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Taxation on Loan for Use in Business Succession Planning

- Implication from a Court Case

Abstract

In order to ensure smooth business succession, it is useful to transfer assets and businesses in a
planned manner. There may be cases when a complete transfer of assets/businesses would hinder
the utilization of assets and business continuity, and a gradual transfer of assets/businesses is desired.
A loan-for-use agreement is a legal form that can be considered in the early stages of asset/business
succession.

From the tax authority's perspective, a loan-for-use agreement is a form of transferring income
from an asset, which may cause taxation problems such as income splitting and evasion of gift
taxation. Furthermore, as the matter is about business succession planning, inheritance taxes should
be included in overall consideration. Though tax authorities tend to view this as an act of tax
avoidance, the contract words cannot be easily ignored, and it is difficult to tax the lessee
appropriately.

Recently, there was a court case concerning a lease for use of land for a parking lot. Although the
tax authorities' argument was accepted, it was a difficult case with a split decision between the first
instance and the appellate court. In this article, we will discuss this case and support the conclusion
that rental income belongs to the lessor when the lessee is not involved in the business and only
receives rental income (“passive”). If the user-lessee performs an active act (“active”), tax consequence
may recognize as a lease or adopt the theoretical tax consequence that the deemed land rent is taxed
as a gift tax.

As such, there are still unresolved issues regarding lease-for-use contracts, and it is necessary to
recognize a certain level of risk when utilizing such contracts. This case also shows the importance of
having a business purpose in tax planning in general.

The author has been interested in the integrated understanding of income taxation and the
treatment of gratuitous transactions in this context. The study of loan-for-use contracts in business
succession planning, is one such case, and I would like to continue my research on the integrated

understanding of income taxation.

Key words: gradual succession, loan for use agreement, tax planning, tax avoidance
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