains realized
by nonresident aliens.

38 See FINANCIAL ACCOUNTING STANDARDS BOARD, Accounting for Leases, in FINANCIAL

ACCOUNTING STANDARDS 850-909 (1977); text accompanying notes 448-63 infra.
39 See, e.g., T. CLARK, supra note 11, at 180-82.
40 See text accompanying notes 395-97 infia.
41 The criteria for distinguishing between a lease and security interest under Article

Nine of the Uniform Commercial Code are discussed in Part VI, section C. See general', J.
WHITE & R. SUMMERS, HANDBOOK OF THE LAW UNDER THE UNIFORM COMMERCIAL

CODE 877-83 (2d ed. 1980); Coogan, Leases of Equipment and Some Other Unconventional Security
Devices: An Analysis of UCC Section 1-201(37) and Article 9, 1973 DUKE L.J. 909.

42 The bankruptcy trustee may assume any unexpired lease notwithstanding a clause

terminating the lease upon lessee bankruptcy. 11 U.S.C. § 365(e)(1) (1976). As a practical
matter, the lessor is denied repossession of the equipment. The trustee has until court confir-
mation of its plan to cure any lessee default.

The property itself, as distinguished from the leasehold interest, does not become part of
the bankrupt's estate. Id. § 541(a)(1). This distinction may be of little significance, however,
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Notwithstanding the incentives for leasing, commercial law may at-
tach disadvantages to equipment ownership, such as liability for per-
sonal injuries or property damage caused by the leased property. The
financier's choice of a leasing arrangement to achieve one end thus may
carry with it other less desirable consequences.

C. Leverage

Leverage is a technique used to obtain tax benefits from equipment
acquired with borrowed money. Depreciation of the full purchase price
is taken into account in calculating taxable income, even if the taxpayer
borrows the purchase money and is not liable itself to repay the loan.43

Leverage adds to the lease transaction a lender from whom the lessor, or
"equity participant," borrows money.44 The lessor benefits from depre-
ciation deductions and investment tax credit on the entire cost of the
leased asset, with only a de minimis investment of its own capital. Funds
borrowed to purchase the equipment normally are secured only by a
charge on the equipment, with no personal liability on the borrower.
The total tax savings achieved by sheltering income from this or other
investments may amount to many times the initial investment. 45

Until the Economic Recovery Tax Act of 198146 established a "safe
harbor" for some lessors, the tax benefits of leverage in the United States
were limited to corporate entities47 bearing at least 20% of the risk in

in the case of a long-term lease, for although title to the equipment remains with the lessor,
the right to repossess cannot be exercised until very late in the equipment's useful life.

43 In 1947, the Supreme Court laid the foundation for leverage in Crane v. Commis-
sioner, 331 U.S. 1 (1947). The Crane Court assumed that the amount realized in any property
transaction is the gross price of the asset sold, rather than the net proceeds after deduction of
a nonrecourse mortgage. 331 U.S. at 11. The corollary of this doctrine is that the property's
value forms the taxpayer's basis in the property, permitting full depreciation of the asset cost.
Crane was amplified in Parker v. Delaney, 186 F.2d 455 (1st Cir. 1950), cert. denied, 341 U.S.
926 (1951), in which Judge Magruder's concurrence questioned the depreciation benefits of
leverage. 186 F.2d at 459. For a recent note on the Crane doctrine, see Weis, The Crane Rule
Updated, 32 TAX LAW. 289 (1979).
44 Descriptions of leveraged leasing have listed as many as six parties. See Fritch, Lever-

aged Leasing, in EQUIPMENT LEASING-LEVERAGED LEASING, surpra note 15, at 105. There is
always one additional party, the government, which contributes through the indirect subsidy
of tax credits and accelerated depreciation.

45 For example, assume that equipment costing $100 with a five year useful life gener-
ates $40 of depreciation deductions on a double declining balance, plus a $10 investment tax
credit. The tax benefit to a lessor in the 50% bracket would be $30 during the year of initial
investment. The lessor may have invested only $120 of its own money. Useful illustrations of
leveraged leases are provided in D. KIlSo & J. WEIGANDT, INTERMEDIATE ACCOUNTING
945-49 (1977), parts of which are reprinted in J. Cox, FINANCIAL INFORMATION AccouNT-
ING AND THE LAw 673-74 (1980).

46 Pub. L. No. 93-34.
47 I.R.C. § 465, discussed at note 140 infra, disallows individuals and small closely-held

companies from taking depreciation deductions on equipment financed by unsecured borrow-
ing. Generally, a Subchapter S corporation is unsuitable as a lessor because of the passive
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equipment 48 that at the end of the lease term had a residual value of
20% of the equipment's original cost and a remaining useful life of at
least one year or 20% of the originally estimated useful life.49 The 1981
Act created an exception to these standards, making it easier for a lever-
aged party to obtain the status of a lessor.50

D. Leasing and the Banks

Although the National Bank Act 5' does not specifically authorize
leasing, it empowers banks to exercise "all such incidental powers as
shall be necessary to carry on the business of banking .... -52 In 1963,
the Comptroller of the Currency issued regulations enabling national
banks to enter into finance lease transactions.53 Likewise, many states
have authorized leasing by state-chartered banks.54 The Federal Re-
serve Board, under its authority to determine what activities are "closely
related to banking," 55 also has authorized bankholding company affili-
ates to engage in "leasing personal property. '56 By retaining an equity
interest in the equipment financed, the bank qualifies for the tax bene-
fits described above, which may be passed on to the lessee in the form of
lower interest rates. Thus, the tax benefits associated with direct owner-
ship of equipment can be obtained, at least in part, through a lease.

Attempts by independent leasing companies to invalidate the
Comptroller's regulations permitting bank leasing have failed, and
finance leases have been held to be "functionally interchangeable" with
secured loans under certain circumstances.57 Similar reasoning, how-

income restriction imposed by I.R.C. § 1372(e)(5). See Sawyer, When Will Rental Income Termi-
nate the Subchapter S Election? An Argument 1n Favor of Abolishing the Passive Income Restriction, 34
Sw. Lj. 899 (1980).

48 Rev. Proc. 75-21, 1975-1 C.B. 715.
49 Id.

50 See text accompanying notes 166-72 infa.
51 National Bank Act of 1864, ch. 106, 13 Stat. 99 (codified in scattered sections of 12

U.S.C.).
52 12 U.S.C. § 24 (1976).
53 12 C.F.R. § 7.3400 (1981), discussed further at notes 378-83 in/a. See also id. § 7.7376

(permitting subsidiaries of national banks to lease property).
54 E.g., HAWAII Rav. STAT. § 403-47.1 (1976); MARYLAND CODE ANNOT. § 3-605(b)

(1980); N.Y. BANKING LAW § 98 (McKinney 1971 & Supp. 1980).
55 12 U.S.C. § 1843(c)(8) (1976).
56 12 C.F.R. § 225.4(a)(6) (1981), discussed further at notes 384-87 infia.

57 See M & M Leasing Corp. v. Seattle First Nat'l Bank, 563 F.2d 1377 (9th Cir. 1977),
cert. denied, 436 U.S. 956 (1978). The district court had upheld the regulation only as to "open
end" leases-those containing a lessee guarantee of a specified residual value at the end of the
lease term. 563 F.2d at 1379-80. The Ninth Circuit concluded that any lease might be the
equivalent of a loan, depending on the risk associated with the residual value. Id. at 1380-81.
See text accompanying notes 390-91 in/ia.
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ever, also has led to the application of usury limits to leases.58 Banks are
thus between Scylla and Charybdis; they must structure leases as the
functional equivalent of loans so as to comply with banking regulations,
while maintaining their character as true lessors for purposes of tax and
usury legislation.59

II

NATIONAL STANDARDS FOR LEASE CHARACTERIZATION

To protect the integrity of their tax systems, many industrialized
nations have established standards for determining which party to a
lease has the economic ownership of the rented property. These stan-
dards affect the deductibility of lease payments in calculating the net
business income of the equipment user and the availability of deprecia-
tion deductions and investment incentives intended to stimulate the
purchase of new plant and machinery. Characterization of lease trans-
actions generally follows one of two approaches. The first accepts legal
form as determinative of ownership, with special rules covering specific
abuses. The second approach looks to a transaction's economic sub-
stance, allocating the tax benefits of ownership to the party that bears
the risks and rewards of fluctuation in the residual value of the leased
asset. Many national systems, including that of the United States, con-
tain elements of both approaches.

A. Legal Form

1. Credit-Bail 6°

In France, a special legal regime governs the tripartite equipment
finance lease. Cridit-bail, literally translated as "loan-lease," is the statu-
torily defined term for a tripartite lease in which the financier purchases
the equipment from the manufacturer according to the lessee's specifi-
cations and grants the lessee an option to acquire the property at a price
that takes into account the rentals paid.6 1 A 1966 statute designates the

58 See, e€g., Woods-Tucker Leasing Corp. v. Hutcheson-Ingram Dev. Co., 626 F.2d 401

(5th Cir. 1980), vacatedon othergrounds, 642 F.2d 744 (5th Cir. 1981).
59 See general4 P. HELLER, HANDBOOK OF FEDERAL BANK HOLDING COMPANY LAW

239-421 (1976); 91 HARV. L. REV. 1347 (1978).
60 The author received helpful comments on the tax aspects of cridit-bail from Professor

Yves Blaisse of the University of Paris.
61 Law No. 66-455, July 2, 1966. Only licensed financial institutions may engage in

cridit-bail. These institutions must have their statutory seat (sitge) in France. Because "in-
bound" trans-border leasing is not possible, strictly speaking, a foreign financier either must
establish a French subsidiary and meet special requirements or conclude an arrangement
with a French institution.

The legal and tax aspects of cridit-bail are summarized in Gavalda, Cridit-bail Mobilier:
Operation et domaine, R gimejuridiquefxancier et,*cal, JURISCLASSEUR BANQUE, Fascicule 58 E-
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financial institution as owner of the leased equipment,62 a position ac-
cepted by tax authorities.63 Thus, the crdit-bail financier depreciates the
financed equipment, and may do so on an accelerated basis (amortisse-
ment disgressij)64 if the equipment is new. The lessee may deduct rentals
even though it acquires an equity in the equipment.65 Deduction of
rentals is thus the same for criit-bail finance agreements and operating
leases without purchase options. 66 Real estate criit-bail follows similar
rules. 67 Nonstatutory finance leases are referred to as "leasing"; true
operating leases are called "location."

Although French commercial law has long struggled with the dis-
tinction between lease and sale,68 tax authorities have dealt with artifi-
cial leases not by recharacterizing them, but by employing the doctrine
of abus de droit or "abuse of right. ' 69 The lessee has abused its right to a
deduction when a lease term is abnormally short compared to the length
of the equipment's useful life, or when an option price is clearly lower
than the residual fair market value. Both circumstances are considered
evidence of an attempt to disguise the true nature of the transaction. 70

1. On crdit-bail generally, see E. BEY, supra note 15.
Finance leasing that is not cridil-bail may be carried on by French and non-French insti-

tutions, but without the statutory guarantees as to characterization.
62 Art. 1-1.

63 Doc. Adm. 4, D. 252 [1960 & Supp. 1970] CODE GEN. IMP6TS arts. 39-1(2), 39(c)

(Fr.); see Gavalda, supra note 61, at 22.
64 See D. CREMIEUX-ISRAEL, LEASING ET CRiDIT-BAIL MOBILIERS: ASPECTS JURIDI-

QUES COMPTABLES ET FisCAux 234-35 (1975).
65 [1960 & Supp. 1970] CODE GEN. IMP6TS arts. 38 & 39-A-I (Fr.); CREMIEUX-ISRAEL,

supra note 64, at 220.
66 [1960 & Supp. 1970] CODE GEN. IMP8TS art. 38 (Fr.); see Gavalda, supra note 61, at

22.
67 Law of Dec. 24, 1969, art. 647 (Law N. 69.1161).
68 Before 1980, French law did not recognize the validity of a seller's retained security

interest as against third parties. Thus, French commercial law is rich with cases distinguish-
ing between a sale and a lease to determine priority in repayment of claims. See cases col-
lected in V. DALLOZ, RjPERTOIRE DE DRorr CIVIL (P. Raynaud ed. 1976), Section
"Location-Vente."

The law of May 12, 1980, Law No. 80-355, J.O. May 13, 1980, at 1202, amended the
bankruptcy law of July 13, 1967, and made a seller's retained security interest enforceable
against third parties in case of purchaser's bankruptcy. See [1980] RECUEIL DALLOZ SIREY
200; Ohl, La Clause de Riserve de Propiiti Mobilier Et Son Opposabilit a la Masse En Droi Fran-
car, [1980] DROIT ET PRATIQUE Du COMMERCE INTERNATIONAL 587; Derrida, La Clause
De Risenve De Proprlait et le Droit Des Prockures Collectives, [1980] RECUEIL DALLOZ SIREY 293.

On the distinction between a lease coupled with a purchase option and an installment
sale disguised as a lease, see J. MAZEUD, LECONS DE- Dtorr CIVIL 200-03, Tome III, Vol. 2,
§ 923 (5th ed. 1979).

69 CODE GEN. IMP6TS art. 1649 quinquies B. "Les actes dissumulant la portee veritable
d'un contrat ou d'une convention. . . ou deguisant soit une realisation, soit un transfert de
beneficies ou de revenue, ou permettant d'eviter soit en totalite, soit en partie, le paiement des
taxes. . . ne sont pas opposables a l'administration." See Gavalda, supra note 61, at 23.

70 The abuse of right doctrine has developed ministerial pronouncement in parliament.
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The lessee in such circumstances otherwise would gain tax advantages
not permitted to an equipment owner, who is allowed only normal de-
preciation. 71 Although the authorities might treat such rentals as in-
stallments of the sale price, 72 an abuse of right is more likely to result in
a fine 73 or loss of deductions in excess of the straight line depreciation
allowed the lessor.74 Tax treatment of the lessor is generally symmetri-
cal with that of the lessee. Depreciation may be taken over the period of
the equipment's normal use,75 which is determined by the trade custom
of the lessee;76 it may not, however, exceed the rent collected.7 7 Real
estate leasing is subject to a similar abuse of right principle. 78

Numerous other countries, most notably Belgium, have adopted
the French model of a suigeneris finance lease. 79 Location-fmancement, lit-

See, e.g., Senate Debates, Oct. 3, 1970, reprinted inJournal Oftiel, Oct. 3, 1970, at 1425. Other
ministerial responses include those made during debates in the National Assembly on Apr. 30,
1965, reprinted in Journal Ojiciel, at 1018, and on Jan. 17, 1970, reprinted in Journal Ofiiel, Q.E.
No. 8. 670.

71 D. CREMIEUX-ISRAEL, supra note 64, at 21.

72 Ministerial response from debates in the National Assembly on June 8, 1979, reprinted

in Journal Oftiel, at 9386.
73 [1960 & Supp. 1970] CODE GEN. IMPOTS. For a brief discussion of an accountant's

perspective of the abuse of right principle, see Power, International Leasing, 6 TAx PLANNING
INT'L 41, 43 (1979).

74 See Power, supra note 73, at 43.
75 [1960 & Supp. 1970] CODE GEN. IMP&S, art. 39C & Annex II, art. 30.
76 Judgment of Mar. 21, 1980, Conseil d'Etat, Paris, [1980] Recucil (D~cision No.

13,896).
77 [1960 & Supp. 1970] CODE GEN. IMPts, Annex II, art. 31.
78 [1960 & Supp. 1970] CODE GEN. IMPOTS. Special entities referred to as S.I.C.O.M.I.

(Soci&6ts immobili&es pour le commerce et l'industrie), authorized by the Ordinance of Sept.
28, 1967, conduct finance leasing of real estate. See generally R. WALTER, Quest-ce que le Leas-
ing? 41-57 (1973).

When the purchase option price is less than the residual value of the building on the
lessor's books, the user is presumed to have taken rapid depreciation in the guise of rental
deductions. When the purchase option is exercised, such excess depreciation is "reintegrated"
in the lessee's taxable income, normally fn an amount by which the present market value
exceeds the option price (Loi No. 69. 1161, Dec. 24, 1969). The tax collector scrutinizes short-
term leases, which offer the greatest potential for abuse. In French real estate circles, short-
term means 15 years. Administrative guidelines are found in the Bull. Off. 4H, April 1970
(B.O.4.H.4.70).

Courts also have had to deal with lease characterization in the context of the transfer tax

(droit de mutation) imposed on any assignment of business goodwill (fondr de commerce). CODE
GENERAL DES IMP&6S, Art. 719. The tax currently is imposed at a rate of 13%. In a case
where railroad car leases were assigned by a finance company to a management company, the
French tax authorities argued that the leases represented a clientele whose assignment was
subject to the transfer tax. Soci&t6 d'Exploitation Technique de Transports (SETT), decided
Nov. 21, 1977, Cour de cassation, Case No. 271, 1977 Bulletin des Arrets de La Cour de cassa-

tion Civile, section Chambre Commerciale et Financiere, Vol. 2, at 229-30. Holding for the
taxpayer the Cour de cassation found that the finance company did not have sufficient activity
to create business goodwill. One may speculate that the court would have held differently if
the contracts had been operating leases rather than passive investment.

79 Brazil is also prominent among those countries that have followed the French model.

1981]
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erally translated "rental finance," is the Belgian equivalent of cridit-bail.
A royal decree requires that (1) the equipment must be purchased to
the lessee's specifications; (2) the rental term must cover the useful life
of the equipment; (3) rentals must be fixed as a function of the equip-
ment's depreciation; and (4) the lessee must have an option to purchase
at the equipment's estimated residual value.80

In 1976, a royal decree fixed the Belgian accounting treatment for
finance leases contracted after January 1, 1980.81 For purposes of corpo-
rate reporting, finance leases are capitalized on the lessee's balance
sheet so that the leased property is treated as an asset and the total
rental obligation is reported as a long-term liability.82 Consequently,
the balance sheet of the financial institution no longer carries the leased
equipment as an asset. The official commentary accompanying the
1976 Belgian accounting decree suggests that finance leases should be
capitalized for determination of taxable income as well as for account-
ing purposes.8 3 Although a subsequent circular of the Belgian revenue
authorities supports this position,84 neither legislation nor administra-
tive decree has yet implemented these reforms. In practice, the tax char-
acterization of Belgian finance leasing remains where it was before
1980-lessors depreciate the equipment, and lessees deduct rentals.85

2. Legal Title in the United Kingdom86

In the United Kingdom, the legal form of a lease generally deter-
mines which party is entitled to the generous depreciation deductions
for capital equipment allowed under British law. If the lessor maintains
legal title to the equipment, it retains the tax benefits incident to owner-
ship, even if the lease term spans the equipment's useful life. The exist-
ence of a purchase option, however, shifts the depreciation benefits to
the lessee.

British tax law provides large depreciation deductions, or "capital

See Ministerio Das Financas E Do Piano, Decreto-Lei No. 171/79, De 6 Junho 1979, Boletin de
Minirtero dejustica, Legislaeo 1979 Junho, Suplemento No. 288.

80 Arrt&6 Royal No. 55, Nov. 10, 1967, Art. 1. Seegenera4' S. ROBIN, LE LEASING: Nou-
VELLE TECHNIQUE DE FINANCEMENT (1970).

81 Arr&t Royal, Oct. 8, 1976; CODE DE COMMERCE, livre I, titre X.
82 Id. Art. 26. This comment took the form of a "Pre-Decree Report to the King" (Rap-

port au Roi Precedent t'ArrtW du 8 Octobre 1976).
83 "[L]es r6ges [du present arr&6] seront acceptes par l'administration fiscale pour la

determination de l'assiette taxable .... " Rapport au Roi Precdint lArrwt du Octobre 1976.
84 Administration des Contributions Directes Circulaire du 31 Mars 1978 (Ci. R 17

421/290.379).
85 See letter from Maitre H61ena DeBacker to William Park (June 23, 1981) (on file at

Cornell Law Review). Maitre DeBacker, a member of the Brussels Bar, specializes in Belgian
tax law.

86 The author received helpful comments on the tax aspects of finance leasing in the
United Kingdom from Mr. Andrew Curran who practices tax law in London.
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allowances," to stimulate investment in new plant and machinery. The
lessor may deduct the entire cost of capital goods leased to a British user
as "first year allowances."'8 7 Leases to a non-British user provide "writ-
ing down" allowances of 25% of the equipment cost, calculated on a
declining balance.88 If an equipment user does not have sufficient taxa-
ble income to benefit fully from these capital allowances, it may arrange
to lease the equipment from a lessor that does have sufficient income,
with the tax benefit reflected in an implicit finance cost that is lower
than that available in a straight loan.89

Thus, the United Kingdom allocates depreciation benefits relating
to plant and machinery according to a simple rule: Capital allowances
go to the lessor in the absence of a purchase option. Although intended
originally for hire-purchase contracts with a nominal purchase option
price, the rule now has wide application. The Finance Act of 1971 per-
mits a person "carrying on a trade" to claim capital allowances for any
equipment supplied under a contract that provides that the user shall or
may become the owner.9° In essence, a purchase option, although not a
renewal option, creates an irrebuttable presumption that the lessee will
acquire an equity in the property. Ownership by both the lessor and
lessee generally are considered incompatible; thus, the lessor cannot de-
preciate equipment that is subject to a purchase option.91 Nor is the
lessor entitled to any capital allowances if it loses title to the equipment,
as when the equipment becomes affixed to realty.

British law contains an anti-abuse provision aimed at sham transac-
tions that are motivated solely by tax considerations. The statute with-
holds the 100% "first-year allowance" when "it appears . . . with
respect to transactions. . . that the sole or main benefit which, but for
this sub-paragraph, might have been expected to accrue to the parties or
any of them was the obtaining of [accelerated depreciation]. ' 92 Appli-
cation of this provision is limited to the assignment of vessels and the
sale and leaseback of equipment used in the lessee's business prior to the
lease. There is, however, a statutory "first use" exception 93 and a prac-

87 Finance Act, 1971, c. 68, § 42.

88 Id. § 44.
89 The British leasing industry has shown great imagination, British businessmen having

even leased their suits. See FINANCIAL WEEKLY, June 1, 1979, at 17. The customer's pre-
ferred Savile Row tailor makes a suit that is rented to its wearer; sale to the executive eventu-
ally may be made at fair market value, which would be minimal for a second-hand suit. In
the United States, the IRS recently has held such clothing transactions to be sales. Rev. Rul.
80-322, 1980-2 I.R.B. 36.

90 Finance Act, 1971, c. 68, § 45(1).

91 See Clark, sufpra note 18.

92 Finance Act, 1971, c. 68, § 49, sched. 8(3).

93 Finance Act, 1972, c. 41, § 68(5) & (7).
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tice of administrative indulgence. 94

Leases of equipment manufactured and used outside the United
Kingdom-the so-called "foreign to foreign" leases--are subject to spe-
cial scrutiny and normally do not receive the full 100% first year allow-
ance, but only the 25% "writing-down" allowance. 95 Because the
mechanism for recognizing "foreign to foreign" leases recently has un-
dergone several changes, some history may help in understanding ex-
isting provisions.

Until the abolition of exchange controls in 1979, the Bank of Eng-
land cooperated with the Inland Revenue to police the export of 100%
first year allowances to non-U.K. residents. To acquire equipment from
a foreign manufacturer, a British lessor usually had to pay the cost in
foreign currency, necessitating specific exchange control approval. 96

The Bank of England normally referred these leases to Inland Revenue,
which required the lessor to renounce part of the depreciation allow-
ance. Only upon the lessor's disclaimer of the 100% first year allowance
would the Bank of England approve the sending of payments abroad by
a British resident. This denial of 100% first year allowances applied
only to finance leases. To distinguish between true leases and loans, the
Bank of England compared the lease term to the equipment's useful life.
The lease was deemed merely a finance device if it extended beyond
two-thirds of the equipment's estimated useful life or if there was an
option to extend the lease other than at a fair market rate. If service or
maintenance was the lessor's responsibility, the transaction was deemed
a true lease.97

Abolition of exchange controls by the Thatcher government cre-
ated the need for a new mechanism to prevent tax incentives from bene-
fiting "foreign to foreign" finance leasing.98 From October 1979
through May 1980, a transitional statute restricted capital allowances
to 25% in the case of finance leases of foreign-manufactured equipment
to non-British residents without a trade or business in the United King-

94 See Clark, supra note 18, at 286.

95 Finance Act, 1971, c. 68, § 44; Finance Act, 1980, c. 48, § 72, sched. 12. For example,
a British financier may purchase computer equipment from a French manufacturer for lease
to a French user. Such a "foreign to foreign" lease provides neither jobs nor increased pro-
ductivity for British industry. This practice has been particularly prevalent in shipping, with
members of an affiliated group using tax allowances of other members. See A. PARKER, EX-
CHANGE CONTROL 250 (3d ed. 1978).

96 See A. PARKER, supra note 95, at 250-55. The United Kingdom abolished its ex-

change controls as of Oct. 23, 1979.
97 Id.
98 For a summary of the early 1980 legislative proposals, see International Bureau of Fiscal

Documentation, 20 EUROPEAN TAx. 33-35 (1980); Ring, Finance Bill Notes: Capital Allowances,
1980 BRITISH TAX REV. 133, 151-56.
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dom.99 This restriction applied only to equipment supplied under a "fi-
nance lease," which was defined as a lease (1) with a term of at least
75% of the asset's useful life; (2) that provided that the equipment's
residual resale value would accrue to the lessee; or (3) that contained a
renewal option at less than a fair market rental. This definition focuses
on whether any residual value will return to the lessor at the end of the
lease term. These transitional measures are thus of particular signifi-
cance to any study of leasing, in view of their attempt to link economic
ownership with residual value.

As ultimately enacted, the British anti-abuse measure 0 0 permits a
capital allowance for only short-term rentals or for leases to British busi-
nesses. The statute provides 100% first year allowances only for plant or
machinery used for a "qualifying purpose"- 0 1-where "circumstances
are such that a first-year allowance could have been made to the lessee if
he had bought the machinery or plant,"'1 2 or the equipment is used for
"short-term leasing."' 1 3 Short-term generally means less than thirty
consecutive days to the same person.'0 4 To prevent relief from the rule
by brief "off lease" periods, the Act excludes from short-term leasing any
use that would normally total ninety days or more per year to the same
person. 0 5 If, during any two of the first four years of its useful life, the
equipment will be leased by taxpayers who would themselves have
claimed first year allowances, then leases of up to a year will still qualify
for full allowances.'0 6 The 25% "writing down" allowance is still per-
mitted for finance leasing, thereby increasing London's attractiveness as
a center for banking and finance.

B. Economic Substance

National tax systems that distinguish between leases and install-
ment sales or loans according to the economic substance of a transaction
generally focus on the allocation of risks and benefits associated with the
parties' interests in the residual value of the leased assets. Property,
whether real or personal, is viewed as a bundle of legal rights attached
to an asset. 10 7 In a classic lease, these rights are transferred from one

99 Finance Act, 1980, c. 48, § 72, sched. 12.
100 Finance Act, 1980, c. 48, § 64.
101 Id. § 64().
102 Id. § 64(2)(a).
103 Id. § 64(2) (b). The short-term leasing may be carried on by either the lessor or lessee.

Id. § 64(2)(c).
104 Id. § 64(3)(a).
105 Id.
106 Id. §§ 64(3)(b), 64(8).
107 The Supreme Court has discussed the concept of property ownership as a bundle of

legally protected interests. .See, e.g., United States v. Willow River Power Co., 324 U.S. 499,
502-03 (1945) (owner of dam denied compensation under fifth amendment for reduction in
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party to another for a limited period. In a sale, however, they are trans-
ferred forever. In some cases, the parties may label a transaction a lease
although it has the economic substance of a sale. For instance, the par-
ties may agree to a transfer for a period of time equal to the useful life of
the asset. Similarly, at the outset of the transaction, they may fix a
purchase option at a price so low that no reasonable businessman would
fail to exercise it at the end of the lease term. In both instances, the user
will possess all of the rights worth having; the owner will have little eco-
nomic interest in an asset that will be either worthless or purchased by
the lessee for a nominal sum.

Economic ownership implies retention of an interest in an asset
that may provide a significant gain or loss at the end of the lease. When
equipment is leased to one user for its entire useful life, or is certain to be
acquired by the user, the lessor has neither the benefits nor the risks
attendant to fluctuations in the equipment's residual market value.
Therefore, at the heart of the complex characterization standards ap-
plied in nations such as West Germany and the United States is a preoc-
cupation with identifying the party with an interest in the asset at the
end of the lease term.

1. West Germany108

In 1970, shortly before the issuance of the Finance Ministry leasing
rulings discussed below, the Supreme Tax Court of West Germany
(Bundesfnanzhoj) held that ownership for tax purposes could be imputed
to a lessee when leasing is merely a means of financing the acquisition of
capital goods.109 The decision concerned a five year lease of
supermarket fixtures that were ordered according to the lessee's specifi-
cations. During the lease term, the lessee agreed to pay total rental
equal to the lessor's cost plus interest. At the end of the lease term, the
lessee would have an option to renew the lease indefinitely. The user
would thereby deduct the cost of the fixtures over five years, rather than
over their useful life. Because the lessee could force an extension of the
lease, it could retain possession of the assets for the duration of their
useful life. The court therefore concluded that the transaction was a
sale rather than a lease.

hydroelectric capacity resulting from navigation improvement); Penn Cent. Transp. Co. v.
New York City, 438 U.S. 104 (1978) (designation of Grand Central Terminal as city
landmark, thus preventing lease of airspace, not a taking of property). For a brief survey of
the relationship between legal rights and the institution of property, see J. CRIBBET, PRINCI-
PLES OF THE LAW OF PROPERTY 4-7 (2d ed. 1975).

108 The author received helpful comments on the tax aspects of finance leasing in West
Germany from Dr. Volker Fuchs and Dr. Bodo Schlosshan, both practicing law in Frankfurt.

109 Judgment of Jan. 26, 1970, BFHG, IVR 144/66, [1970] Bundessteuerblatt, Teil II,
264.
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Following this decision, the Federal Finance Ministry released its
basic ruling concerning the tax consequences of finance leasing."10 The
ruling applies only to full payout leases in which the rental amount
paid over a noncancelable term enables the lessor to recover the cost of
acquiring or producing the goods plus a finance charge. Under the rul-
ing, such an agreement is deemed a true lease only if the base term is
from 40% to 90% of the equipment's useful life, and if any option to
purchase the equipment or renew the lease is at a fair market price."' 1

The logic of the 90% upper limit on the lease term is obvious; relin-
quishment of dominion over equipment for more than nine-tenths of its
life effectively eliminates the lessor's interest in its residual value. The
rationale of the 40% lower limit is perhaps less evident. 1 2 As noted
above, the ruling applies only to full payout leases, where rentals cover
all of the lessor's costs plus a finance charge. A reasonable lessee will be
unwilling to cover all costs plus interest in exchange for use of the equip-
ment for a period less than 40% of the asset's life. According to the
German view of human nature, the lessee will conclude such a deal only
if it expects to acquire the property at the end of the lease term pursuant
to a tacit understanding with the lessor." 3

Even if the base term of the lease lies between the permissible lim-
its, West German law will not characterize the transaction as a lease
unless the option to purchase or renew the rental is at a price at least
equal to the fair market value or book value of the equipment.1 4 Be-
cause it will have little value in the hands of another lessee, equipment
made to a lessee's specifications is deemed to be owned by the lessee.' '5

The financier is assumed to have closed out any interest in the residual
value of such equipment.1 6

11o April 19, 1971, [1971] BGB 1, at 264.
111 Id. Real estate leases are subject to a similar 40-90 test by a subsequent ruling that is

applicable specifically to transactions involving immovables (unbewegliche Wirscha2sgiler).
March 21, 1972, [1972] Bundessteuerblatt, Teil I, 188.

112 For an Austrian comment on the questionable rationale underlying the 40% require-
ment, see C. STOLL, LEASING: STEUERRECHTLICHE BEURTEILUNGSGRUNDSXTZE 46 n.72
(Vienna 1973).

113 See comment by George Vorbrugg in 19 EuRoPEAN TAx. 98 (1979).
1'4 Book value is determined by straight line depreciation (lineare AbseLZungftrAbnutrung).
115 April 19, 1971, [1971] BGB 1, Articles 111(2) and 111(3).
116 A 1975 German ruling dealing with leases in which the lessee bears the loss resulting

from a decline in the equipment's residual value, but in which the financier benefits from any
increase in the equipment's value, presents an interesting aspect of West German lease char-
acterization. Ruling of Dec. 22, 1975, BFM-Schrieben-IV B 25 2170-161/75--Der Be-
trieb, Jan. 30, 1976, at 172. Three hypothetical leases are presented all of which are "part
payout" in that total rentals are less than the acquisition and finance cost of the equipment.

In the first scenario, the lessee has an obligation to purchase the equipment at the end of
the lease term at a predetermined price, but no purchase option exists. The lessor's right to
force purchase places the risk of a decrease in the equipment's value on the lessee, because the
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2. United States

The present panoply of tax incentives to investment in plant and
machinery gives owner status significant advantages in the United
States, 117 particularly since the adoption of the "Accelerated Cost Re-
covery System."I"' Equipment users may be unable to take full advan-
tage of these incentives, however, because their deductions and credits
may exceed their income or their tax liability. If the equipment
financier is in a better position than the equipment user to take advan-
tage of these incentives, parties to an equipment financing may be
tempted to recast the transaction as a lease, thus allocating the invest-
ment incentives to the financier and sharing the benefit in the form of
lower finance costs for the user. The gains to the financier and equip-
ment user, of course, represent corresponding losses to the government.

The IRS and the courts have struggled to preserve the integrity of
the tax system by recharacterizing many purported leases as loans or
installment sales. Generally, the judicial standards exhibit greater flex-
ibility and subjectivity than is reflected in the administrative tests.119

lessor will undoubtedly exercise the put. The lessor may reap the increase in market value,
however, by selling the equipment itself.

The second scenario assumes that when the lessor sells the equipment to a third party at
the end of the lease, the lessee must reimburse any deficiency between the sale price and the
financier's costs. Any sales profit realized if the sales price exceeds the amortized residual
value is split between the financier and user, with the financier receiving 25% and the user the
remaining 75% of the profit.

In the third scenario, the lessee may cancel the lease after a base term of at least 40% of
the equipment's life, but must pay a termination fee equal to the difference between the
equipment's cost and the rents already paid. Credit is given for 90% of any proceeds realized
on sale. The lessee pays any deficiency between the sales proceeds and the amount necessary
(when added to rentals) to meet the lessor's acquisition and finance cost. A decline in residual
value thus is borne by the lessee, and any increase accrues to the financier.

In each situation, the lessee guarantees that the lessor will bear no greater risk than in a
full payout lease. Although bearing no risk of downward fluctuation, the lessor in all three
situations could reap part of any appreciation. This potential benefit is considered sufficient
interest in the property to justify a finding of ownership. The ruling provides assurance that
transactions similar to any of the three scenarios will be considered true leases, thus allowing
the lessor to claim depreciation.

117 Without investment incentives, an equipment user with a choice between being an
owner or a renter generally would obtain a greater tax advantage from lessee status, because
deduction of rentals from gross income would provide more benefit than would depreciation.

As late as 1964, one commentator concluded that the "primary tax consideration [in
leasing] is whether the rental payments are fully deductible by the lessee as business ex-
penses." Note, Leases: Security Interests: Uniform Commercial Code, 49 CORNELL L.Q. 672, 674
(1964). Lessee status also would be advantageous if the asset were nondepreciable property
like land. See Rev. Rul. 55-540, 1955-2 C.B. 39, § 3.02.

118 The "Accelerated Cost Recovery System" (ACRS) permits depreciation of equipment
placed in service after 1980 over a period of three, five, ten, or fifteen years, depending on the
type of property. Under ACRS, statutory percentages are applied to the unadjusted basis of
the property in order to determine the annual depreciation deduction. See Economic Recov-
ery Tax Act, Pub. L. No. 97-34, § 201(a), signed Aug. 13, 1981 (adding I.R.C. § 168).

119 Both judicial and administrative standards for lease characterization are interpreta-
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To facilitate the use of tax incentives for investment in new equip-
ment, the Economic Recovery Tax Act of 1981 provides a "safe harbor"
that permits parties to an equipment financing a limited right to charac-
terize a transaction as a lease for tax purposes. The safe harbor, applica-
ble only to corporate lessors of a limited class of property, 120 requires
that the lease term not exceed 90% of the equipment's useful life, 21 and
that the lessor's investment in the equipment be at least 10% of its ad-
justed basis. 122

Although the 1981 Act moves the United States characterization
standards closer to the approach that accepts legal form as determina-
tive of ownership, the economic substance of a transaction remains a
significant element of the lease characterization process. The safe har-
bor standards themselves reflect a certain measure of economic sub-
stance by requiring a limited lease term with respect to the equipment's
life and a 10% minimum investment. Moreover, the administrative
guidelines and judicial decisions heretofore applicable still will apply if
the parties do not or cannot elect the safe harbor. Therefore, both a
foreign financier and an American equipment user still may depreciate

tions of I.R.C. §§ 162(a) and 167, which respectively allow deduction of rentals for, and de-
preciation of, property used in a trade or business.

120 "Section 38 property" includes, inter alia:

(A) tangible personal property (other than an air conditioning or heat-
ing unit), or

(B) other tangible property (not including a building and its structural
components) but only if such property-

(i) is used as an integral part of manufacturing,
production, or extraction or of furnishing transportation, com-
munications, electrical energy, gas, water, or sewage disposal
services, or

(ii) constitutes a research facility used in connection with
any of the activities referred to in clause (i), or

(iii) constitutes a facility used in connection with any of
the activities referred to in clause (i) for the bulk storage of fun-
gible commodities (including commodities in a liquid or gaseous
state).

I.R.C. § 48(a)(1).
121 The lease may extend to 150% of the ADR Class Life if this is longer. I.R.C.

§§ 167(m), 168(f)(8)(B)(iii)(II).
122 For a fuller discussion of the safe harbor provision, see text accompanying notes 166-

74 infra. The special lease rules'apply to transactions entered into after Dec. 31, 1980.
The new Treasury regulations give the example of a company that normally would pay

$1 million for equipment but decides to lease instead of buy. The prospective lessor purchases
the equipment for $200,000 cash and an $800,000 nonrecourse note payable over nine years
in equal installments of principal and interest equal to $168,000. The rentals payable by the
equipment user are $168,000, exactly equal to the lessor's installments on the loan. The
equipment user benefits from such a transaction by obtaining the equipment at a discount.
The lessor, during the first year alone, obtains tax benefits that far exceed the cash payment
for the equipment. Treas. Reg. § 5c, 168(f)(8)-1(e), Example No. 1. Even if the lease pro-
vides an option to purchase the equipment for $I at the end of the lease term, the transaction
still would qualify as a lease if the parties so elected. Id., Example No. 3.
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the equipment in a "double dip" lease' 2 3 as long as the parties do not
invoke the safe harbor rules. In addition, the safe harbor provisions ap-
ply only to so-called "new section 38 property," 12 4 cannot be elected if
the lessor is an individual, and are not available if the lessee is a foreign
person not using the leased property in a trade or business.

a. The Administrative Standards. In 1955, the IRS moved to prevent
the artificial shift of deductions by issuing a Revenue Ruling character-
izing five categories of leases. 125 The Ruling states that characterization
is a function of the parties' intent, which is evidenced by the circum-
stances of each case.126 The relevant factors in determining intent fall
into three general categories:1 27 first, whether the lessee overtly acquires
an equity interest in the equipment, either immediately or upon pay-
ment of a stated amount of rentals; 128 second, whether the rentals are
extraordinarily high when compared with fair market rental, evidencing
the user's expectation of covertly deducting the equipment's purchase
price as rentals; 129 and finally, if part of the rental is explicitly desig-
nated as "interest" or is readily recognizable as such.130

In a Revenue Procedure issued twenty years after the Ruling, the
IRS set out the guidelines that it will use for advance rulings to deter-
mine whether leveraged transactions are true leases. 131 The guidelines,
albeit complicated, are intended to ensure that technicalities do not de-
termine tax consequences and that the tax consequences of an agree-
ment flow from its substance rather than from its label.

The rule of thumb contained in the guidelines is similar to that
followed by lessors prior to 1975132 and is based on the premise that the

123 See text accompanying notes 282-85 infia (description of U.K-U.S. "double dip"). If

the lease term covers all of the equipment's useful life, for example, or contains renewal op-
tions at a nominal rental, the U.S. equipment user still should be able to claim the tax inci-
dents of ownership of the equipment even though the U.K lessor does so as well.

124 See note 120 supra.
125 Rev. Rul. 55-540, 1955-2 C.B. 39.
126 Id. § 4.01.
127 In fact, six overlapping factors are listed, but a tripartite classification is more useful.
128 Rev. Rul. 55-540, 1955-2 C.B. 39, § 4.01(a), (b).
129 Id. § 4.01(c), (d), (e). Payments that cover the total cost of the equipment plus inter-

est, or that are combined with a purchase option at less than the fair market value, indicate
artificially high rentals.

130 Id. § 4.01(0.
131 Rev. Proc. 75-21, 1975-1 C.B. 715, as modified by Rev. Proc. 81-71 (Dec. 28, 1981)

(takes into account I.R.C. § 168(0(8) elections).
132 See Coogan, supra note 41, at 967. The emphasis on risk of fluctuation in residual

value has led practitioners to advise that at least two years or 20% of the equipment's useful
life and 15% of its original cost remain at the end of the lease term. Id.

Several practitioners' checklists of factors that distinguish a true lease from a conditional
sale are summarized in R. PRrrcHARD & T. HINDELANG, supra note 15, at 13-14; Wilson,
Federal Income Tax Considerations In Long- Term Equipment Leasing, 1 WHrrrIER L. REV. 129, 140-
46 (1979). Practitioners generally advise financiers and equipment users that the following
circumstances are indicia of an installment sale: (1) user guarantees to pay rent regardless of
future performance of the equipment-the so-called "hell or high water clause"; (2) user
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incidents of ownership include the risks and benefits of fluctuations in
residual value. In other words, one does not possess ownership rights in
property if it will be used exclusively by another, either because of the
length of the lease or because there are options that as a practical matter
are certain to be exercised. The guidelines require that the lessor have a
minimum unconditional "at risk investment" from the beginning to the
end of the lease term.133 At least 20% of the equipment's cost must be
financed by the lessor's own money, 134 and the lessor's investment must
"remain equal to at least 20 percent of the cost of the property at all
times throughout the entire lease term."' 35 In addition, at the end of
the lease term the equipment must retain the longer of one year or 20%
of its useful life, and at least 20% of its original cost.' 36 In other words,
the lease term may never exceed the equipment's useful life, and the
lessor's equity in the equipment's residual value must be at least one-
fifth of the equipment's cost. The lessee may not invest in the property
through loans or guarantees. 37 Furthermore, the transaction must re-
sult in a profit for the lessor that is independent of tax benefits;138 if the
only benefit to the lessor is a tax deduction or credit, the IRS will as-
sume that the transaction is a sham' 39 for purposes of advance
rulings.

140

b. TheJudiialApproach. Judicial standards for lease characteriza-
tion generally have been more subjective and beneficial to the taxpayer
than those of the IRS. Although courts consider objective criteria in
determining the true nature of the transaction,' 4 1 they have stretched
the judicial imagination to look beyond mathematical ratios of cost to
rentals and lease term to useful life. Courts will attempt to ascertain the

payment of rentals equal to a relatively high portion of the equipment cost for a relatively
short period; (3) user right to purchase equipment or renew the lease at less than fair market
value. Id.
133 Rev. Proc. 75-21, 1975-1 C.B. 715, § 4(1)(A).
134 Borrowings on which the lessor is personally liable are included in the lessor's equity.

Id. § 4.
'35 Id. § 4(1)(B).
136 Id. § 4(l)(C).
137 Id. § 4(5).
138 Id. § 4(6).
139 Id. § 4. See Knetsch v. United States, 364 U.S. 361 (1960).
140 The at risk provisions of the guidelines comport with the statutory prohibition against

individuals and closely held corporations taking depreciation deductions in excess of their
own investments, in either costs or borrowings on which the lessor is personally liable. See
I.R.C. § 465. These statutory requirements do not apply to "personal holding companies"
(defined in I.R.C. § 542) that are "actively engaged in equipment leasing." Id. § 465(c) (4).
Thus, leverage leasing by some corporate lessors still may yield accelerated depreciation de-
ductions that include unsecured borrowing.

141 For a recent case that surveys judicial decisions distinguishing "sale" from "lease" for
tax purposes, see Calbom v. Commissioner, 41 T.C.M. (CCH) 1009, 1013-15 (Feb. 26, 1981).



CORNELL LAW REVIEW [Vol. 67:103

intent of the parties at the time of the execution of the contract.1 42 Judi-
cial decisions emphasize that a valid business purpose will cover a multi-
tude of sins; thus, courts will conclude that a transaction is a lease if the
business bargain is not patently inconsistent with traditional arrange-
ments between lessors and lessees. 143

The recent Supreme Court case of Frank Lyon Co. v. United States
14 4

illustrates the emphasis that courts place on business purpose in their
approach to lease characterization. An Arkansas bank built, sold, and
leased back its office building because federal and state regulations pro-
hibited it from carrying the long-term mortgage on the building on its
balance sheet.145 The ground was leased to the Frank Lyon Company
for a term of seventy-five years. 146 Frank Lyon Company purchased the
building as it was being built and leased it back to the bank with quar-
terly rentals exactly equal to Lyon's mortgage payments. 147 The bank
leased the building for twenty-five years with options to renew for forty
more years; it could also repurchase the building after eleven years. 148

The building leaseback thus potentially covered sixty-five of the seventy-
five years of the ground lease, leaving ten years during which the build-
ing could be used by a lessee other than the bank. Denying the lessor's
depreciation deductions, the IRS considered the lessor merely a conduit
between the bank and the project's ultimate financier, a life insurance
company. 149

142 See Breece Veneer & Panel Co. v. Commissioner, 232 F.2d 319, 323 (7th Cir. 1956),

rev' 22 T.C. 1386 (1954) (payments for use of buildings, grounds, and equipment by plywood
manufacturer for five years at $20,000 per year, with various purchase options held to be
deductible as rental payments).

Several kinds of "intent" may be relevant. If parties stand to increase their profit by
entering into a lease rather than a sale, then a lease clearly is intended on one level of lan-
guage. The substantive terms of the transaction, however, may appear inconsistent with the
traditional business bargains struck between owners and users of land or equipment. It is this
objective intent that is determinative for characterization. See, e.g., id. at 323.

143 Cf. Rev. Proc. 75-21, 1975-1 C.B. 715 (discussed in text accompanying notes 131-40
supra).

144 435 U.S. 561 (1978). For a critical analysis of the Frank Lyon case, see Wolfman, The
Supreme Court in the Lyon 7 Dewn A Failure ofjudcial Process, 66 CORNE LL L. REv. 1075 (1981).

145 Federal and state statutes required the bank to obtain permission from both the Fed-
eral Reserve System and the Arkansas State Banking Department for any investment in
banking premises if the cost exceeded the bank's capital stock or 40% of stock and surplus. 12
U.S.C. § 371d (1976); 12 C.F.R. § 265.2(0(7) (1981); ARK. STAT. ANN. § 67-547.1 (Supp.
1977). The Federal Reserve had advised the bank that it would not authorize such an
investment.

146 The actual length of the ground lease was 76 years and 7 months. The first 19 months
covered the estimated construction period. 435 U.S. at 565.

147 The cost of the building was approximately $7,640,000, all but $500,000 of which
Frank Lyon Company borrowed from New York Life Insurance Company. Id.

148 It was only upon exercise of the repurchase option that Lyon would get its $500,000
' plus interest returned. Id. at 565-68.

149 The IRS also denied the deduction for the interest paid to New York Life. Id. at 568-
69.
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The Supreme Court disagreed, holding that the lessor was indeed
the building's owner for tax purposes. Writing for the majority, Justice
Blackmun stressed the not insubstantial period during which Lyon had
full use of the building, as well as the non-tax reasons-the banking
regulations-that influenced the transaction's complex structure. The
penultimate paragraph of Justice Blackmun's opinion states:

[V]here, as here, there is a genuine multiple-party transaction with
economic substance which is compelled or encouraged by business or
regulatory realities, is imbued with tax-independent considerations,
and is not shaped solely by tax-avoidance features that have meaning-
less labels attached, the Government should honor the allocation of
rights and duties effectuated by the parties.150

The elements that may influence courts' 5 1 include the estimated
useful-life/rental-term ratio, 152 residual value, 53 the value of purchase
and renewal options, 154 insurance and maintenance obligations, 155 and
guarantees protecting the lessor against a downward fluctuation in the
equipment's value.' 56 Cases that characterize transactions as purchases
have focused on the existence of nominal purchase options, 57 options at

15o Id. at 583-84. In Hilton v. Commissioner, 74 T.C. 305, 346 (1980), the court stated,
"[I]mplicit in the [Lyon] Court's opinion is the acceptance of the proposition . . . that the
seller-lessee's financing requirements may be a valid business purpose to support a sale-lease-
back transaction for tax purposes."

151 For a survey of recent cases dealing with tax characterization of leveraged leases, see
P.L.I., EQUIPMENT LEASING 287-304 (1979); Wilson, supra note 132; Comment, LeveragedLeas-
ing: LAS. Versus the Courts, 12 CREIGHTON L. REV. 1133 (1979).

152 Ste Home News Publishing Co. v. Commissioner, 28 T.C.M. (CCH) 834 (1969) (lease
term of 39 months with a 5 year renewal option; court deemed useful life "longer than" 39
months and held the transaction a sale); Judson Mills v. Commissioner, 11 T.C. 25 (1948)
(lease terms of 7, 5, and 41/2 years, with useful lives of 12-15, 12-16, and 12-16 years respec-
tively; court held each a sale).

153 See Mt. Mansfield Television, Inc. v. United States, 239 F. Supp. 539 (D. Vt. 1964),
aj'd, 342 F.2d 994 (2d Cir.), cert. denied, 382 U.S. 818 (1965); Home News Publishing Co. v.
Commissioner, 28 T.C.M. (CCH) 834 (1969).

154 See M & W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971); Estate of Starr v.
Commissioner, 274 F.2d 294 (9th Cir. 1959); Beus v. Commissioner, 261 F.2d 176 (9th Cir.
1958); Home News Publishing Co. v. Commissioner, 28 T.C.M. (CCH) 834 (1969); Judson
Mills v. Commissioner, 11 T.C. 25 (1948).

155 The following cases consider maintenance and insurance obligations as relevant, al-
though not determinative, factors: Sun Oil Co. v. Commissioner, 562 F.2d 258 (3d Cir. 1977),
cert. denied, 436 U.S. 944 (1978); M & W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir.
1971); Home News Publishing Co. v. Commissioner, 28 T.C.M. (CCH) 834 (1969); Judson
Mills v. Commissioner, 11 T.C. 25 (1948).

156 If the sum of the rental payments and option price is equivalent to the fair market
value of the leasehold, the transaction is essentially identical to an installment sale. See M &
W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971); Beus v. Commissioner, 261 F.2d
176 (9th Cir. 1958); Haggard v. Commissioner, 241 F.2d 288 (9th Cir. 1956); Oesterreich v.
Commissioner, 226 F.2d 798 (9th Cir. 1955). Cf. Estate of Stundon v. Commissioner, 29
T.C.M. (CCH) 62 (1970); Home News Publishing Co. v. Commissioner, 28 T.C.M. (CCH)
834 (1969); WBSR, Inc. v. Commissioner, 30 T.C. 747 (1958).

157 See, e.g., Oesterreich v. Commissioner, 226 F.2d 798 (9th Cir. 1955), which involved a

1981]
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less than fair market value,1 58 or options taking into account rents
paid.159 Also relevant to finding a sale is the relation of the rental pe-
riod to the property's useful life.160 Courts occasionally labor through
the mathematics of adding rents and purchase options to find that they
equal equipment cost, 6 1 but such results are not always fatal to a claim
that the transaction is a lease. 162 Non-arithmetic factors, such as the

lease agreement for three adjoining plots of land with a total rental of $679,380 for a period of
67 years and 8 months beginning September 1, 1929. The rental schedule provided for an-
nual rents of $7,500 for the first 10 years, $12,000 per year for the next 18 years, and then
progressively smaller rents for the next 10 years leveling off at $7,500 in the 68th year. At the
end of the lease term, the lessee could exercise an option to purchase for only $10. The Ninth
Circuit reversed the Tax Court and held the transaction a sale because the substance of the
agreement determined the true intent of the parties, which was to pass title to the lessees.
There was no question that the option would be exercised.

158 See, e.g., Home News Publishing Co. v. Commissioner, 28 T.C.M. (CCH) 834 (1969).
Home News entered into a 39 month agreement with Equilease in the form of a lease of
recording equipment, with $835.68 as pre-paid rent for the final three months of the term.
The monthly rent was $278.56. A rider attached to the lease provided an option for renewing
the agreement for 5 years at a rental of $180.30 per year as well as an option to purchase the
equipment for $901.50 less 50% of the renewal rentals paid at the time the option was exer-
cised. The lessee assumed the risk of loss and taxes. Id. at 837. The Commissioner and Tax
Court, agreeing that the terms of the lease provided for the taxpayer to have clear title to the
equipment at the end of the 39 months, concluded that the transaction was a sale.

In M & W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971), M & W Gear leased
a farm for a five-year period for an annual rental of $50,660. At the end of the five-year
period, the lessee could exercise an option to purchase for $342,700 less any monies paid
under the lease. The lessee did in fact exercise the purchase option. The Tax Court deter-
mined that the transaction was a sale and therefore disallowed rental deductions for the years
1964 and 1965. The Seventh Circuit affirmed, relying upon the convenient and coincidental
matching of rental payments plus option with the original intended sale price of $342,700.

159 See, e.g., Sun Oil Co. v. Commissioner, 562 F.2d 258 (3d Cir. 1977), cert. denied, 436
U.S. 944 (1978) which involved a sale/leaseback with a tax-exempt pension trust covering
about 320 service station sites. All leases contained options to repurchase the sites. Simulta-
neous with the sale, Sun agreed to lease the properties for a primary term of 25 years with
rentals sufficient to enable the pension trust to amortize its investment and receive interest.
The leases also contained an option exercisable by the lessee to renew the lease for additional
terms up to an aggregate of 65 years at annual rentals based on percentages of the purchase
price of the land. The Third Circuit, concluding that the transaction was a sale, found that
the rentals were a return of the pension trust's advances plus interest. The rentals did not
reflect the market values of the property. Sun Oil retained benefits, binders, and risks that
were similar to ownership, and the leases bore marked similarities to debt financing. Further-
more, rents had no connection with the economic value of the property; rather, they were
related to a fixed interest return on the pension trust's advances.

160 See, e.g., Estate of Starr v. Commissioner, 274 F.2d 294 (1959), in which the taxpayer
leased a sprinkler system for its plant. Normal selling price was $4,960; rentals were $1,240
per year for five years, renewable for an annual rental of $32, which was essentially a mainte-
nance and upkeep cost. The $1,240 was held a capital expenditure and not deductible rent.

161 See, e.g., Haggard v. Commissioner, 241 F.2d 288 (9th Cir. 1956). Haggard leased a
farm. His rentals were $10,000 in 1948, $12,000 in 1949, and $2,000 for an option to purchase
the farm for $24,000. This adds up to $48,000, the price at which the lessor had previously
negotiated a sale that had fallen through.

162 See, e.g., WBSR, Inc. v. Commissioner, 30 T.C. 747 (1958), which involved a lease of
a radio station for one year for $4,000 with an option to purchase for $44,000 less any rents
paid. In July 1950, the lessee paid $2,000 in rent, and in April 1951 after operating condi-
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parties' prior attempt to negotiate an outright sale, may also cast doubt
on the genuineness of the lease. 163 On the other hand, lack of certainty
that the users ultimately will purchase the leased property may be rele-
vant in determining that a true lease exists, 164 especially when the IRS
challenges entire portfolios of leasing companies. 165

c. The Economic Recovey Tax Act.166 The Economic Recovery Tax
Act of 1981 reduces the rigors of the administrative and judicial charac-
terization standards outlined above. Recognizing that the Accelerated
Cost Recovery System, 167 which is intended to stimulate investment in
capital equipment, might be of limited advantage to an equipment user
that is unable to absorb the available deductions and credits,1 68 Con-
gress created statutory exceptions to the normal lease characterization
standards. To render the capital recovery allowances more widely usa-
ble by companies with greater potential tax burdens, Congress facili-
tated the transfer of these allowances by making lease characterization
more flexible.

Under certain circumstances, an equipment finance lease may be
treated as a lease for income tax purposes even if it fails to meet the
conventional characterization standards. This "safe harbor" applies to
the financing of so-called "new section 38 property," which includes fa-
cilities such as plant, machinery, and new tangible personalty.1 69 The

tions improved, the lessee exercised the purchase option. The court held that the parties had
intended a lease, and the $2,000 originally paid as rent was properly deductible as such.

163 In Beus v. Commissioner, 261 F.2d 176 (9th Cir. 1958), the lessee leased a faim for
two years for $15,000, with an option to purchase for $31,000. The property's sale price had
been listed as $47,500. On several occasions while making out loan applications, the lessee
stated that he had purchased the property, even before exercising the option. The court
found that the farm had been originally for sale and that the seller had indicated that he did
not want to lease, that the original agreement was altered in form but not in substance, and
that the lessees intended to acquire an equity interest in the property.

164 See, e.g., Cal-Maine Foods, Inc. v. Commissioner, 36 T.C.M. (CCH) 383 (1977);
WBSR, Inc. v. Commissioner, 30 T.C. 747 (1958); Calcasieu Paper Co. v. Commissioner, 12
T.C.M. (COCH) 74 (1953). See also instruction to jury in Tomlinson v. United States, 60-2
U.S. Tax Cas. (CCH) 19578 (E.D. Ark. 1960).

165 Judicial willingness to find reasons why a lessee might not purchase is particularly
evident in two recent cases in which the IRS challenged the entire lease portfolios of finance
companies. In Lockhart Leasing Co. v. United States, 446 F.2d 269 (10th Cir. 1971), the
leases contained purchase options at 10% of the original cost. In Northwest Acceptance
Corp. v. Commissioner, 500 F.2d 1222 (9th Cir. 1974), the options varied from 10% to 50% of
the equipment's original cost. Both challenges failed despite the existence of some transac-
tions that would clearly be termed sales, including contracts that contained an equipment
dealer's guarantee to repurchase the equipment. Although acknowledging these guarantees,
the Ninth Circuit in Arrthwest concluded that the clearly erroneous standard of review pre-
cluded it from reversing the Tax Court.

166 Pub. L. No. 97-34 (1981). Serious proposals have been made for repeal of I.R.C.
§ 168()(8). See N.Y. Times, Feb. 20, 1982, at Al, col. 4.

167 See note 118 supra; I.R.C. § 168.
168 See SENATE FINANCE COMM., S. REP. No. 144, 97th Cong., Ist Sess. 61-63 (1981). See

also H.R. CONF. REP. No. 215, 97th Cong., Ist Sess. 217-18 (1981).
169 The leasing provisions apply to "qualified lease property," which is defined to include
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lessor must have a minimum investment of at least 10% of the property's

adjusted basis, and the lease must have a term of no more than 90% of

the property's useful life.1 70 The parties to a lease must elect to invoke

the safe harbor provisions; however, the election is available only if the

lessor is a corporation.1 71 Thus, allowances may not be assigned to

wealthy individuals. 172  The property must be leased within three

months after being placed in service by the lessee,' 73 thereby preventing

the lessee from claiming additional cost recovery and investment credits

on the same property.174

The safe harbor essentially permits the sale of the tax incidents of

ownership, including depreciation allowances and investment tax cred-

its. Equipment users can trade these tax benefits either for cash at the

time of purchase, or for the reduction of percentage points in financing

costs.' 7 5 Some commentators have hailed this development as a "busi-

ness bonanza,"' 76 giving "a financial lift to ailing industries."1 77

Others, however, lament it as a subsidy to chronically unprofitable in-

dustries unable to obtain market support. t78 Sale of deductions and

credits under the Act may of course benefit healthy, as well as ailing,

businesses.
1 79

new "Section 38 property." "Section 38 property," in turn, includes tangible personalty as

well as other tangible property if used as an integral part of manufacturing, extraction, trans-

portation, or research. I.R.C. § 48(a).
170 The lease may also extend to 150% of the ADR "Class Life," provided by I.R.C.

§ 167(m) and Treasury Regulations, if this is longer. I.R.C. § 168(f)(8)(B)(iii)(Il).
171 The concept of corporate lessor includes partnerships composed of corporations or

grantor trusts whose grantor and beneficiaries are corporations. Id. § 168(f)(8).
172 Subchapter S "small business corporations" and "personal holding companies" do

not qualify as corporate lessors. Id. § 168(0(8).
173 Id. § 168(f)(8)(D).
174 If the lessee-user later acquires the property outright and subsequently disposes of it,

the accelerated depreciation and investment credit may be subject to "recapture" under
I.R.C. § 1245. See id. § 168(f)(8)(H).

175 To illustrate how the sale of tax benefits may operate, assume that a manufacturer

wishes to purchase new machinery at a cost of $1 million. A corporation with a potentially

large tax bill might purchase and lease the machinery to the manufacturer, investing

$100,000 of its own funds and borrowing the rest on a "nonrecourse" basis, secured by rentals

from the lessee. The intitial investment of 10% would be recouped immediately as investment

tax credit, thus washing out any real financial risk. In addition, the lessor would take the

generous cost recovery allowances. The manufacturer's rentals would equal principal and

interest on the machinery acquisition calculated on the basis of a machinery cost of $900,000

rather than $1 million, because the investment tax credit reduces the net cost to the lessor by

10%. Both parties have benefited; the equipment user obtains the asset at a lower cost, and

the lessor receives capital recovery allowances on an investment never really made. The tax

collector is the only loser.
176 Wall St. J., Aug. 27, 1981, at 1, col. 6.

177 N.Y. Times, July 28, 1981, at D1, reporting on the Senate Finance Committee Bill.

178 Alan Greenspan, Chairman of the Ford Administration's Council of Economic Ad-

visers, reportedly called the Act "sort of the equivalent of food stamps for undernourished

corporations." Wall St. J., Aug. 27, 1981, at 1, col. 6.
179 For example, Occidental Petroleum reportedly sold the tax incidents of ownership on
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The most questionable aspect of the safe harbors is their applica-
tion to property acquired before the enactment of the new rules. Assets
placed in service during 1981, but prior to the Act, may qualify for the
safe harbor if their sale and leaseback was completed three months after
enactment. 8 0 It is difficult to imagine how an investment incentive op-
erates retroactively, to stimulate purchases of capital equipment that
have already been made. Safe harbor coverage of property already in
service can only be viewed as an element in the phase-out of the corpo-
rate income tax. In any event, the safe harbor may be expected to en-
gender a new class of brokers, similar to those in the United Kingdom,
who pair companies in need of equipment with those in need of tax
deductions. 181

The Temporary Treasury Regulations for leases under the Act 82

describe circumstances under which, notwithstanding an election to the
contrary, leases still will be characterized according to their economic
substance. For example, the creditability of in-house research expenses
that include payments for property used in research 83 must be made
without regard to the characterization election of the Act.184 Property
will not be considered qualified for the election if leased to a foreign
person for use not effectively connected with a United States trade or
business.'8 5 This latter rule, a cognate of the British requirement of a
"qualifying purpose," may be expected to inhibit the development of
double dip leases from American financiers to foreign users.' 8 6

3. Canada

The Canadian Department of National Revenue has issued one set
of principles to determine when a lease will be treated as a sale, and
another set to distinguish a sale/leaseback from a loan. 8 7 Three condi-
tions indicate a sale: (1) lessee acquisition of title upon payment of a
specified amount of rentals; (2) a requirement that the lessee buy the

$95 million of equipment that was purchased in 1981. See Wall St. J., Nov. 18, 1981, at 1, col.
5.

180 I.R.C. § 168(f)(8)(D). This deadline was Nov. 13, 1981.
181 In July 1981, the author visited a London lease-broker that has developed a computer

program to match potential equipment users, suppliers, and financiers, as well as to calculate
the implicit finance cost savings from such a lease as compared with an outright purchase. For
this privilege the author would like to thank David Castley, Anthony Covill, and Gerald
Hollamby.

182 Temp. Treas. Reg. § 5c.168(f)(8) (issued Oct. 23, 1981).
183 I.R.C. § 44F(b)(2)(A)(iii).
184 Temp. Treas. Reg. § 5c.168(f)(8)-l.
185 Id. § 5c.168(f)(8)-6(b)(4).
186 Assets used predominantly outside the United States are subject to different cost re-

covery schedules from those available for domestic assets. I.R.C. § 168(0(2).
187 Interpretation Bulletin IT-233, reprinted in 7 CAN. INCOME TAX REvIsED (BuTr-

TERWORTHS) 7514-17 (1975). Banks may lease in Canada only through a Canadian subsidi-
ary. Banks and Banking Law Revision Act of 1980, 29 Eliz. II, ch. 40, art. 173(1)0).
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property upon termination of the lease; and (3) a purchase option es-
tablished at the inception of the lease at substantially below the prop-
erty's fair market value, or under terms such that no reasonable person
would fail to exercise that option. The assumption by the lessee of insur-
ance and maintenance obligations may also be indicative of a sale, but is
not conclusive.' 88

A sale/leaseback may be recharacterized as a loan, and the lessor
and lessee considered lender and borrower, when there is evidence of an
intent to borrow on the security of the property. 189 Such an intent will
be inferred when the sale price substantially differs from the property's
fair market value, as determined by cost in the case of new equipment or
by an independent appraisal for used property. 190 When a lease is
recharacterized, the lessee may be allowed a deduction for payments
that constitute finance costs.' 9 '

III

THE TRANS-BORDER LEASE

Trans-border leases raise additional characterization issues distinct
from the dichotomy between true leases and credit sales. These issues
include the tax status of the foreign lessor, the availability of benefits
under tax treaties, the application of anti-avoidance legislation, and the
allowance of a credit for foreign taxes paid. Alternative characteriza-
tions of a transaction between a lessor and lessee resident in different
countries may do more than shift fiscal benefits among taxpayers. The
international aspects of the arrangement may divert income from a na-
tion's fiscal jurisdiction or, more significantly, create multiple deprecia-
tion deductions.

A. The Tax Status of the Foreign Lessor

The United States taxes foreign 192 business entities and nonresident
aliens in accordance with the nature and source of their profit-making
activity. For example, a foreign enterprise doing business in the United

188 Interpretation Bulletin IT-233, supra note 187, §§ 3, 5.
189 Id. § 13.
190 Id. §§ 10-11. Even if the sale is at fair market value, the subsequent leaseback may be

recharacterized if it is deficient under the criteria set out in text accompanying notes 151-65
supra. Id. § 12.

191 Id. §§ 8-9.
192 The United States considers as "foreign" any association that is not created or organ-

ized under federal or state law. I.R.C. § 7701(a)(5). For a discussion of other concepts of
corporate nationality such as "management and control" and "si' ge," see Park, FiscalJurisdic-
lion andAccrual Basis Taation." Liting the Corporate Veil to Tax Foreign Countg, Proftr, 78 COLUM.
L. REv. 1609, 1638-40 (1978).
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States is subject to a progressive tax on net income.' 93 On the other
hand, "passive" income such as interest or dividends from a foreigner's
investments is subject to a flat rate of tax imposed on gross receipts. 94

An isolated sale by a foreigner may escape taxation altogether. 95

Under bilateral income tax treaties, tax treatment may vary for different
kinds of income, such as royalties, interest, and "business profits." Addi-
tionally, tax treatment may depend on whether the foreigner operates
through a "permanent establishment" in the country in which the in-
come originates.

Determination of the geographic source of income also may depend
on the characterization of the lease. Rental income is deemed to have
its source in the country in which the property is located.' 96 Sales in-
come, however, has its source in the place of "title passage," 97 which is
determined by how the risk of loss is allocated. 9 8 If the equipment sup-
plier merely is extending credit, rather than truly leasing or marketing
equipment, only the interest element of each payment constitutes
United States source income.' 99

Fitting the trans-border lease into the matrix of rules applied to
international transactions thus presents special characterization
problems which, in turn, may be affected by the basic lease/sale distinc-
tion. For example, the characterization of a transaction as a true lease
may result in full taxation of all rental payments as domestic source
income, rather than taxation of only an interest element. 200 If a transac-
tion is determined to be a sale, the income may be treated as a tax-
exempt capital gain 20' or may fall completely outside the statutory cat-

193 I.R.C. §§ 871(a)(2), 882.
194 Id. §§ 871(a)(1), 881.
195 An occasional sale would not fall within any of the categories of income taxed under

I.R.C. §§ 871, 881, and 882. See Treas. Reg. §§ 1.864-4(b) (ex. 3) (1972), 1.871-7(a)(4) (1974),
1.882-3(b) (1960). Seegeneral'y D. TILLINGHAST, TAX ASPECTS OF INTERNATIONAL TRANS-
ACTIONS 278 (1978).

196 I.R.C. § 861(a)(4).
197 See United States v. Balanovski, 236 F.2d 298, 304-07 (2d Cir.), cerl. denied, 352 U.S.

968 (1956).
198 For example, the IRS probably would deem as United States source income a sale

"f.o.b. New York," whereas it would likely deem as foreign source income a sale "c.i.f
London." S. ROBERTS & W. WARREN, U.S. INCOME TAXATION OF FOREIGN CORPORA-
TIONS AND NONRESIDENT ALIENS VI-57 to VI-58 (1966). See generally id at VI-54 to VI-66.

199 Section 5.02 of Rev. Rul. 55-540, 1955-2 C.B. 39, 43, discussed in text accompanying

notes 125-30 supra, indicates that a transaction recharacterized as a credit sale may be broken
into its components, including "interest or other charges." The debtor's location generally
represents the "source" of interest payments. I.R.C. § 861(a)(1).

200 See discussion of Australian law in text accompanying notes 212-17 infia.
201 The United States taxes nonresident alien individuals if they remain in the United

States for more than half the taxable year. Conversely, nonresident business entities are al-
ways exempt. I.R.C. §§ 871(a)(2), 882. See generally S. ROBERTS & W. WARREN, supra note
198, at II-1 to 11-36. The United States taxes capital gains from real estate owned by foreign-

1981]



CORNELL LAW REVIEW

egories of income that are relevant to the taxation of foreign entities.202

The United States, like most nations, taxes foreign individuals and
entities on net gain "effectively connected with the conduct of [United
States] trade or business. ' 20 3 The United States imposes tax at a gradu-
ated rate after allowance of appropriate business deductions.2 04 Most

income tax treaties to which the United States is a party,20 5 as well as
the Model Double Taxation Convention on Income and Capital devel-
oped by the Organization of Economic Cooperation and Develop-
ment,20 6 restrict the host country's right to tax active business income.
Under the OECD Model Treaty, the source country may tax the foreign
entity only if it conducts business through a "permanent establish-
ment," a concept that implies a greater degree of economic penetration
than merely "doing business. ' 20 7 Although the mere leasing of property

ers under I.R.C. § 897, which was added to the Code in December 1980. Omnibus Reconcili-
ation Act of 1980, Pub. L. No. 96-499, §1121(a), 94 Stat. 2599.
202 See D. TILLINGHAST, supra note 195, at 274-80.
203 I.R.C. §§ 864(c), 871(b), 882. See D. TILLINGHAST, supra note 195, at 274.
204 I.R.C. §§ 1, 11, 871(b), 882. State taxation of foreign corporations doing intrastate

business generally parallels federal law, although it is limited by federal statute (see 15 U.S.C.
§ 38 1(a) (1976), prohibiting state imposition of net income tax on foreign corporations merely
soliciting intrastate orders), and case law, (see, e.g., Northwestern States Portland Cement Co.
v. Minnesota, 358 U.S. 450 (1959) (net income from exclusively interstate operations of for-
eign tlbporation may be subjected to state taxation only if levy is nondiscriminatory and
properly apportioned to local activities within the state); and line of cases discussed in Park,
supra note 192, at 1651-54). For a comparison of state statutes that tax business activities of
foreign corporations, see C.T. SYSTEM, WHAT CONSTITUTES DOING BUSINESS (1976). See
also Fritch, supra note 17, at 171-72.

205 The 36 income tax treaties signed by the United States are set forth in the chart

accompanying note 226 infra. The United States Treasury Department's Model Income Tax
Treaty provides that "business profits" are not taxable in the source country unless the for-
eign enterprise carries on its business through a permanent establishment located in the
source country. Art. 7(1), [1981] 1 TAx TREATIES (CCH) 153, at 226, reprinted in D. TIL-
LINGHAST, supra note 195, at 562-88.

206 In 1977, the Organization for Economic Cooperation and Development published a

Model Double Taxation Convention on Income and Capital. On the OECD's prior draft
treaty, see generally H. LAZEROW, THE OECD DRAFT INFLUENCE ON U.S. INCOME TAX

TREATIES (1976). See aLro Klock, The Role of US Income Tax Treaties: Two Spheres of Negotia-
lion, 13 TEXAS INT'L L.J. 387 (1978).

207 Seegenera4'y H. LAZEROW, supra note 206, at 31-40; S. ROBERTS & W. WARREN, supra

note 198, at IX-127 to IX-183; Williams, Permanent Establishments in the US., 29 TAx LAw. 277
(1976). See aiso Samann v. Commissioner, 313 F.2d 461 (4th Cir. 1963) (permanent establish-
ment of Swiss residence during first two and one-half months of taxable year affects entire
year during which royalties were received); Donroy, Ltd. v. United States, 301 F.2d 200 (9th
Cir. 1962) (California limited partnership is permanent establishment for Canadian limited
partner); Commissioner v. Consolidated Premium Iron Ltd., 265 F.2d 320 (6th Cir. 1959)
(nonfunctional office that was never more than a United States address on stationery letter-
head not permanent establishment for Canadian company); Simenon v. Commissioner, 44
T.C. 820 (1965) (Connecticut home where foreign author wrote novels is permanent establish-
ment under French treaty); Johnston v. Commissioner, 24 T.C. 920 (1955) (permanent estab-
lishment for Canadian partner); Handfield v. Commissioner, 23 T.C. 633 (1955) (agent
American news company with stock of merchandise from which orders were regularly filled is
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Tort liability for defective products arises under theories of strict
liability.430 Although such tort liability lies against a seller of defective
goods,431 it is more problematic whether liability attaches to a mere sup-
plier of funds used to purchase defective goods. Some courts have im-
posed liability only because the defendant was a "link in the chain of
distribution. '432 Presumably, the finance lessor would fit into this cate-
gory, although it is difficult to reconcile such liability with the immunity
traditionally enjoyed by lenders. Lessor liability often turns on the dis-
tinction between a "merchant-lessor," who regularly deals in the injury-
causing products, and a "finance-lessor," who does not.433 Policies sup-
porting liability of the "merchant" or "vendor" lessor include superior
knowledge and control of the products, user reliance, and putting the
product into "the stream of commerce. '434

5. Jurirdiction

Jurisdiction over a foreigner may depend on whether the foreigner
owns property or does business within the forum state.43 5 In certain civil

430 RESTATEMENT (SECOND) OF TORTS §§ 401, 402A (1965).
431 Id.

432 See, e.g., Little v. Maxam, 310 F. Supp. 875 (S.D. Ill. 1970) (taking order for injury-
causing machine creates liability on sales representative); Canifax v. Hercules Powder Co.,
237 Cal. App. 2d 44, 46 Cal. Rptr. 552 (1965) (failure to warn of timing on explosive fuse
creates liability for explosives manfacturer and wholesaler).

433 See generally Carlin, Product Liabilityfor the Equipment Lessor? Merchant-Lessor Versus Fi-
nance-Lessor, in EQUIPMENT LEASING-LEVERAGED LEASING, mpra note 15, at 565-93 (1977).
For a survey of recent cases on lessor tort liability, see Mooney, Recent Cases Relating to Equip-
ment Leasing, in P.L.I, EQUIPMENT LEASING 52-54 (1980).

434 See, e.g., Dewberry v. LaFollette, 598 P.2d 241, 242 (Okla. App. 1979) (commercial
lessor held liable on basis of having put article in "stream of commerce"); cf. Francioni v.
Gibsonia Truck Co., 472 Pa. 362, 372 A.2d 736 (1977) (strict liability not applicable to
finance-lessor).

The liability of a financier for property damage was examined in a 1968 case involving
housing construction loans. In Connor v. Great Western Sav. & Loan, 69 Cal. 2d 850, 447
P.2d 609, 73 Cal. Rptr. 369 (1968), the Supreme Court of California imposed liability on the
bank that had financed an inexperienced real estate developer's construction of single family
homes. The builder's negligence resulted in cracked foundations, diminishing the home's
value and requiring costly repair. Although it had exerted supervision and control over the
project (to the extent of employing a geologist to determine an adequate water supply), the
bank was not considered ajoint venture partner. The court imposed a duty to exercise care to
prevent the inexperienced and thinly-capitalized builder from constructing defective homes.
Policy considerations considered relevant included the extent to which the loan was intended
to affect the plaintiff, the policy of preventing future harm, and the bank's ability to bear the
loss. For a critique of this case, see Note, The Expanding Scope of Enterprise Liability, 69 COLUM.
L. REv. 1084, 1092-95 (1969). The legislative response to Connor is found in CAL. CiV. CODE

§ 3434 (West 1970).
435 On a state's power to apply its own law, generally referred to as "legislative jurisdic-

tion," see D. HARRIS, CASES & MATERIALS ON INTERNATIONAL LAW 235 (1973); F. MANN,
The Doctrine ofJurisdiction in International Law, in STUDIES IN INTERNATIONAL LAW 15-110
(1973); R. WEINTRAUB, COMMENTARY ON THE CONFLICT OF LAW 378-95 (1971); RESTATE-

MENT (SECOND) OF CONFLICT OF LAWS § 9 (1971); Reese, Legislativcjurirdiction, 78 CoLUM.
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law systems such as Germany and Austria, in personam judicial jurisdic-
tion may rest on ownership of property situated within the forum
state.436 The relevance of property ownership to jurisdiction generally
arises when a state applies its long-arm statute or licenses a foreign cor-
poration to transact intrastate business.43 7 Amenability to long-arm ju-
risdiction generally depends on such factors as the regularity of soliciting
or doing business, intrastate activity of agents, or the substantiality of
intrastate revenues. 43 8

The extension of credit normally does not require registration even
if the lender or installment seller accepts local notes or mortgages.439

Lessors may be required, however, to register before commencing busi-
ness. In Massachusetts, for example, a foreign corporation is subject to
registration if it "owns or leases real estate or tangible personal property
[within the Commonwealth of Massachusetts] without having such a
usual place of business [in the Commonwealth of Massachusetts]

")440

As a practical matter, qualification or registration may depend less
on the transaction's characterization than on the activity ancillary
thereto. For example, the foreign corporation may repair and maintain
the leased property. In Rochester Capital Leasing Corp. v. Schilling, I a
New York lessor purchased vending machines from an independent
dealer for subsequent lease in Tennessee. In upholding the lessor's right
to sue in Tennessee on one of the leases, the court analogized the lease to

L. REv. 1587 (1978). On judicial jurisdiction, see generally F. MANN,suipra, at 131-62 (classi-
fying judicial jurisdiction within "enforcement jurisdiction"); J. MARTIN, CONFLICT OF LAWS
471-607 (1978); RFSTATEMENT (SECOND) OF CONFLICT OF LAWS §§ 24-79 (1971).

436 See genera y H. STEINER & D. VAGTS, TRANSNATIONAL LEGAL PROBLEMS 753-55 (2d

ed. 1975); De Vries & Lowenfeld, Jurisdiction in Personal Actions-A Comparison of Civil Law
Views, 44 IowA L. REV. 306, 330 (1959); Nadelmann,Jurisdictionally Improper Fora in Treaties on

Recognition ofJudgments:. The Common Market Draft, 67 COLUM. L. REv. 995, 1006-11 (1967).
Steiner & Vagts have translated the German statute (ZPO § 23) as follows: "For complaints
asserting pecuniary claims against a person who has no domicile within the country, the court
of the district within which this person has property. . . has jurisdiction." H. STEINER & D.
VAGTS, supra, at 754.

The basis for jurisdiction was publicized beyond the circle of comparativist lawyers by a
1968 press report that an Austrian paternity suit was pending against Jean-Claude Killy, the
famous French skier, with jurisdiction based on underwear that had been left in an Austrian
hotel. Siegel, Pack Up Your Troubles--Careully, N.Y.L.J. (1968).

437 Penalties for failure to qualify include fines and denial of recourse to the courts to
enforce contracts. See, e.g., ABA-ALI MODEL Bus. CORP. ACT § 124 (1979) (fines); MD.
CORP. & Ass'Ns CODE ANN. § 7-301 (1975) (denial of recourse to courts); MAss. ANN. LAWS
ch. 181, §§ 4, 7, 9 (Michie/Law. Co-op 1977) (fines).

438 See, e.g., N.Y. CIv. PRAc. LAW § 302(a) (McKinney Supp. 1980).
439 ABA-ALI MODEL Bus. CORP. ACT § 106(g) (1979) provides that "creating as...

lender, or acquiring, indebtedness or mortgages or other security interests in real or personal
property" will not constitute doing business so as to require qualification.

440 MASS. ANN. LAWS ch. 181, § 3 (Michie/Law. Co-op 1977).
441 223 Tenn. 478, 448 S.W.2d 64 (1969).
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the holding of a "promissory note of a Tennessee citizen payable to a
non-resident payee.' 44 2 Jurisdiction has been denied, however, in cases
in which lessors service leased equipment. 443

6. Accounting Standards44

A corporation must account to its shareholders and creditors for the
property in its custody. To protect its credit rating, however, an equip-
ment user may desire "off balance sheet" financing. Because a large
debt/equity ratio reduces the company's ability to obtain additional
financing, it may wish to avoid reporting a long-term obligation in-
curred by the purchase of an asset.445 The equipment manufacturer, in
contrast, may want to record the transaction as a sale, thus reporting the
sale proceeds as revenue for the year in which the sale occurs.

The conflicting interests of manufacturers and users has resulted in
some transactions being recorded as a sale by the lessor and as a lease by

the lessee.44 6 This lack of symmetry has created the accounting phe-
nomenon of disappearance of assets. The Securities and Exchange
Commission, aware that investors rely on debt/equity ratios, has moved
to curtail this practice. 447

Statement Number Thirteen of the Financial Accounting Stan-
dards Board sets forth current American accounting practice as it relates
to lease characterization. 448 FASB No. 13 attempts to provide users of
financial statements with information to make judgments about the

442 Id. at 484, 448 S.W.2d at 66.
443 Cases in which service obligations result in a finding of unlawfully "doing business"

include Houston Canning Co. v. Virginia Can, 211 Ala. 232, 100 So. 104 (1924) (installation
and service of canning machines), and State v. Robertson, 221 Mo. 475, 196 S.W. 1132 (1917)
(intrastate lease of 300 linotype machines during 10 year period plus installation, inspection
and repair services).
444 As this Article goes to print, the Financial Accounting Standards Board has proposed

rules to deal with "tax leases" entered into within the safe harbor of the Economic Recovery
Tax Act of 1981. See Financial Accounting Standards Board, Accounting for the Sale or
Purchase of Tax Benefits Through Tax Leases (Exposure Draft, Oct. 29, 1981).
445 For a summary of the significance of solvency ratios, see J. Cox, FINANCIAL INFOR-

MATION ACCOUNTING AND THE LAW 606-29 (1980). See also Nelson, Capitalizing Leases-The
Efect on Financial Ratios, 116 J. OF ACCOUNTANCY 49 (1963).

446 See FINANCIAL ACCOUNTING STANDARDS BOARD, STATEMENT OF FINANCIAL Ac-

COUNTING STANDARDS No. 13, 60 (Nov. 1976) [hereinafter cited as FASB No. 131.
447 Ro, The Disclosure of Capitalized Lease Information and Stock Prices, 16 J. OF ACCOUNTING

RESEARCH 315 (1978) (discussing the Securities and Exchange Commission, ASR No. 147
(Oct. 5, 1973) entitled "Notice of Adoption of Amendments To Regulation S-X Requiring
Improved Disclosure of Leases").

448 The Securities and Exchange Commission has applied the principles of FASB No. 13

to the majority of SEC registrations and reports. See 17 C.F.R. § 210.4-08() (1981). SEC
Regulation S-X defines a finance lease as one covering at least 75% of the useful life of the
equipment, or "assuring the lessor a full recovery of the [property's] fair market value...
subject only to limited risk in the realization of the residual interest in the property and the
credit risk generally associated with several loans."
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equipment user, manufacturer, and financier. It defines a "capital
lease" as any lease arrangement that is the equivalent of a credit sale or
a loan 449 and in which there has been a "transfer of substantially all the
benefits and risks of ownership. ' 450 The accountant's concept of owner-
ship is based on the right to use an asset. Thus, a lessee that has all of
the use of an asset should report the asset as such on its balance sheet.45'
When the consideration given for this right is an irrevocable obligation,
as in the case of a noncancelable lease, the lessee should report its obliga-
tion as a long-term liability.

A lease will be considered a capital lease if (1) title to the equip-
ment passes by the end of the lease term; (2) the lease contains a bar-
gain purchase option; (3) the lease term equals at least 75% of the
equipment's useful life; or (4) the present value of rentals452 equals at
least 90% of the property's fair market value.453 The time ratio (lease
term divided by useful life) may be manipulated by lessee renewal op-
tions at fair market value.454 Therefore, the cost ratio (rentals to equip-
ment value) is often the determinative test. For lessors, two additional
criteria must be met for capital lease treatment: The collectability of
the rentals must be "reasonably predictable," and there must be no "im-
portant uncertainties" such as a guarantee of the equipment's perform-
ance in the lessor's costs. 455

The present value of rentals is determined through calculations
that assume some rate of interest. Lessors must use the implicit rate
built into lease payments, whereas lessees normally must use an incre-
mental interest rate equal to that at which they could borrow funds in
the open market.456 The use of different interest rates by lessors and
lessees for present value calculations thus may result in asymmetrical
lease accounting.4 57

449 For a history of the accounting profession's struggle with the treatment of leases, see
Coogan, supra note 41, at 968-71.

450 FASB No. 13, supra note 446, 1 61. The circularity of this reasoning results from the
Statement's use of the concept "ownership"--the very term it tries -to define.

451 There are, of course, some things that fall outside this rule. Light and air, for exam-

ple, are not capitalized.
452 Rentals are discounted at an interest rate equal to that which would have been paid

on funds borrowed to purchase the asset, or the rate "implicit" in the lease, whichever is
lower. FASB No. 13, supra note 446, 1 10. A useful explanation of the concept of "present
value" is given in A. ALCHIAN & W. ALLEN, UNIVERsrry EcONOMICS 205-09 (2d ed. 1967),
an excerpt of which is included in M. CHIRELSTEIN, FEDERAL INCOME TAXATION 331-36 (2d
ed. 1979).

453 FASB No. 13, supra note 446, 1 7.
454 Id. 1 5(f) does not include fair market renewals in lease term unless the lessor has an

option to force renewal (t'e., a "put'.
455 Id. 1 8.
456 Id. 11 7, 8. If the lessee knows the lessor's implicit rate, and it is lower than the mar-

ket borrowing rate, then the implicit rate is used.
457 To illustrate, assume a computer is leased for five years at $100 per month. The
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Lessors report capital leases as either "sales-type," which arise from
a manufacturer's or dealer's product marketing, or "direct finance,"
which result from the lessor's extension of credit to a third party for the
purchase of an asset.458 A sales-type lease gives rise to sales profit plus
finance income.459 A direct finance lease gives the lessor interest income
but not sales proceeds. 460 In an operating lease, the lessor recognizes
rental payments as current income and depreciates the leased
equipment.

46
1

Lessees, however, do not distinguish between sales-type and direct
finance leases. If the lease is a capital lease, the lessee depreciates the
asset.462 If the lease is an operating lease, the lessee takes normal rental
deductions.

463

D. A Proposalfor Symmetrical Lease Characterization

Similar characterization of similar transactions is desirable both to

manufacturer's cost is $4,000, residual value is $1,000, and the estimated useful life is eight
years. The implicit interest rate is 12.4% per year, based on the price of $5,000, at which the
manufacturer would sell the computer outright for cash. The lessee would have paid annual
interest of 11% if he had borrowed funds in order to purchase the asset.

The lease clearly passes the first three tests: (1) title is not transferred; (2) there are no
bargain options; and (3) the lease term is only 63% of the computer's useful life. The critical
factor is the discounted present value of the lease payments. In determining the present value
of the rentals, the lessee uses the 11% interest rate at which it would borrow similar funds to
purchase the equipment outright, while the lessor uses the 12.4% rate implicit in the contract.
Thus, thje lessee will have a higher present value of rentals than will the lessor. The lower the
interest rate, the more likelihood of capitalization. A lower rate will raise present discounted
value of future payments, thus increasing the ratio of present value of rentals to the equip-
ment value. E.g., receipt of $100 at the end of 10 years will today be worth $74 if a 3%
interest rate is assumed, but only $56 assuming a 6% rate. The present value of the sixty $100
rentals calculated at an 11% rate is $4,600, which is greater than 90% of the equipment value,
and the lessee will capitalize the lease.

The lessor, however, will treat the transaction as an operating lease. The present value of
the rentals at the implied rate of 12.4% is only $4,459, which is less than 90% of the equip-
ment's fair market value. Ninety percent of $5,000-the fair market value of equipment-is
$4,500, which is less than the present value of the rentals, $4,600.

Both lessor and lessee will record the lease, and the number of equipment owners will
increase in a way reminiscent of the gospel multiplication of the loaves and fish.

458 FASB No. 13, supra note 446, 1 17, 18. Lessor accounting may differ for "nonre-

course" leveraged leases, in which part of the equipment cost is provided by a long-term
creditor whose loan is secured by the equipment rather than personal liability of the lessor.
For "direct finance leases," in which the lessor is not a manufacturer or dealer, the lessor must
report income in phases termed "primary earnings"--rental receipts, investment tax credits,
and residual value-and "earnings from reinvestment'--the income sheltered from tax in
early years because of leverage depreciation deductions. The lessor recognizes the sheltered
income during the later years when depreciation deductions are unavailable. Id. 43.

459 Id. 117.
460 Id. 18.
461 Id. 19.
462 Id. 11.
463 Id. 15.
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avoid trade distortion and to further horizontal taxpayer equity.464 The
American accounting profession's characterization standards seem best
suited for adoption as a uniform characterization rule. They comport
with the goal of measuring enrichment properly and are based on the
premise that use of an asset for most of its useful life is the essence of
ownership. The supplier's retention of a substantial residual value,
equal to 25% of the asset's useful life, is an appropriate test of ownership
for tax purposes.465

One aspect of the accounting rule may be inappropriate for tax
purposes in that it denies lessor status to a financier who recoups most of
the equipment's cost over the lease term. If the lessor obtains a
favorable bargain, the equipment may have a substantial residual value
even after its cost has been recovered and may be available for lease to
another user. There is no reason why the transaction should not be
treated as a lease for tax purposes if the equipment still has substantial
value at the end of the lease term.466

Adoption of a modified version of the accounting standards in in-
ternational tax treaties would further trade neutrality as well as the ac-
curate measurement of income. To this end, the Treasury and OECD
should encourage adoption of the accountants' standards in income tax
treaties for all provisions, including withholding rates and source of in-
come, that involve lease characterization.

Tax treaties should recognize three methods to obtain use of an
asset: (1) the true lease, which gives rise to rents; (2) the installment
sale, which gives rise to sales proceeds and interest; and (3) the loan,
which gives rise to interest. A user would be characterized as either
lessee or purchaser; a supplier would be characterized as either lessor,
seller, or financier. Tax treaties could define rentals associated with reg-
ular marketing activity or services as industrial and commercial profits,
or otherwise explicitly subject them to a special withholding rate. If a
state is willing to accept a withholding tax exemption on equipment
rentals but not on industrial royalties for patents and trademarks, a sep-
arate treaty provision for equipment rentals would provide the necessary
flexibility.

Paradoxically, free election to assign depreciation and investment
credits might also help to remove the current disparity of tax treatment
between economically similar transactions cast in different legal forms.
The equipment supplier, user, and any secured financier who provides
credit for acquisition of the property could then assign depreciation de-

464 For a case in which disparate statutory interpretations were justified, see discussion of
Don Williams in text accompanying notes 351-56 supra.

465 See text accompanying note 452 supra.

466 See text accompanying notes 474-75 inra.
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ductions among themselves. 467 Bargaining for benefits would to some
extent replace forcing transactions into molds to comply with leasing
definitions. Assignment of tax benefits would not increase total deduc-
tions and credits available; it would merely make them more effec-
tive.468 A domestic manufacturer, for example, might find the
accelerated depreciation useful while a foreign user with no United
States trade or business would not.

A free right of election to transfer investment incentives for new
equipment financing does not contravene the goal of furthering symmet-
rical lease characterization, provided the requirements for electing own-
er status are also harmonized. The tax incidents of ownership would be
put to maximum use by the party that could best absorb the credits and
deductions. If all rules were uniform, however, the tax benefits of own-
ership would be available to only one of the parties.

A uniform lease characterization standard will not ensure complete
neutrality, because differences in the generosity of a nation's tax incen-
tives still will generate some tax-induced trade distortion.469 Neverthe-
less, the supply and financing of capital equipment among trading
partners would not be distorted by the excess burdens otherwise im-
posed by asymmetrical characterization. A convergence of rules impos-
ing a degree of accounting symmetry will reduce, albeit not eliminate,
the trade distortion created by divergent characterization standards.

Non-tax legal disciplines, recognizing the chameleon-like quality of
ownership when property interests are atomized among different per-
sons, distinguish temporary use from more permanent economic domin-
ion.4 70 The accounting characterization standard comports with this

467 Because money is fungible, one must trace loaned funds to these specific uses, similar
to the tracing required by other provisions of the tax law, see, e.g., I.R.C. § 265.

468 Those opposed to using the tax system to achieve social policies other than the mea-
surement of net enrichment may oppose the shift in tax benefits. See Bittker, ,4 "Comprehensive
Tax Base"as a Goal o(Income Tax Reform, 80 HARV. L. REv. 925 (1967); Surrey, Tax Incentives as
a Device for Implementing Government Poli: A Comparison With Direct Government Erpenditures, 83
HAuv. L. REV. 705 (1970). Allocation of tax benefits would aggravate the horizontal ineq-
uity that exists because of the incentives. Two financiers would be treated differently because
one provided a loan for acquisition of a machine tool and the other for education expenses.

469 For example, the British lessor with a "first year allowance" may still have an advan-
tage over a lessor from a country that permits only straight-line depreciation and grants no
investment credits.

470 Ancient Roman law used the term dominium to describe the absolute property right in
an object; the inferior interest constituted by monitary ownership was an equity interest given
by the Praetor, separating dominium and practical enjoyment. Similarly, in the feudal system
one person held the immediate enjoyment of land for life, while future enjoyment was held by
another. Easements, equitable servitudes, and trust law are modem day manifestations of a
similar atomization of rights between "legal" and "equitable-beneficial" owners. See generalo
C. NoYEs, THE INSTITUTION OF PROPERTY (1936); Baldwin, Concept ofProperjyfrom ajurispru-
dential Viewpoint, 23 GA. B.J. 171 (1961); East, The Property Concept, 6 LOYOLA L. REv. 33
(1951); Epstein, Possession as the Root of Tie, 13 GA. L. REv. 1221 (1979); Fellman, The Euro-
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concept of economic ownership.47' The elements of economic owner-
ship include both possession 472 (although the lessor has expressly relin-
quished possession for a period) and control (although a lessor does not
control leased property any more than a shareholder necessarily controls
a company whose stock he owns) .4 7 3 More important, however, eco-
nomic ownership is associated with the risks and rewards of fluctuation
in market value. Property is a bundle of rights used at different times in
different ways. When all rights are transferred to another for a limited
time, the original holder still may expect the return of a portion of the
rights. 474 Asking who bears the risk and reward associated with fluctua-
tions in residual value is a convenient way of determining whether the
original owner has a realistic expectation of a return of something
substantial.

475

Lease characterization standards that focus on the risks and re-
wards of property value fluctuations also comport with the analysis used
to distinguish between partners and creditors and between corporate
debt and equity.476 For example, courts have considered the opportu-

pean Background of Eary American Ideas Concerning Propert, 14 TEMPLE L.Q. 497 (1940); Jones,
Forms of Ownership, 22 TULANE L. REV. 82 (1947); Philbrick, Changing Conceptions of Propery in
Law, 86 U. PA. L. REV. 691 (1938); Turner, Some Reftctions in Ownership in English Law, 19
CANADIAN B. REV. 342, 343 (1941). For a general discussion of ownership in tax law, see
Keesling, Conficting Conceptions of Ownership in Taxation, 44 CALIF. L. REV. 866 (1956).

471 Moreover, tax law already distinguishes between legal and economic ownership of an
income stream in cases where higher bracket tax payers attempt to shift income to lower
bracket family members through trusts, contracts, or partnerships. Seegeneral4y W. ANDREWS,

BASIC FEDERAL INCOME TAXATION 701-67 (2d ed. 1979).
472 See Epstein, supra note 470.
473 On the disassociation between ownership and control in the publicly held corpora-

tion, see E. STEIN, HARMONIZATION OF EUROPEAN COMPANY LAWS 79 (1971).
474 For example, assume A chooses to give B the right to use A's plot of land, Terra, as a

farm for one year. B certainly has the right to physical possession of Terra, as well as the
right to raise crops for B's own financial benefit. A retains extensive rights, however, includ-
ing the right to exploit any subsurface minerals, to sell the land to someone after the lease
expires, or to lease the land to C at the end of B's tenancy. Under such circumstances, B
cannot claim "ownership" of A's land, because A's retained rights outweigh the right of B
during the lease term both in number and economic importance.
475 Some confusion may arise from use of the term "risk." Insurance can guard against

downward fluctuations of residual value, especially those due to equipment obsolescence.
Even if insurance eliminates the risk of loss, however, the owner is the one who benefits from
upward fluctuations, that is, retains the rewards of ownership. Thus, the owner may be said
to have the "risk" that the value will not increase.

On the use of insurance to guard against downward fluctuations in the residual value of
leased equipment, through obsolescence or otherwise, see the story of Lloyd's "J" policy, re-
ported in The Times, Nov. 28, 1978; The Financial Times, Nov. 24, 1978. Lloyd's sustained over
$200 million in losses on computer residuals as a result of technological advancement in the
computer industry.

476 Other tax issues to which "economic ownership" is relevant include the allowance of
losses from commodities transactions and deductions for mineral depletion.

On May 23, 1977, the IRS issued Rev. Rul. 77-185, 1977-1 C.B. 49, advising that a
taxpayer cannot deduct short-term capital loss from a series of transactions in silver futures
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nity to share in gains and the risk of suffering losses as criteria to distin-
guish mere money lenders from partners who are vicariously liable for
each other's obligations in tort and contract.477 Tax law similarly re-
gards the sharing of profits as indicative of partnership.478 The partner's
share of an enterprise's profit is analogous to the lessor's gain from ap-
preciation in equipment's residual value. In both cases, the potential for
reward is the appropriate measure of economic ownership.

The distinction between corporate debt and equity creates a corre-
sponding need to differentiate an owner from a lender. Like the share-
holder, the lessor owns property. The seller and lender, however, are
merely creditors.479 Controlling shareholders may classify their debt as
equity, thus subordinating their claims to those of other creditors.480

Similarly, lease recharacterization may alter priorities among the lessee's
creditors.

The distinction between corporate debt and equity is also signifi-
cant in tax law. Interest payments are deductible for purposes of calcu-
lating corporate income; dividends are not. Factors considered in
classifying corporate instruments as debt or equity include the corpora-

contracts under I.R.C. § 165(a). The aim of the so-called "silver straddles" was to reduce the
tax on unrelated short-term gain. The Ruling assumes that the silvers futures contracts never
resulted in a real economic loss. A straddle usually involves the simultaneous ownership of
contracts to deliver or to take delivery in the same commodity. A "long" contract buys for
future delivery; a "short" contract sells for future delivery. The "spread" between the two
positions limits the taxpayer's risk. In the set of hypothetical facts given in the revenue ruling,
the taxpayer's risk was limited to the "margin" deposit with the brokers, equal to .25% of his
purchases. The balanced position meant that the taxpayer did not close and complete a
transaction, and never took an economic risk. The absence of economic risk indicated that
the taxpayer never owned anything that could give rise to a loss through sale.

I.R.C. § 611 allows a "reasonable allowance for depletion" of mineral deposits. The regu-
lations limit the deduction to the "owner of an economic interest" in minerals. Treas. Reg.
§ 1.611-1(b) (1960). The Supreme Court recently affirmed a court of claims decision granting

a lessee the right to take depletion allowances for mineral rights, despite the lessor's right to
terminate the lease on 30 days' notice. United States v. Swank, 101 S. Ct. 1931 (1981).
477 See generaly Douglas, Vicarious Liability and Administration of Risk II, 38 YALE Lj. 720

(1929).
478 See Haas v. Commissioner, 248 F.2d 487 (2d Cir. 1957) (discussion of profit and loss

sharing), remanded to Tax Court, 18 T.C.M. 401 (CCH 1959) (loss deduction denied to husband
and wife who supplied capital to mill); E.C. Hartman, 17 T.C.M. 1020 (CCH 1958) (partner-
ship in operation of river ferry found from agreement to share profits); Treas. Reg. § 1.76 1-1
(1960). The characterization of business entities is beyond the scope of this Article. For tests
distinguishing between corporations, partnerships, and trusts, see generally Treas. Reg.
§§ 301.7701-2 to 301.7701-4 (1970).

479 The debt/equity analogy may be a treacherous one. The shareholder of the corpora-
tion has sold his money to the company in return for shares, whereas the borrower leases his
money to the company and obtains its return at the end of the loan term. The one who sells
his money, however, ends up owning the corporation.

480 See, e.g., Pepper v. Litton, 308 U.S. 295, 310 (1939); Taylor v. Standard Gas & Elec.
Co., 306 U.S. 307 (1939). It is interesting to note that the court in Taylor assumes that an
owner will stand in line behind other claimants of the corporate assets--an ironic twist given
the priority of the equipment owner over other creditors.

1981]
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tion's leverage ratio, the convertability of the debt into stock, and
whether the instrument is subordinated to or given preference over other
corporate instruments. 48' This last criterion points to a connection be-
tween ownership and risk. Preference over other debt reduces the
holder's risk, whereas subordinated instruments present greater risk.
And, as might be expected, greater risk increases the likelihood that the
instrument will be classified as equity.

CONCLUSION

The twin brothers in Shakespeare's Comedy of Errors were "one so
like the other, [a]s could not be distinguished but by names. '48 2 The
same observation might be made about many finance leases and credit
sales. To prevent the shift of tax benefits and to provide a measure of
horizontal equity among taxpayers, some tax systems have established
rules to ensure that substantially similar methods of asset financing re-
ceive substantially similar tax treatment. But different countries employ
different characterization standards, leading to asymmetrical treatment
of trans-border leases and causing an inefficient and distorted interna-
tional flow of goods and credit.

The trade-distorting effects of divergent national characterization
standards argue for the adoption of a uniform rule for lease characteri-
zation. The uniformity of such a rule may be more important than its
content. An equipment user should not seek financing from a French
rather than a British supplier or financier merely because of tax consid-
erations, such as the impossibility for the latter to grant a purchase op-
tion without losing depreciation deductions. Nor should an equipment
user be induced to seek financing from a British rather than a West
German bank merely because "double dip" depreciation deductions
may be possible in the former case.

The adoption of a uniform rule in bilateral income tax treaties
may achieve harmonization of lease characterization. A modified ver-
sion of the characterization standards embodied in the Financial Ac-
counting Standards Board's Statement No. 13 would be the most
desirable uniform tax rule. The principles of FASB No. 13 provide cer-
tainty, comport with the goal of measuring net enrichment, and are
based on the premise that the right to unrestricted use of an asset for
most of its useful life is the essence of ownership. Lessor status is tested
by the equipment supplier's retention of a reversionary interest of sub-

481 Treas. Reg. §§ 1.166-9, 1.385-1, 1.385-12, 1.482-2 (1980). On the need for

debt/equity characterization standards, see S. REP. No. 91-522, 91st Cong., 1st Sess. 142,
reprinted in [1969] U.S. CODE CONG. & AD. NEws 2169.

482 Comedy of Errors, I.i.51-52. Cf. "That which we call a rose by any other name would
smell as sweet." Romeo andJuliet, II.ii. 43-44.
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stantial residual value, equal to at least 25% of the asset's useful life.4 83

National provisions for the assignment of the tax incidents of own-
ership also should be uniform. Free transferability of investment incen-
tives does not mean they should be available twice. The requirements
for assignment should be harmonized by income tax treaties so that only
one party may elect owner status. A free contractual allocation of the
tax incidents of ownership in itself would reduce the importance of di-
vergent characterization standards, because less energy would be de-
voted to trying to squeeze finance transactions into the desired mold.

The concept of ownership has evolved to meet historical exigencies,
and it has changed to accommodate the new commercial significance of
the finance lease. The tax characterization of international leasing
transactions should be in line with these financial trends.

483 The test that requires that the present value of the rentals not exceed 90% of the

asset's fair market value is inappropriate for tax characterization. See text accompanying
note 466 ufpra.
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General Notes

(1) Taxed as royalties if not effectively connected with a permanent establishment.

Rates refer to "industrial and scientific" equipment royalties unless otherwise stat-
ed. ("Literary and cultural royalties" and "movie royalties" are not included.)

(2) Business income is fully taxed or exempt depending on whether it is effectively con-
nected with a permanent establishment.

Notes on Particular Treaties

Austria The exemptions in Articles 7 and 8(1) are only available if the charge is "in
an amount not exceeding fair and reasonable consideration."

Belgium Interest on "commercial credit" is exempt.

Brazil Article 14 only applies to "so much of the royalty as represents a fair and
reasonable consideration." Interest is subject to the withholding limitation of
15% only if the recipient is a bank or financial institution or the debt arose
from a sale of property. Otherwise, interest may be taxed by both con-
tracting parties.

Canada Article I 1 applies to income other than earned income and dividends. Article
(in force) 2 specifically excludes from industrial and commercial profits income in the

form of "rentals and royalties."

Canada Article 11 exempts from withholding interest beneficially owned by a seller in
(not yet in connection with the sale on credit of any equipment.
force)

Cyprus Interest is exempt if the recipient is a bank or financial institution or the debt
arose from a sale of property.

France Interest paid on bank loans is exempt under Article 10(9).

Greece Interest is exempt to the extent that it does not exceed 9%.

Ireland The exemption for interest taxed by the other contracting party is not avail-
able if the corporate payee controls more than 50% of the voting power of the
corporate payor. Article 9 limits U.S. taxation of real estate rental income to
15% if paid to an Irish resident in whose hands it is taxed. Rental income
derived in Ireland and paid to a U.S. resident in whose hands it is taxed is
exempt. Interest exempt only if taxed by U.S.

Israel Interest withheld at 10% if paid to a financial institution.

Japan Article 14 applies to ships or aircraft rentals if the lessor is not engaged in
operation in international traffic.

Korea Article 4 applies to ships or aircraft rentals if the lessor is not engaged in
operation in international traffic.

Philippines "Interest on deferred payment sales" specifically included in Article 12.

Trinidad &
Tobago Interest must be "fair and reasonable."

U.S.S.R. Interest is not exempt if derived from general banking business.


