BEFORE THE TAX COMMISSION OF THE STATE OF IDAHO

In the Matter of the Protest of
DOCKET NOS. 22797 & 22798
[Redacted],

Petitioners. DECISION

N N N N N N N

[Redacted], a n S c orporation w holly o wned b y [Redacted], protestt he N otices o f
Deficiency Det ermination ( NODD) issue d by the sta ffof the Idaho State Tax Commi  ssion
(Commission) date d Ja nuary 20, 2010. The Not  ice of Defi ciency Det ermination issued to
[Redacted] asserted no liability since the adjustments flow through to the shareholders. The NODD
issued to [ Redacted] asserted a dditional liability for Id aho income tax and in terest in the total
amounts of $1,625 and $4,328 for 2006 and 2008, respectively.

The sole contested issue is whether the petiti oners are entitled to an investment tax credit
(ITC) on a [Redacted] w as rented from May 20 07 to D ecember 2007 and then purchased,t he
petitioners are not entitled to the ITC.

FINDINGS OF FACT
[Redacted] 2. On June 22,2007, an employee of [Redacted] signed a document entitled
“EQUIPMENT RENTAL AGREEMENT".” It reflected, in part, the following provisions:
a. Monthly rental payments in the amount of $10,500.
b. The rental term was to begin on May 29, 2007, with no ending date for the rental.

b. Provision for [Redacted] to elect to purchase the [Redacted].

! The petitioners stated that they were not aware of this document until it was produced pursuant to a summons
issued to [Redacted].
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c. “Construction: This is an agreement for rental only. Noth ing herein will be

construed as conveying to Lessee any right, title or interest in or to the Equipment,

except as a lessee.”

d. “Guaranteed Rental — Ret urn of Equi pment: Provided t he guaranteed rental set

forth on the rever se side is or has been paid, Les see may return the Equipme nt and

terminate the rental term hereunder on three days [sic] notice to Lessor.”

3. On Nove mber 14,2007, [Redacted] prepared a “Rental Conversi on” statement . It
reflected the rental payments through October 16, 2007, noting that the November 16, 2007, invoice
had not been paid. It noted “Convert. Amt. At the End of Rental Period.”

4. A “[Redacted]” was signed by [Redacted ] on Dec ember 24, 2007 . Thi s docume nt
reflected a purchase price of $273 ,000 with rent applie d in the amount of $45,213.45 and sal es tax
in the amount of $13,721.18 for a net purchase price of $242,407.73.

5. On December 28, 2007, [ Redacted]. filed a Financing Statement identifying, in part, the
[Redacted] system which had been installed on the [Redacted]. It appears that this was the first
time that a Financing Statement had been filed by a creditor with regard to [Redacted] system.

6. [ Redacted] issued a “Rental I nvoice” to [Redacted]. On each of these invoi ces for
rental, sales tax was imposed.

7. [Redacted] deducted the rental payments as “lease expense” on its 2007 income tax
return.

8. [Redacted] did not depreciate the [Redacted] on its 2007 income tax return. It first
depreciated the [Redacted] on its 2008 income tax return.

9. [Redacted] claimed the Idaho investment tax credit with regard to the [Redacted]on its

2008 Idaho income tax return.
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DISCUSSION
The Commission finds that the auditor’s position should be affirmed.
Idaho Code § 63-3029B provides for a credit for certain capital investments. It stated
(2007), in pertinent part:

Income tax credit fo r capital investment. (1) At the election of the taxpayer
there shall be allowed, s ubject to th e applicable limitations provided herein as a
credit against the incom e tax im posed by chapter 30, title 63, Idaho Code, an
amount equal to the sum of:

(a) The tax credit carryovers; and

(b) The tax credit for the taxable year.
(2) The maximum allowable amount of the credit for the current taxable year
shall be three percent (3 %) of the amount of qualifie d investments made during
the taxable year.
3) As used in this section “qualified investm  ent” m eans ce rtain property
which:
(a) (1) Is eligible for the federal investment tax credit, as defined in sections 46(c)
and 48 of t he Internal Revenue Code s ubject to the lim itations prov ided f or
certain regulated com panies in section 46(f) of the Internal Revenue Code and is
not a motor vehicle under eight thousand (8,000) pounds gross weight;

% % %

(11)  Only for the purposes of subsect  ions (3 )(a) and (8) of this sec tion,
references to sections o f the “Internal Revenue Code” mean the sections referred
to as they existed in the Internal Re  venue Code of 1986 prior to Novem ber 5,
1990.

Internal Revenue Code § 48(b) stated (1990), in part:

New section 38 property. For purposes of this subpart —
(1) In general. The term “new section 38 property” means section 38
property the original use of which commences with the taxpayer.

Internal Revenue Code § 48 (c) stated (1990), in part:

Used section 38 property.

(1) In general. Fo rpurposes of this subpart, the term “used section 38 proper ty”
means section 38 property acquired by pur chase after December 31 1961. whi ch is
not ne w sec tion 38 pr operty. Property shall not be tr eated as “use d section 38
property” if, after its acquisition by the ta xpayer, it is used by a pers on who us ed
such propert y be fore such acquisiti on (or be a person who bears a r elationship
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described in section 179( d)(2)(A) or (B) to a person who used such property before

such acquisition). (Underlining added.)

The auditor’s position is that the original “user” was the implement dealer or [Redacted] as
the lessor of an asset leased to [Redacted]. Therefore, the original use was by the lessor, and when
the [ Redacted], the y had pre viously use d the ma chinery, therefore IRC § 48(c)(1) pr ecluded the
property from qualifying as “used section 38 prop erty” and, t herefore, it does not quali fy for t he
Idaho investment tax credit. The information in the file indicates that the [Redacted] “[Redacted]”
for the petitioners on or about May 28, 2007 . There fore, the specific question t o be resol ved is
whether there was an enforceable contract of sale in place by this date.

The petitioners contend that Administrative Rule 711.04.b is controlling in this matter. It
states:

If a taxpayer is a lessee in  a conditional sales contract, he is entitled to investment

tax cre dit on any qua lifying propert y subj ect to the contract since thel  esseeis

considered the purchaser of the property.

The petitioners contend that they purchased the [ Redacted] in question through a
conditional sales contract so me time in 2007. They point to th e quote issued by [ Redacted] which
was apparently issued to the petitioners on March 22, 2007, and updated on August 2, 2007.

It is not uncommon for the distinction between a lease and a c onditional sales contract to be
in dispute. The Tax Court addressed such a situation, in part, as follows:

There are numerous cases involving the question of whether a purported lease is to

be recharacterized as a conditional sale. Ma ny different factors have been identified

and reli ed upon inres olving thi s que stion. See Si__monson, Deter mining Tax

Ownership of L eased Property, 38 T ax Lawyer 1 ( 1984). Wit hout underta king

exhaustive analysis of the case law, two cl ear points app ear. First, i f the nomi nal

lessor 'retains significant and genuine attrib utes of traditional lessor status, the for m

of the transaction adopted by the parties governs for tax purposes.' Frank Lyon Co.
v. United S tates, 435 U .S. 561, 584 (1978). H owever, if the benef its, obligations,

2 See letter from [Redacted] dated May 27, 2010.
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and rights of t he put ative | essor are es sentially t hose of a  secured seller, the
substance of the arrangemen t must govern and it willbe  deemed a sale f or tax
purposes. Swi ft Dodge v. Commi ssioner, 692 F. 2d 651 (9t h Cir, 1982), revg. 76
T.C. 547 (1981); [footnote omitted] Smith v. Commissioner, 51 T. C. 429, 438-439
(1968).

In many cases, the divi ding line between a sale and a lease is murky and diffi cult to
discern. In this case, however, the deter mination rests upon the proper construction
of the agr eement between St anislausand J & W by whi ch J & W obtained
possession and use of't he airplane. Many of the risks a nd burdens of ow nership
(insurance, oper ating e xpenses, a nd taxe s) wer e pa ssedt o J & W throught he
purported 'net lease.' Similarly, J & W's purchase 'option' gave it a significant benefit
of owner ship--the right to whate ver value the airplane possessed at the end of the
agreement i n excess of the option price . The option pr ice was the unpaid loan
balance of t he purc hase mone y inde btedness on the air plane incurred by H & H,
Stanislaus' predecessor in interest. That opti on pric e, under anor malloan
amortization, shoul d ha ve be en a pproximately $180,000 at the end of the lea se
period.

Neither t he 'net lea se' nor the 'les see's' purc hase opti on nece ssarily ma ndates t he
conclusion t hat the agreement was r eally a sal e. See Fr_ank Lyon Co. v. United
States, s upra, 435 U.S. at 567; LTV Co _ rp. v. Commi ssioner, 63 T.C. 39, 49- 50
(1974); Nor thwest Acc eptance Cor p. v. Commissioner, 58 T.C. 836, 847- 848
(1972), aftd. per curiam 500 F.2d 1222 (9th C ir. 1974); Lockhart Leasing Co. v.
Commissioner, 54 T.C. 301, 303-304, 314 (1970), affd. sub nom. Lockhart [.ea sing
Co. v. United States, 446 F.2d 269 (10th Cir. 1971).

Aderholt Specialty Company v. Commissioner, T. C. Memo 1985-491.

In support of the petitioners’ position, the record includes a letter from [Redacted] signed by
[Redacted] dated August 2, 2007 stating:

[Redacted]
Also in support of  the petiti oners’ position is a letter to them f rom the president of

[Redacted] dated May 27, 2010, stating:
[Redacted],

[Redacted]
The petitioners have lef tunan swered many questions of si  gnificant interest. If the

equipment wa s pur chased by [ Redacted] by June 2007, where ist he signe d pur chase order or
contract? If the equipment was purchased by Ju ne 2007, why wa s it nec essary for [Redacted] to

update t he quote in August of 2007? If the e quipment wa s pur chased by J une 2007, why di d
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[Redacted] sign a Customer Purchase Order to purchase the equipment on December 24, 2007? If
the equipment was purchased by June 2007, why was the equipment not depreciated on [ Redacted]
2007 income tax return? If the equipment was purchased by J une 2007, why wer e the “r ental”
payments deducted as 1 ease payments since, if the equipment had been purc hased, recovery of the
cost would have been required to have been recovered through depreciation®? If the equipment was
purchased by June 2007, why was the investment tax credit claimed on the petitioners’ 2008 income
tax return rather than on the 2007 return? Ift he equi pment was purchas ed from [ Redacted] on
credit on or be fore June 22, 2007, why di ~ d [Redacted] ( or s ome r elated entity) not f ilea
[Redacted]? Ifthe amounts asserted by [Redacted] was considered by [ Redacted] to be payme nts
of principal and interest on an installment sale, why was sales tax imposed?

These questions and the anticip ated answers lead one to the conclusion that the petitioners
purchased the assets in question either in December of 2007 or in January 2008. No docume nt has
been submitted on which the petiti oners committed to purchase th e - prior to December
2007. Any obligation that the petitioners became obligated for prior to December was apparently a
verbal obligation which would have directly contradicted the written documents.

In summary, the bulk of the contemporary documents point to rental of the equipment until
the purchase in December. Howe  ver, the lett er si gned by [ Redacted] i ndicating a s ale w as
contemporary. So,ofthe  conte mporary docume nts, we ha ve one lette r indicating a sale.
Documents indicating that the property was rented until December include the quote dated August
2,2007,the Equi pment Rent al Agr eement date d June 22, 2007, s ix invoi ces for r ent due to
[Redacted] R entals, and the [Redacted] I nvoice dated Dec ember 28, 2007.  In addition, the tax

returns of the petitioners treated th e matter in a manner consistent with ren ting the property until

3 See Federal Tax Coordinator 2d, L-6209 (RIA 2010), Irby v. Commissioner, 30 T.C. 1166, 1174 (1958), affd. 274
F.2d 208 (5th Cir.1960).
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purchased in Janua ry 2008. The re ntal invoices from [ Redacted] asserting sales ta x on the rent al
amounts also points to rental of the e quipment until purchased in Dece mber. The vast majority of
the information in the file is consistent with the auditor’s position.

It is a long established tenet of ~ tax law that t ax cre dits a nd de duction are matter s of
legislative grace, and the burden is on taxpayers to demonstrate clearly that they are entitled to the

credit claimed on t heir returns. Schumacher v. United States, 9 31 F.2d 650, 652 (10 ™ Cir.1991).

See INDOPCO, Inc. v. Co mmissioner, 503 U.S. 79, 84, 112 S. Ct. 1039, 1042-43, 117 L.Ed.2d 226

(1992).

The burden of proof is on the petitioners to show that they purchased the ma chinery at the
time of their original use or be fore their original use of the machi nery, thereby showing that t hey
were entitled to the cr edit in questi on. The Comm ission finds that the pe titioners have fallen far
short of carrying their burden in this matter.

Wherefore, t he Notices of De ficiency Deter mination date d January 20, 2010, are hereby
APPROVED, AFFIRMED, and MADE FINAL.

IT IS ORDERED and THIS DOES ORDER that the petitioners pay the following tax and

interest (computed to December 31, 2010):

YEAR TAX INTEREST TOTAL

2006 $1,375 $302 $1,677
2008 4,134 354 4.488
TOTAL DUE 6,165

DEMAND for immediate payment of the foregoing amount is hereby made and given.

An explanation of the petitioners’ right to appeal this decision is enclosed.

DATED this day of 2010.
IDAHO STATE TAX COMMISSION
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COMMISSIONER
CERTIFICATE OF SERVICE
I hereby certify that on this day of 2010, a copy of the

within and foregoing DECISION was served by sending the same by United States mail, postage
prepaid, in an envelope addressed to:

[Redacted] Receipt No.

Receipt No.
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