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August 25, 1986

Dear

Your letters of June 4 and June 10, 1586, addressed to

Mr. Gary Jugum, have been referred to me for a response, You
requested on behalf of your clients, =~ © . and

., a ruling on Sales and Use Tax Law as it

applies to the following factual situation:

i cea s . , a California corporation, 77T
Fas -f?. will purchase passenger vehicles from
independent venders and, relying on its resale
certificate, will pay no sales tax, Soonrrriay will
lease the vehicles to = i for a rental rate
which will be establiahed in an arm's length
negotiation. 7 -, will pav tax mea sured by
the amount of 1t Iease payments. G norr will
then sublease the vehicles to its cus omers who will

not pay a sales or use tax."”

The facts, as they pertain toQ ; et are the

game, except that the °® - b which is a wholly
owned subsidiary of [ will purchase pagsenger
vehicles ex-tax and then lease the vehicles to ' e

L Gt

will sublease the vehicles to its customers who will

not pay use tax.



You requested from the staff of the Board the
following three rulings:

*1. The rental of the leased vehicles to customers of
jo 375 Wt oy, T S " ) shall be treated as
angible personal property leased in substantially the
game form as acquired; or alternatively

*2. The rental of the leased vehicles to customers of
v 7 e ) shall be treated as
tangible personal property leased in substantially the
same form as acquired; and

———
*3. The customers of ’ : )

(sublessees) shall not be réﬁuiréd to ﬁE?"a use or
sales tax on vehicles on which ~ i [ . - : “'i.
s BT Bblessor) has already paid a use tax.

The legal staff of the Board of Equalization is unable
to make a "ruling® which will bind the members of the Board.
The following analysis is an “"opinion™ of the legal staff which
the members of the Board may take into consideration as a basis
for overturning any future tax assessments which might be made

upon ihe leasing tianaacti?ns discussed 2§:ein (Revenuﬁ(agd ?aﬁ>
Taxation Code Section 6596). r99€ 17 k9 a (AN .
" ?f q‘iﬁhﬂ)ﬂ7 ?"'/(,/l’f'/7/wﬁ ('ﬂ’l’f M//)an/ v}r
Analysis a (v, /t""’""/ e ¥ nofar afflY s Ao et
‘ wg$! N o ”“r? ss) T £ /?Igr/»#
The leasing of tangil/le personal property Qithi the to 4
State of California constitutes both a “sale" and a "puyrchase”, /h#;»adgA
unless otherwise exempted (Revenue and Taxation Code Sections 5355 M

6006 and 6010). Regulation 1660, which interprets Revenue and alrage ;54
raxation Code Sections 6006 and 6080, provides that the general 52/
measure of tax is a use tax on the use of the tangible perscnal "g/f//z,,a
property by the lessee (Reg. 1660 (c)(1)). The lessor has the [ﬂﬁﬂbé%v

burden of collecting the use tax and remitting the tax to the dfy %
ctate (Rev. & Tax. Code §§6203 and 6457). % ’ &
: - ; e

Excluded from -the definitions of both "sale® and e >
*purchase" are leases of tangible personal property, leased 1in A%%,‘
substanti&lly the same form as acquired, as to which the lessor “u,
has paid sales tax reimbursement or use tax measured by the e, Yy
purchase price (Rev. & Tax. Code §66006(g) (5) and 6010(e)(5)). 4 ‘zvfé



S

Sales and Use Tax Regulation 1660 (c)(5) provides that
*tax does not apply to receipts from subleases of tangible
personal property...if the tax 1is paid on rental receipts
derived under the prime lease, or any prior sublease.” Under
the factual scenario you have presented, both and
will pay uge tax on rental receipts derived from the
prime leqee,

However, literal compliance with statutes or
regulations is not necessarily sufficient for exemption. 1In
Commissioner v. Court Holding Co., 324 U.S. 331, a corporation
desired to sell its assets to a third party. 1In order to aveid
federal income tax on the sale, the corporation first
transferred the assets to its shareholders in the form of a
*liquidating dividend®, and the shareholders then sold the
asgets to the third party. The .United States Bupreme Court
concluded that the corporation and not the shareholders had in
fact sold the assetsg, citing the following reasons:

s,

¥ _.the incidence of taxation depends upon the

substance of a transaction. The tax consequences

which arise from gains from a sale of property are not
finally to be determined solely by the means employed
to transfer legal title. Rather, the transaction must
he viewed as a whole, and each step, from the
commencement of negotiations to the consummation of
the sale, is relevant. A sale by one person cannot be
+ransformed for tax purposes into a sale by another by
using the latter as a conduit through which to pass
title. To permit the true nature of the transaction
to be disguised by mere formalisms, which exist solely
to alter tax liabilities, would seriously impair the
erfective administration of the tax policies of

Congress.” (324 U.S. at 334.]

Along the same lines, Sales and Use Tax Annotation
330.2800 [8/14/69] provides:

"oy evagion occurs when taxpayer, a corporation and
the manufacturer of mechanical equipment, gsells the
equipment at cost to the sole owner of the corporation
who pays sales tax on the equipment and leases it back
to the corporation ex-tax. The corporation then rents
the equipment without collecting a use tax. Although
such a transaction might be proper if there was true
separation of the identities of the parties, the sale



and leaseback transaction is not at arm's length and
the sale at cost, rather than at fair market value,
indicates an attempt to evade the use tax the
manufacturer would be required to collect if he rented
the equipment himself."

The California Supreme Court has indicated that the
policy of the Sales and Use Tax Law is to ensure that property.
i "texed at its highest value." (Kaiser Steel Corp. v. State
Board of Egqualization, 24 Cal, 34 188 at 19B.) We interpret
this policy as requiring that property be taxed at a fair
retail price. By "fair retail price®, ve mean a price which is
calculated not only to return the wholesale cost of the
property to the seller, but also at least to cover the seller's
ordinary and necessary business expenses from the transaction.

We recognize, of course, that business exigencies
often necessitate sales at reduced prices. Examples include
distress sales where a seller is going out of business, and
cases where property has been damaged or becomes obgolete. W
do not mean to imply that a fair retail price could or should /'’
be required in such situations. We are addressing only '
situations where property is sold or leased between related .
entitiees in transactions which are not at arm's length. h;{(!h;
* ¥
arl

lf"’), f,r

In order for the rental receipts received under the Tﬁ

subleage to be excluded from the imposition of sales or use Jer {(9
tax, pursuant to Regulation 1660 (c)(5), the primary lease ufuwﬂyﬂﬂ Vif
between a related lessor and lessee must be as though the (ofe &'ér&""‘(

parties are operating at arm's length, and the rental receipts Il K
received by the lessor must be at a fair retail price. In pyﬂﬁ% o8

other words, the rental receipts received by the prime lessor aT% (.+
must not only cover the cost of purchasing the vehicles, but gﬁ W asp”
also the cost of the business administration of the prime ‘kﬂ(fh ‘th
legsor. When rental receipts received on the prime lease fall 4ﬁ“+0
below this standard, then the transaction between the prime qud

lessor and lessee will be treated as a tax avoidance scheme andﬂd“ H154{7
tax will be measured by the rental receipts received on the ;0!“” 'F;¢

sublease.
x 44 e w'h’ﬂ:p

In response to the specific rulings that you tiy sl volda'f
requested, we find as follows: [1« {Y(hﬁ7f

1, 2 & 3. The sublease of tangible personal property
leased in substantially the same form as acqguired by the lessor ??
will only be excluded from tax measured by rental receipts from 4/{%;



the sublease if the lessor either has paid tax or tax
reimbursement measured by the purchase price or has reported
tax based on a fair retail price pursuant to the prime lease.

again.
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If you have any further questions, please contact us

S8incerely,
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"Teresa Armstrong
Legal Counsel

Mr. Les Sorensen
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