L;a.:e v. conditional sale

The IRS will consider whether a
transaction is a true leasing arrange-
ment rather than a conditional sales
contract on a case-by-case basis. The
general criteria the IRS will use are
contained in Rev. Rul. 55-540, 1955-2
CB 39.7 The usual question centers on
whether the lessee will acquire an equity
interest in the property.

The IRS has generally required ad-
herence to the following conditions be-
fore it will give an advance ruling:

1. If the lease term is under 18 years,
there must be at least a 159, residual
value of the property at the end of the
original lease term.B8

2. If the lease term is over 18 years,
the residual value must equal an amount
which, when discounted at 69, would
equal a value of not less than 5%, of
the original cost.?

3. At the end of the original lease
term, there must be a remaining useful
life equal to the greater of two years
or 109, of the lease term.10

4. If there are renewal options, a
representation would be required that
the rent for the renewal term is to be
at fair rental value.l

5. No more than 85%, of the cost of -

the property can be financed.1?

6. The equipment must belong out-
right to the owner-lessor upon termina-
tion of the lease. An option to purchase
is acceptable if the price is the greater
of the fair market value as of the end

of the original lease term or 109, of
original cost. A fixed nominal sum is
unacceptable.1?

7. At the termination of the lease, it
must not be impossible or impractical
for the lessor to remove the property.14

8. While the designation in the con-
tract as a “lease” or “sale” is not con-
trolling, it will probably be more diffi-
cult to show that the parties intended
a lease where the designation is a *con-
ditional sales contract.”18

9. The accounting treatment of the
transaction on the books of both the
lessor and lessee may influenice the de-
termination of whether the transaction
is a sale or lease.18

10. Where unique property is ac-
quired specifically for the lessée, the
IRS may contend that the property will
have na value to anyone other than the
lessee at the end of the lease term,
forcing the lessor to abandon the prop-
erty to the lessee.

11. The lease contract provides that
the lessor shall have the option at the
end of the lease term to require that
the lessee purchase the leased property
at the higher of a specified percentage
of original cost or fair market value.
The IRS is currently limiting the avail-
ability of this “puy” option tc 109, of
original cost.

The desirability of obtaining an ad-
vance ruling as to the treatment of the
transaction as a lease was demonstrated
in Rev. Rul. 72408, 1972-2 CB 86. The
Ruling illustrated the scope of the ad-
verse tax consequences of a lease which
was subsequently determined to be a
sale.
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