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The American Jobs Creation Act of 2004 (the 
“Act”) implements several changes to rules appli-
cable to leasing transactions, particularly with 
respect to the lease of property to tax exempt and 
foreign lessees.  

Loss Deferral in Tax-Exempt Leases

Generally, property leased to a tax-exempt entity 
is not eligible for accelerated depreciation, but 
is depreciable on a straight line basis over the 
property’s class life, or if longer over 125% of the 
lease term.  The Act further restricts the benefits 
of depreciation available in connection with a 
lease of property to a tax-exempt entity through 
new Section 470 of the Internal Revenue Code of 
1986, as amended.  Lessors will now be required 
to defer certain “tax-exempt use losses” derived in 
connection with a lease to a tax-exempt entity.  In 
computing the amount of the tax-exempt use loss, 
the aggregate deductions for (i) items other than 
interest that are “directly allocable” and (ii) inter-
est that is “properly allocable” to tax-exempt use 
property will be limited to the aggregate income 
from the property.  

The aggregate deductions with respect to a lease 
of tax-exempt property include depreciation or 
amortization deductions, maintenance expense, 
taxes and the cost of acquiring an interest in or 
lease of property.  Interest is “properly allocable” 
to a lease of tax-exempt property when the pro-
ceeds of a borrowing (including a borrowing by 
a related party) are used to acquire an interest 
in the property, whether or not the borrowing is 
secured by the leased property or any other prop-
erty.  Any deferred deductions will carry forward 
into succeeding years.  Unused deductions are 
generally allowed in full upon disposition of the 
lessor’s entire interest in the property by reference 
to existing passive activity loss limitation rules.  
Tax-exempt use property is defined by reference 
to Section 168(h); however, the Act expands the 
definition of tax-exempt use property to also 
include Section 197 intangibles and computer 
software leased to tax-exempt lessees.  

Notwithstanding the general loss deferral rule, a 
tax-exempt use loss incurred by a taxpayer will 
not be deferred under Section 470 if the lease sat-
isfies four tests with respect to: (i) credit enhance-
ment; (ii) the lessor’s equity investment; (iii) the 
lessee’s risk of loss, and (iv) purchase options.  A 
lease for five years or less is required to satisfy 
only the credit enhancement requirement.

To meet the credit enhancement requirement, the 
lease must not provide for a defeasance arrange-
ment, a deposit arrangement, a Section 467 loan 
by the lessee to the lessor or any lender, a cash 
collateralized letter of credit, a payment undertak-
ing arrangement, a payment constituting prepaid 
rent under Section 467, a sinking fund arrange-
ment, a guaranteed investment contract, financial 
guaranty insurance or any other similar arrange-
ment that secures more than 20% of the lessor’s 
adjusted basis in the property at the beginning 
of the lease.  The Treasury can permit a higher 
percentage (up to 50%) if it determines that such 
amount is necessary because of the creditworthi-
ness of the lessee.  When an option to purchase is 
involved, the applicable percentage is further lim-
ited to one-half of the option exercise price.  

Notwithstanding the permissible amount of credit 
enhancement described above, a lease arrange-
ment will fail the credit enhancement test if any 
of the following forms of credit support are 
provided:  (i) a loan (other than a Section 467 
loan) from the tax-exempt lessee to the lessor or 
a lender involved in the transaction; (ii) a deposit 
received, letter of credit issued, or a payment 
undertaking agreement entered into by a lender 
otherwise involved in the transaction or (iii) any 
credit support made available to the lessor by a 
lender otherwise involved in the transaction in 
which such lender does not have a claim that is 
senior to the lessor.

The substantial equity investment requirement is 
two-fold.  The first requirement is that the les-
sor must have an unconditional at-risk equity 
investment of at least 20% of its adjusted basis 
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at the inception and throughout the entire term 
of the lease.  In addition, the reasonably expected 
fair market value of the property (reduced to the 
extent that a party other than the lessor bears the 
risk of loss) at the end of the lease term must be 
at least 20% of the initial adjusted basis.

The lessee cannot bear either (a) any portion of 
a loss that would occur if the fair market value 
of the property when the lease is terminated was 
25% below the expected fair market value at such 
time or (b) more than 50% of the loss that would 
occur if the fair market value of the property 
was zero at the time of lease termination.  The 
Treasury is authorized to provide exceptions to 
these two requirements of the safe harbor by regu-
lations.  

For property with a class life of more than seven 
(7) years (other than fixed-wing aircraft and ves-
sels), any purchase options must be at fair market 
value.  

The Act applies to leases entered into on or after 
March 12, 2004, and certain modifications of 
existing leases that constitute a new lease.  

Placed in Service Rules for Bonus Depreciation 
for Property Subject to Syndication

The Working Families Tax Relief Act of 2004 
modified the bonus depreciation rules to provide 
that when property is originally placed in service 
by a person, then sold to a taxpayer and leased 
back to such person by the taxpayer within three 
months of the date on which the property was 
originally placed in service, the property is treated 
as having been originally placed in service at the 
time when the property is first used under the 
leaseback.  A new provision in the Act applies 
when multiple units of property are subject to 
the same lease.  In those cases, all property under 
such a lease would qualify as placed in service on 
the date of sale so long as the time at which the 
last unit is placed in service is not more than 12 
months after the time at which the first unit is 
placed in service.  

This provision applies for property sold after June 
4, 2004.

Service Contracts
 
Prior to the enactment of the Act, some leases to 
tax exempt entities provided for the lessee to enter 
into a service contract at the end of the term of a 
lease to a tax-exempt entity.  The service contract 
was structured so as not to be included in the 
lease term, so the cost recovery period did not 
extend beyond the lease term.  The Act provides 
that the term of a lease will include the term of 
any service contract or similar arrangement (i) 
which is part of the transaction or series of trans-

actions which includes the lease and (ii) which is 
with respect to either the property subject to the 
lease or substantially similar property.  

This provision applies to leases entered into on or 
after March 12, 2004, and certain modifications 
of existing leases that constitute a new lease.  

Lease Term for Qualified Technological Equipment

Certain qualified technological equipment, which 
includes (i) computers (except those ancillary to 
other equipment and those used for amusement 
or entertainment of the user); (ii) related periph-
eral equipment; (iii) high technology telephone 
station equipment installed on the customer’s 
premises and (iv) high-technology medical equip-
ment, is not considered “tax-exempt use prop-
erty” if leased for a term of five years or less.  For 
purposes of qualified technological equipment, 
existing law includes in the lease term all legally 
enforceable renewal options.  The Act provides 
that a renewal or renewals at fair market value 
for an aggregate period of up to 24 months are 
disregarded in determining the lease term for such 
qualified technology equipment. 

This provision applies to leases entered into on or 
after March 12, 2004, and certain modifications 
of existing leases that constitute a new lease.  

Exception for Qualified Transportation Property

The Act provides an exception pursuant to which 
the amendments to the leasing rules discussed in 
this Client Alert do not apply to qualified trans-
portation property.  The Act defines qualified 
transportation property as domestic property with 
respect to which a formal application, includ-
ing a description and value of the property, was 
submitted to the FTA between July 1, 2003 and 
March 12, 2004, provided that the application is 
approved by December 31, 2004.

New Treatment of Aircraft Leasing Income

Rents derived from leasing an aircraft or vessel in 
foreign commerce may generate foreign personal 
holding company income if rents are not derived 
in an active trade or business.  Foreign personal 
holding company income constitutes Subpart F 
income and is included in the income of a U.S. 
shareholder on a current basis whether or not it 
is distributed as a dividend in the year in which 
it is earned.  Regulations previously issued by 
the Treasury provided a safe harbor pursuant to 
which such rents would be excluded from foreign 
personal holding company income if active leasing 
expenses comprised at least 25% of the profit on 
the lease.  The Act creates a more lenient statu-
tory safe harbor, under which rents are treated as 
derived from an active trade or business if active 
leasing expenses constitute at least 10% of the 
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profit on the lease.  Although the Act provides the 
new statutory safe harbor, the Act does not pro-
hibit the lessor from otherwise establishing that 
it actively carries on a trade or business.  A lessor 
can use factors such as performance of active and 
substantial marketing, remarketing, management 
and operational functions to establish an active 
trade or business.  

This provision is effective for taxable years of for-
eign corporations beginning after December 31, 

2004 and to taxable years of United States share-
holders with or within which such taxable years 
of foreign corporations end. 
 
If you have any questions regarding this alert, or 
tax law in general, please contact Andrew Short, at 
(212) 318-6018 or andrewshort@paulhastings.com, 
or any other member of Paul Hastings’ Tax Law 
Department.
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