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On December 22, 2017, President Trump signed the 2017 Tax Act (the “Act”)1 into law, 
making sweeping changes to US tax law. Among the changes is the limitation of like-kind 
exchange (“LKE”) to only real property. Captive finance companies routinely applied the 
LKE regime for vehicle leasing, which is no longer permitted as a result of this legislation. 
Learn about the challenges and opportunities that auto finance companies may face in 
2018 as a result of this legislation.
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Start with the basics: what is like-kind exchange? 
Introduced to American tax law in 1921, LKE has been a long-
established part of federal tax law for nearly 100 years. The 
premise of the law is simple—as stated in Section 1031: “No gain 
or loss shall be recognized on the exchange of real property held 
for productive use in a trade or business or for investment if such 
real property is exchanged solely for real property of like kind…”. 
Although the initial intent of the code was to allow farmers to 
trade between property, livestock, and equipment, by 2013 it was 
estimated that $3B in annual tax savings were realized by American 
companies including real estate developers, art collectors, and 
major corporations2. By 2015, the annual tax savings had grown to 
a government-estimated $5B3.

Historically, auto finance companies adopted LKE programs to 
defer taxable income by treating a newly originated leased vehicle 
as an exchange for a recently terminated one. Under LKE, taxable 
income as a result of the sale of the terminated lease vehicle would 
not become a current tax liability, rather it would be deferred into 
the basis of the newly acquired vehicle.

1 An Act to provide for reconciliation pursuant to titles II and V of the concurrent resolution on the budget for fiscal year 2018.
2   “Major Companies Push the Limits of a Tax Break,” New York Times, Jan. 6, 2013. https://www.nytimes.com/2013/01/07/business/economy/companies-exploit-tax-break-for-

asset-exchanges-trial-evidence-shows.html.
3  “Tax Expenditures: Compendium of Background Material on Individual Provisions,” Committee on the Budget, United States Senate, Dec. 2012. https://www.gpo.gov/fdsys/

pkg/CPRT-112SPRT77698/pdf/CPRT-112SPRT77698.pdf.

LKEs are going away, but they aren’t quite dead yet
Under the Act, open LKEs as of December 31, 2017, are 
permitted to be completed based on each transaction’s 180-day 
replacement period. This means that leases that terminated 
and underlying assets sold as of December 31, 2017, were still 
able to be exchanged with a newly originated lease up until June 
29, 2018. This window provides an opportunity for auto finance 
companies to realize the benefits of like-kind exchange before the 
opportunity closes. 

Emphasize compliance
In the same way that people stand for the last out of a baseball 
game, seasoned tax specialists anticipate the IRS to pursue LKE 
with a heightened level of scrutiny in upcoming audit cycles. After 
all, this may be the final at-bat for the IRS on LKE; lost tax revenue 
during these final audit cycles may be lost permanently. 

Based on the expected scrutiny from the IRS, we believe that auto 
finance companies should place heightened importance on their 
tax compliance within their LKE program. 



Call to action
With the recent changes to the tax code, and the current 2017 
tax compliance process well underway, now is a logical time to 
continue to evaluate the impact of tax reform, with a particular 
focus on LKE compliance. In addition, consider alternative business 
models and tax planning considerations that will reduce additional 
taxable income. Deloitte Tax LLP professionals are experienced 
and can help analyze the following areas:

1. Assess the current program to test the reporting accuracy and 
compliance of current LKE transactions.

2.  Educate and prepare for the future model of booking 
transactions, which could involve systems and technology 
adjustments, as well as tax considerations like depreciation 
and corresponding asset-basis tracking.

3.  Evaluate overall business projections and consider whether 
or not additional tax planning should be based on the overall 
income position.

This compliance focus includes a two-pronged approach:

1. Data and technology: For the existing LKE program, having 
the appropriate data integrity is essential to tracking LKEs at 
the transactional level. Is there an ability to trace and support 
each of the historical basis adjustments? Can the unadjusted 
basis be supported?  

2. Tax code adherence: From a technical perspective, do the 
underlying assets and conditions of the exchange meet 
the requirements of LKE? This leg will typically require 
coordination with the Qualified Intermediary (QI)4, in order to 
understand the documentation provided by the QI to support 
compliance with the LKE rules. Historically, QIs have been key 
counterparties in LKE transactions, serving as the counterparty 
for captives in LKE transactions.

Tax accounting going forward
In the absence of LKE, it is important to reconsider depreciation 
for capital assets, such as leased vehicles. Compounding the issue, 
the elimination of LKE is not the only change with tax reform. For 
example, bonus depreciation is not permitted for entities with 
floorplan interest expense, and limitations on net interest expense5 
may adversely impact captive finance companies, depending on 
the tax profile of the consolidated group. Having complete, reliable 
data and the ability to appropriately analyze it is a foundation for 
captives to adopt an appropriate tax strategy in light of the recent 
regulatory changes.

4  The tax rules allow for the use of an independent third party to avoid the difficulties associated with direct swaps in order to comply with the LKE rules. QIs are 
permitted to sell the taxpayer’s property, collect the funds from that sale, and then use those funds to acquire a replacement property for the taxpayer.

5  Net interest expense is limited to 30 percent of Adjusted Taxable Income (“ATI”), which is generally taxable income excluding depreciation and amortization for tax 
years 2018-2021, and taxable income including depreciation and amortization for tax years 2022 and beyond.

This alert contains general information only and Deloitte is not, by means of this alert, rendering accounting, business, financial, investment, legal, tax, or other professional 
advice or services. This alert is not a substitute for such professional advice or services, nor should it be used as a basis for any decision or action that may affect your business. 
Before making any decision or taking any action that may affect your business, you should consult a qualified professional adviser. Deloitte shall not be responsible for any loss 
sustained by any person who relies on this alert.

Deloitte shall not be responsible for any loss sustained by any person who relies on this publication.

About Deloitte 
Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, aUK private company limited by guarantee (“DTTL”), its network of member firms, and their related entities. 
DTTL and each of its member firms are legally separate and independent entities. DTTL (also referred to as “Deloitte Global”) does not provide services to clients. In the United 
States, Deloitte refers to one or more of the US member firms of DTTL, their related entities that operate using the “Deloitte” name in the United States and their respective 
affiliates. Certain services may not be available to attest clients under the rules and regulations of public accounting. Please see www.deloitte.com/about to learn more about 
our global network of member firms.

Copyright © 2018 Deloitte Development LLC. All rights reserved.

Contacts

Steve Chapman
US Captive Finance Tax Leader
Partner
Deloitte Tax LLP
+1 212 436 2339
stevechapman@deloitte.com

Andre Salz
US Captive Finance Leader 
Partner
Deloitte & Touche LLP
+1 212 436 4545
asalz@deloitte.comd

Greg Nicholson
Data Analytics
Manager
Deloitte & Touche LLP
+1 313 324 1368 
gnicholson@deloitte.com


