OxcLaHomMmA COoPERATIVE EXTENSION SErviICce AGEC-940

’ :
OKLAHOMNMA

UNMNIVERSITY
A

‘

Tax Aspects of Leasing

Mike L. Hardin

Former Associate Professor, Extension Tax Specialist

l. Lease or Purchase

Every year taxpayers face the problem of determining
whether payments are for rent or for the purchase of property.
The issue is whether the transaction is a valid tax lease or a
conditional sales contract.

Whether the agreement is a conditional sales contract
depends upon the intent of the parties. Intent is based upon
all of the facts and circumstances existing at the time the
agreement is made.

Determining Intent

Generally, an agreement will be considered a conditional
sales contract rather than a lease if any of the following is true
(these factors are based on a lack of “economic substance”
for a lease to exist):

1. The agreement applies part of each payment toward an
equity interest the “lessee” will receive.

2. The “lessee” gets title to the property upon the payment
of a stated amount required under the contract.

3. The amount the “lessee” pays to use the property for a
short period of time is a large part of the amount that
would have to be paid to get title to the property.

4. The “lessee” pays much more than the current fair rental
value of the property.

5. The “lessee” has the option to purchase the property at
a nominal price compared to the value of the property at
the time the purchase option is exercised.

6. The “lessee” has the option to buy the property at a nom-
inal price compared to the total amount the “lessee” has
to pay under the lease.

7. The lease designates some part of the payments as
interest, or part of the payments are easy to recognize
as interest.

Example 1. Facts: Fred Smith is a farmer who needs
to acquire a building in which to store his equipment. Fred
has determined that there are two options available to him.
He could have the building built by a local contractor or enter
into a contract with a leasing company that would have the
building built for him and lease the building from that company.
After a review of both options, Fred has decided to enter into
the leasing contract. The lease that Fred signs contains the
following terms and conditions:
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* Fred gives the leasing company rights of access to the
property.

* TheleaseisforsevenyearsbeginningNovember 1,2014,
and ending October 31, 2021. The lease payments are
even amounts of $4,800, payable on November 1 of each
year.

¢ Fred is required to pay all real estate taxes, insurance,
and repairs on the building.

e Atthe end of the lease term, the lease may be renewed
for additional periods of one year, each at a rental equiva-
lent to the fair rental value of the building at that time; the
building may be purchased for the fair market value; or the
lease is terminated and lessor maintains the ownership
of the building.

Answer: Fred may treatthisas atrue taxlease.The transaction
described above meets the lease requirements. In addition,
Fred does not have a bargain purchase option, Fred did not
furnish any cost of the building to the leasing company, and he
did not lend any of the funds necessary to acquire the building
totheleasing company (or guarantee the debt). Because there
is an option to purchase at fair market value, the transaction
is classified as a lease for tax purposes.

Il. Self-Employment Tax Consequences

In a valid lease situation, the question arises as to the
applicability of self-employment taxes to the lessor on the
net profits from the lease payments. Self-employment tax will
result if the leasing of personal property is a trade or business
of the taxpayer. On the other hand, rental of real estate and
personal property leased with real estate is not subject to
self-employment tax unless the individual is considered a
real estate dealer.

Net earnings from self-employment. The term “net earn-
ings from self-employment” means the gross income derived
by an individual from any trade or business carried on by such
individual, less the deductions allowed that are attributable to
the trade or business. The rental from real estate and personal
property leased with real estate is not self-employmentincome
except:

1. Rentals received in the course of a trade or business as

a real estate dealer.
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2. Share rentals received by an owner or tenant of land
producing agricultural or horticultural commodities where
there is material participation.

Two definitional issues are important. One is the defi-
nition of a “trade or business.” This is significant in that self-
employment taxes result only from net income from a “trade
or business” carried on by an individual.

Many references to the definition of a “trade or business”
rely onthe language of one case, Groetzingerv.Commissioner,
87-1 USTC §9191 (1987). In that case, the Supreme
Court stated thatin orderto be engagedin atrade or business,
the taxpayer must be involved in the activity with continuity and
regularity and the taxpayer’s primary purpose for engaging in
the activity must be for income or profit.

The second definitional issue is the definition of a “real
estate dealer.” The regulations provide that an individual who
is engaged in the business of selling real estate to customers
with the intentions of making a profit from such sales is a
dealer. On the other hand, an individual who merely holds
real estate for investment or speculation and receives rentals
from the property is not considered a real estate dealer. The
regulations also provide than anindividual who is a real estate
dealer may hold property(s) for investment or speculation,
and with respect to these properties, that individual is not
considered a real estate dealer.

Self-Employment Tax Issue—Example 2

* Ace rents his equipment to Tom under a net lease that
requires Tom to keep the machinery in good repair, pur-
chase insurance on the machinery, and pay the personal
property taxes on the machinery.

Ace provides no personal services with regard to the
lease of the property.
Where should Ace report his rental income?

e The only issue for Ace is whether or not there is a trade
or business.

e |fthere is a trade or business, his level of participation is
not an issue. He must report his income and expenses
on Schedule C or C-EZ (Form 1040) and the net income
is subject to the self-employment tax.

e If there is no trade or business, his income is not subject
to the self-employment tax and Ace should report his
income less expenses on Form 1040, line 21.

e The instructions for Schedule E (Form 1040) state that
all income and expenses from a trade or business of
renting personal property is reported on Schedule C or
C-EZ (Form 1040) unless the personal property is leased
with real estate.

e Withsome exceptions, §1402(c) states thatthe termtrade
orbusiness has the same meaning for purposes of §1402
as it has for purposes of §162. Therefore, whether or not
Ace has a trade or business is determined by looking at
the rulings and cases under §162.

e Thereisnoauthority on pointfor Ace’s facts. In Stevenson
v. Commissioner, 57 TCM 1032 (1989), the court held
thatincome from rental of portable advertising signs was
subject to self-employment tax.

* However, unlike Ace, the taxpayer in Stevenson was per-
sonally involved in renting and maintaining the personal

property.

¢ Therefore, Ace could argue that Stevenson is not binding
precedent because he is not personally involved in the
activity.

e Similarly, Ace could argue that he is not active in the
management or leasing of his equipment and, therefore,
is not subject to the self-employment tax.

However, there are several cases the IRS can cite to
support an argument that the taxpayer’s personal activity is
not an issue in determining whether or not there is a trade or
business.

e For example, in Campbell v. Commissioner, 5 T.C. 272
(1945), the taxpayer inherited his father’s personal resi-
dence. The taxpayer tried to rent the residence through
an agent, but no renters were found. Upon sale of the
residence at a loss, the taxpayer was allowed to treat the
house as being used in a trade or business.

* Similarly, in Lagreide v. Commissioner, 23 T.C. 508 (1954),
the taxpayer’s income from renting a single piece of
property was treated as income from a trade or business.

* See also Rev. Rul 58-267, 1958-1 C.B. 327 (incompetent
who was unable to conduct his own business was held
liable for self-employmenttax onincome he received from
a trade or business carried on by his guardian).

Conclusion. The IRS is likely to argue that income is
subject to the self-employment tax and that Ace must report
the rental income on Schedule C or C-EZ (Form 1040). The
cases cited by the IRS relate to real estate rental facts. The
cases dealing with working interests in oil and gas are also
favorable to IRS.

Observation. If Ace leased his machinery with real
estate, the machinery rental could be included in the real
estate exception of §1402(a)(1) and, therefore, he would
not be subject to self-employment tax. Alternatively, if Ace
formed a corporation or limited liability company to own and
rent the machinery, he could reduce the likelihood that the
rental income would be subject to self-employment tax.

lll. Renting Assets to a Farming Entity
after Mizell

It is common for people in a partnership to individually
own some of the assets used in the partnership business and
rent that asset (or assets) to the partnership.

Example 3-A.Lee Adams owns a25% interestinafarming
partnership with his three sons. During 2014, he leased 750
acres of farmland to the partnership on a 50/50 crop share
basis. The lease is silent on the issue of Lee’s participation
in the farming activity as a lessor.

The partnership agreement requires each partner to
devote his full time and attention to the partnership business.
Lee made management decisions and contributed physical
labor to the farming operation.

These facts raise the question of whether or not Lee’s
rental income is subject to self-employment tax.

Applicable Law

To understand the role of material participation in the
self-employment tax, the self-employment tax rules must be
summarized.
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I.R.C.§§1401(a) and 1402(a) impose the self-employment
tax on the net income from a taxpayer’s trade or business or
from a partnership in which the taxpayer is a member.

I.R.C. §1402(a)(1) excludes rentals received from real
estate and from personal property leased with real estate
from the self-employment tax with two exception:

1. Rentals received in the course of a trade or business as

a real estate dealer.

2. Income derived by the owner of land if:
a. The land is used under an arrangement that pro-

vides:

i. that another individual will produce agricultural or
horticultural commodities on the land

ii. the owner of the land will materially participate in
the production of the agricultural or horticultural
commodities

b. There is (actually) material participation by the owner

of the land with respect to the agricultural or horticul-
tural commodity.

Note the following important points about the above rules.

1. Material participation is an issue only with respect to real
estate used in farming.

2. For rent from land used in farming to be subject to the
self-employment tax, there must be both an arrangement
providing for the owner’s material participation and there
must be actual material participation.

Arrangement

In the above partnership example, was there an arrange-
ment providing for the owner’s material participation?

In Mizell v. Commission, T.C. Memo 1995-571 (Nov. 29,
1995) the taxpayer argued that since the lease was silent on
the issue of the landowner’s participation in the farming activity,
there was no “arrangement” for purposes of I.R.C.

a)(1)(A).

The Commissioner argues that “arrangement” should
be construed to take into account the entire understanding
between the landowner and the operator of the farming activ-
ity. Since the partnership agreement required the landowner
to materially participate, the Commissioner argued that the
“arrangement” requirement was met.

The Court agreed with the Commissioner and held that
the landowner and his sons understood and contemplated that
petitioner was to “engage to a material degree in the physical
work related to the production of agricultural commodities.”

Therefore, based on the Mizell case, it is likely that there
is an arrangement providing for Lee’s material participation
in the farming activity.

Material Participation

Was there material participation?

Lee clearly materially participated in the farming activity,
since he made management decisions and contributed phys-
ical labor to the farm operation. In the Mizell case, the parties
stipulated that the taxpayer materially participated in the farm
business, so this issue was not contested.

Lee could argue that his role as a landowner and his role
as a partner should be separated, and that as a landowner he
did not materially participate in the farming activity. However,
the tests for material participation for purposes of the self-em-
ployment tax as set out in IRS Publication 225, Farmer’s Tax
Guide, do not mention any separation of the taxpayer’s role
as an owner and his or her role as a partner.

Conclusion. It may be difficult for Lee or others in his
situation to avoid the conclusion that he materially participated
in the farming activity.

Application to Cash Leases

The Mizell case dealt with a crop share lease, not a cash
lease. However, the IRS may attempt to apply Mizell to owners
of land rented on a cash basis to a partnership in which the
owner is a materially participating partner.

Query: Will the IRS attempt to apply the Mizell case
reasoning to similar rental arrangements between individuals
and closely held family corporations for which they are also
employees?

Answer: Probably, but this is a horse of a different breed
andthere are other distinctions. Expectthisissue to be litigated.
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The Cooperative Extension Service isthe largest,
most successful informal educational organization
in the world. It is a nationwide system funded and
guided by a partnership of federal, state, and local
governments that delivers information to help people
help themselves through the land-grant university
system.

Extension carries out programs in the broad
categories of agriculture, natural resources and en-
vironment; family and consumer sciences; 4-H and
other youth; and community resource development.
Extension staff members live and work among the
people they serve to help stimulate and educate
Americansto planahead and cope with their problems.
Some characteristics of the Cooperative Extension
system are:

e The federal, state, and local governments  co-
operatively share in its financial support and
program direction.

¢ |tis administered by the land-grant university as
designated by the state legislature through an
Extension director.

e Extension programs are nonpolitical, objective,
and research-based information.

It provides practical, problem-oriented education
for people of all ages. It is designated to take
the knowledge of the university to those persons
who do not or cannot participate in the formal
classroom instruction of the university.

It utilizes research from university, government,
and other sources to help people make their own
decisions.

More than a million volunteers help multiply the
impact of the Extension professional staff.

It dispenses no funds to the public.

It is not a regulatory agency, but it does inform
people of regulations and of their options in
meeting them.

Local programs are developed and carried out in
full recognition of national problems and goals.

The Extension staff educates people through
personal contacts, meetings, demonstrations,
and the mass media.

Extension has the built-in flexibility to adjust its
programs and subject matter to meet new needs.
Activities shift from year to year as citizen groups
and Extension workers close to the problems
advise changes.
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