Leslie Leasing Co. v. Commissioner, 80 T. C. 411 (1983)

Commercial leases with terminal rental adjustment clauses are treated as true
leases for tax purposes, while consumer leases under similar terms are considered
conditional sales.

Summary

Leslie Leasing Company claimed investment tax credits for vehicles leased to
commercial and consumer clients. The IRS disallowed these credits, asserting that
the leases were conditional sales. The U. S. Tax Court ruled that commercial leases,
protected under the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), were
true leases, entitling Leslie to the credits. However, consumer leases were deemed
conditional sales, following precedent from the Ninth Circuit in Swift Dodge v.
Commissioner, and thus ineligible for the credits. This decision underscores the
importance of distinguishing between commercial and consumer leases based on the
allocation of risks and benefits of ownership.

Facts

Leslie Leasing Company engaged in vehicle leasing, with 85% of its business from
commercial clients and 15% from consumers. The company used both closed-end
and open-end leases, the latter including terminal rental adjustment clauses (TRAC)
that adjusted the final rental payment based on the vehicle’s market value at lease
end. Leslie claimed investment tax credits for vehicles leased in 1975 and 1976,
which the IRS disallowed, arguing that the leases were conditional sales. Leslie
financed its vehicles through recourse loans and retained title to them, while lessees
were responsible for maintenance, insurance, and taxes.

Procedural History

The IRS issued a notice of deficiency for Leslie’s 1975 and 1976 tax years,
disallowing claimed investment credits. Leslie appealed to the U. S. Tax Court,
where the case was initially heard by Judge Cynthia Holcomb Hall and reassigned to
Judge Perry Shields. The court had to decide whether Leslie’s leases were true
leases or conditional sales under the applicable tax laws and regulations.

Issue(s)

1. Whether Leslie’s commercial, open-end leases with TRAC clauses were qualified
motor vehicle agreements under section 210 of TEFRA, thus entitling Leslie to
investment tax credits.

2. Whether Leslie’s consumer, open-end leases with TRAC clauses were conditional
sales contracts, thereby disallowing investment tax credits.

Holding
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1. Yes, because Leslie’s commercial leases met the criteria of qualified motor vehicle
agreements under TEFRA, including being entered into before any law or regulation
denying lease treatment due to TRAC clauses, and Leslie being personally liable for
financing the vehicles.

2. No, because Leslie’s consumer leases were deemed conditional sales under the
precedent set by the Ninth Circuit in Swift Dodge v. Commissioner, which found
similar leases to be conditional sales based on the allocation of ownership risks and
benefits.

Court’s Reasoning

The court analyzed the distinction between commercial and consumer leases, guided
by TEFRA for commercial leases and Ninth Circuit precedent for consumer leases.
For commercial leases, the court found that they qualified as motor vehicle
agreements under TEFRA due to Leslie’s personal liability for vehicle financing and
the absence of laws or regulations at the time that would deny lease treatment due
to TRAC clauses. The court cited the legislative history of TEFRA, which aimed to
prevent retroactive denial of lease treatment for business leases with TRAC clauses.
For consumer leases, the court followed the Ninth Circuit’s decision in Swift Dodge
v. Commissioner, which examined the allocation of ownership risks and benefits.
The court noted that consumer lessees bore risks similar to those of buyers in
conditional sales, such as depreciation, maintenance, and insurance, while Leslie’s
only risk was the lessee’s default. The court emphasized that the Ninth Circuit’s
analysis in Swift Dodge, focusing on the economic substance of the transaction,
controlled the outcome for consumer leases.

Practical Implications

This decision clarifies the tax treatment of leases with TRAC clauses, distinguishing
between commercial and consumer leases. For businesses engaging in vehicle
leasing, it underscores the importance of structuring commercial leases to meet
TEFRA'’s criteria to secure investment tax credits. For consumer leases, the decision
reinforces the need to carefully assess the allocation of ownership risks and benefits
to avoid classification as conditional sales. This ruling has implications for tax
planning in the leasing industry, particularly in how companies structure their lease
agreements to optimize tax benefits. Subsequent cases have continued to grapple
with these distinctions, often citing Leslie Leasing and Swift Dodge as key
precedents in determining the tax treatment of leases.
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