Freesen v. Commissioner, 84 T. C. 920; 1985 U. S. Tax Ct. LEXIS 79; 84 T. C.
No. 60 (1985)

Joint venture agreements may be treated as leases for tax purposes if the lessor
does not have sufficient control over the venture and does not bear a significant risk
of loss.

Summary

Freesen Equipment Co. , a subchapter S corporation, entered into joint venture
agreements with Freesen, Inc. , to provide heavy construction equipment for topsoil
removal activities at mine sites. The IRS challenged the taxpayers’ claims for
investment tax credits and accelerated depreciation deductions, arguing that the
agreements constituted leases under sections 46(e)(3) and 57(a)(3) of the Internal
Revenue Code. The Tax Court held that the agreements were leases because
Freesen Equipment Co. lacked control over the venture and did not bear a
significant risk of loss. Consequently, the taxpayers were not entitled to the claimed
tax benefits as the agreements did not meet the statutory requirements for
noncorporate lessors.

Facts

Freesen Equipment Co. , a Nevada subchapter S corporation, was formed by the
shareholders of Freesen, Inc. , to provide heavy construction equipment for topsoil
removal contracts that Freesen, Inc. , had with Peabody Coal Co. Freesen
Equipment Co. purchased the necessary equipment and entered into joint venture
agreements with Freesen, Inc. , to perform the contracts. Under the agreements,
Freesen Equipment Co. was responsible for providing and maintaining the
equipment, while Freesen, Inc. , managed the operations and received payments
from Peabody. Freesen Equipment Co. received monthly advances for equipment
usage and expenses, with profits shared according to a specified formula. The
taxpayers claimed investment tax credits and accelerated depreciation deductions
based on the equipment purchases.

Procedural History

The Commissioner of Internal Revenue issued notices of deficiency to the taxpayers,
disallowing the claimed investment tax credits and treating the accelerated
depreciation as a tax preference item. The taxpayers petitioned the Tax Court, which
held a trial on the matter. The Tax Court ultimately ruled in favor of the
Commissioner, finding that the joint venture agreements constituted leases for tax
purposes.

Issue(s)

1. Whether the heavy construction equipment purchased and owned by Freesen
Equipment Co. was subject to a lease for the purposes of section 46(e)(3) of the
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Internal Revenue Code.

2. Assuming the equipment was subject to a lease under section 46(e)(3), whether
the transactions satisfied the noncorporate lessor provisions of section 46(e)(3).

3. Whether the heavy construction equipment was subject to a lease for the
purposes of section 57(a)(3) of the Internal Revenue Code.

Holding

1. Yes, because Freesen Equipment Co. did not have sufficient control over the
venture or bear a significant risk of loss, the agreements were treated as leases
under section 46(e)(3).

2. No, because the transactions did not satisfy the noncorporate lessor provisions of
section 46(e)(3), as Freesen Equipment Co. ‘s section 162 expenses were
reimbursed and did not exceed 15% of the rental income.

3. Yes, because the equipment was subject to a lease under section 57(a)(3), the
accelerated depreciation deductions were treated as tax preference items.

Court’s Reasoning

The Tax Court applied the control and risk of loss tests from cases like Amerco v.
Commissioner and Meagher v. Commissioner to determine that the joint venture
agreements were leases. The court found that Freesen Equipment Co. did not have
control over the venture as a whole, as Freesen, Inc. , was designated as the
sponsoring joint venturer and managed the operations. Freesen Equipment Co. ‘s
role was limited to equipment maintenance and did not extend to the overall
management of the topsoil removal activities. Additionally, Freesen Equipment Co.
did not bear a significant risk of loss, as it received monthly advances that insulated
it from the financial risks typically associated with a business venture. The court
also noted that the lack of a “best efforts” clause and the absence of control over
funds further supported the lease characterization. Regarding the noncorporate
lessor provisions, the court determined that Freesen Equipment Co. ‘s section 162
expenses were reimbursed and did not exceed 15% of the rental income, thus failing
to meet the requirements of section 46(e)(3)(B). Finally, the court held that the
equipment was subject to a lease under section 57(a)(3), resulting in the accelerated
depreciation being treated as a tax preference item.

Practical Implications

This decision impacts how joint venture agreements are analyzed for tax purposes,
particularly in the context of equipment leasing. Taxpayers must ensure that they
have sufficient control over the venture and bear a significant risk of loss to avoid
having such agreements treated as leases. The case highlights the importance of
structuring transactions to meet the requirements of sections 46(e)(3) and 57(a)(3) if
seeking to claim investment tax credits and accelerated depreciation. Legal
practitioners should carefully review the terms of joint venture agreements to assess
whether they might be construed as leases, especially when dealing with closely
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held corporations. The decision also underscores the need for clear definitions of
“lease” in the tax code, as the absence of such definitions can lead to disputes over
the characterization of agreements. Subsequent cases have referenced Freesen in
discussions of lease versus joint venture characterizations, emphasizing the need for
careful drafting and structuring of such agreements to achieve desired tax
treatment.
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