substantially higher than those for the priamounts sificient to satisfyX’'s debt ser-
mary term. Nevertheless, the fixed, anvice obligation toBK1). The parties treat
nual payments during the put renewathese amounts as having been paid from
term are projected (as of January 1, 1991he dfiliate to FM, then fromFM to X as
to equal only 90 percent of the fair marketental payments, and finally froid to
value rental amounts for that term. BK1 as debt service payments. In &dd
At the end of the Sublease primaryion, FM pledges the deposit accountdo
term FM has a “fixed- payment option” as security foFM’s obligations under the
to purchase fronX the Headlease residualSublease, whil&, in turn, pledges its in-
(the right to use the property beyond th&erest inFM’s pledge tBK1 as security
Sublease primary term subject to théor X's obligations under the loan from
obligation to make the rent postpayment3K1. Similarly, FM directs the Hiliate of
for a fixed amount that is projected (as o0BK2 to payBK2 annual amounts equal to

Rev. Rul. 99-14 January 1, 1997) to be equal to the faitO percent oFM’s annual rent obligation
market value of the Headlease residual. iinder the Sublease (that is, amounffi-su
ISSUE FM exercises the option, the transaction isient to satisfyX's debt service obligation

terminated at that point andis not re- to BK2). The parties treat these amounts
May a taxpayer deduct, under §8 16%quired to make any portion of the pos as having been paid from théilgate to
and 163 _Of the Intgrnal Revenue. COdE'payment due under the HeadleaseENF FM, then fromFM to X as rental pay-
rent gnd |nt'erest Fja'd or mcurred n Cor,?does not exercise the optiokmay elect ments, and finally fronX to BK2 as debt
rlectlo”n with a lease-in/lease-out’y, (1) use the property itself for the reservice paymentsAlthough this deposit
(LILO") transaction? maining term of the Headlease, (2) leasaccount is not pledged, the parties under-
FACTS the property to another person for the restand thaFM will use the account to pay
maining term of the Headlease, or (3}he remaining 10 percent &8M’s annual
Xis a U.S. corporationFM is a foreign compeé FM to lease the property for therent obligation under the Sublease.
municipality that has historically owned10-year put renewal term of the Sublease. X requires FM to invest $15 million of
and used certain property having a remaif FM does not exercise the fixedypa the Headlease prepayment in highly-rated
ing useful life of 50 years and a fair markeinent option andX exercises its put re- debt securities that will mature in an
value of $100 million. BK1 andBK2 are newal option, X can requireFM to pur- amount séficient to fund the fixed
banks. None of the parties is related. chase a letter of credit guaranteeing th@mount due under the fixed-payment op-
On January 1, 199% and FM entered put renewal rents. FM does not obtain tion, and to pledge these debt securities to
into a LILO transaction under whidiM the letter of creditFM must exercise the X. Having economically defeased both its
leased the property tX under a fixed-payment option. rental obligations under the Sublease and
“Headlease,” andX immediately leased To partially fund the $89 million its fixed payment under the fixedypa
the property back t&M under a “Sub- Headlease prepaymerX, borrows $54 ment option,FM keeps the remaining
lease’ The term of the Headlease is 34nillion from BK1 and $6 million from portion of the Headlease prepayment as
years The “primary” term of the Sub- BK2. Both loans are nonrecourse, havis return on the transaction.
lease is 20 years. Moreavas described fixed interest rates, and provide for an- For tax purposesX claims deductions
below, the Sublease may also have a “putual debt service payments that fullyfor interest on the loans and for the allo-
renewal” term of 10 years. amortize the loans over the 20-year prieated rents on the Headleas¢includes
The Headlease requirésto make two mary term of the Subleasélhe amount in gross income the rents received on the
rental payments t6M during its 34-year and timing of the debt service paymentSublease and, if and when exercised, the
term: (1) an $89 million “prepayment” atmirror the amount and timing of the Subpayment received on the fixed payment
the beginning of year 1; and (2) a “postlease payments due during the primargption. By accounting for each element
payment” at the end of year 34 that has term of the Sublease. of the transaction separgteX purports to
discounted present value of $8 million. Upon receiving the $89 million Head-generate a stream of substantial net d
For federal income tax purposesand lease prepaymenEM deposits $54 mil- ductions in the early years of the transac-
FM allocate the prepayment ratably to théon into a deposit account with affik=  tion followed by net income inclusions on
first 6 years of the Headlease and the fiate of BK1 and $6 million into a deposit or after the conclusion of the Sublease
ture value of the postpayment ratably taccount with anféiliate of BK2. The de- primary term As a resultX anticipates a
the remaining 28 years of the Headleaseposits with the filiates of BK1 andBK2 substantial net aftgax return from the
The Sublease requirdaM to make earn interest at the same rates as the loarensaction. X also anticipates a positive
fixed, annual rental payments over botlfrom BK1 andBK2. FM directs thefdili-  pre- tax economic return from the transac-
the primary term and, if exercised, the puite of BK1 to pay BK1 annual amounts tion. Howeve, this pre-tax return is in-
renewal term The fixed, annual pay- equal to 90 percent diM’s annual rent significant in relation to the net afteax
ments during the put renewal term arebligation under the Sublease (that iseturn.



LAW AND ANALYSIS accrued the majority of its interest deducsmaller loan fromBK2, X's economic
tion on the borrowings in the first yearrisk, although not completely eliminated,

In general, a transaction will be re,hije deferring the inclusion of its eco-is substantially reduced through the- d

spected for tax purposes if it has "ecop,mically dfsetting interest income from posit arrangementAs a result, neither
nomic substance which is compelled Of,e Trea5ury bills until the second yea bank requires an independent source of
e'?‘?"“r?ge,d by busmess or'regulatory "%he transactions lacked economidsu funds to make the loans, or bears signifi-
alities, is imbued with tax-independent, e pecause the economic conseant risk of nonpayment. In short, during

considerations, and is not shaped SOIeauences of holding ehTreasury bills the Sublease primary term, thifsetting

by tax-avoidance features that have mea iere lagely dfset by the economic costand circular nature of the obligations
of the borrowings The taxpayer was de- eliminate any significant economic conse-
nied the tax benefit of the transactions bejuences of the transaction.
. cause the real economic impact of the At the end of the 20-year Sublease pri-
905’ 908-09 (1ch €i1990). In assess- transactions was “infinitesimally nominalmary term,X will haveyeither the pro-
N9 the keco]r:omm ;ubsr]tar;]ce o; a transag—nd vastly insignificant when considered¢eeds of the fixed-payment option or a
:Ii?)rr]; r?asegnsc;t)?;;i(\:/\;le;cggf)rﬁict:rae??:&h comparison with the claimed deducHeadlease residual that has a fair market
other than the creation of tax losses.OS" Shelda at 763, value approximately equal to the proceeds
Courts have refused to recognize the t ;(In A_CM Partnershlpthe taxpayer en- of the fixed payment option. If, at the end
: Fred into a neasimultaneous purchaseof the 20-year Sublease primary term, the
consequences of a transaction that does . . .
not appreciably fiect the taxpayes ben- and sale of debt mstrumenté’alfen to- Headlease resl|dual is worth.more than the
eficial interest except to reduce taXhe gethg, th(=T pgrchase and sale “had onlpayment requwed on thg fixed-payment
presence of an insignificant pre-tax proﬁpommal, incidental ﬁects on [the tax- option, FM _W|II captL_Jre this excess va_lue
is not enough to provide a transactio@ayg,s] n.et economic posmon.”AC;M by exercising the fixed payment option,
with suficient economic substance to b artnershp at 250 The taxpayer Cla'med leaving X with only the proceeds of the
respected for tax purposeknetschv. ethat, despite the m|n|mal net economic efeption. Conversg| if, at the end of the
United States364 U.S. 361, 366 (1960);fect, the transaction haq aga tax éfect. 20-year Sublease primary term, the
ACM Partnershipv. Commissione 157 resulting from the application of the in-Headlease residual is worth significantly
F3d 231, 248 (3d @i 1998); Sheldonv. stallment sale rules to the saléhe court |ess than the payment required on the
Commissione 94 T.C. 738, 768 (1990). held that transactions that do not “apprefixed-payment optionX will put the
[Fiably” affect a taxpayes beneficial in- property back td"M under the put re-
has séficient economic substance to bd€'est: except to reduce tax, are devoid ekwal option at rents, that while initially
respected for tax purposes, courts hayiibstance and are not r_'ESpected for taojected to be at only 90 percent of esti-
recognized that fésetting legal obliga- purposes.ACM Partnersip at 248 The mated fair market value, are (because of
tions, or circular cash flows, mayfec- COUrt denied the taxpayer the purportethe decline in the value of the property)
tively eliminate any real economic signif-12X Penefits of the transaction because thigeater than fair market valughus, the
icance of the transaction. For example, ifansaction lacked any significant ecofixed payment option and put renewal op-
Knetsch the taxpayer purchased an ann!o™MIC consequences other than the créion operate to “collar” the value of the
ity bond using nonrecourse financing&tion of tax benefits. o Headlease residual during the primary
Howeva, the taxpayer repeatedly bor- Viewed as a whol_e, th_e quectlve factserm, limiting much of the economic con-
rowed against increases in the cash val@ the LILO transaction indicate that thesequence of the Headlease residual.
of the bond Thus, the bond and the tax-ransaction lacks the potential for any sig- In addition, facts indicate that there is
paye’s borrowings constitutedffsetting Nificant economic consequences otheiittle economic consequence froX's
obligations As a result, the taxpayertha” the creation of tax benefits. Duringhominal exposure t&M’s credit under
could never derive any significant benefithe 20-year primary term of the Subleasehe fixed-payment option and, if exer-
from the bond The Supreme Court found X's obligation to make the property availcised, the put renewal ternAt the incep-
the transaction to be a sham, as it pr@dle under the Sublease is completdfy o tion of the transactiorFM was required
duced no significant economiéfect and Set byX's right to use the property undeto use a portion of the Headlease prepay-
had been structured only to provide théhe Headlease X's obligation to make ment to purchase highly-rated debt securi-
taxpayer with interest deductions. debt service payments on the loans fromies that were pledged ¥ ensuring=M’s
In Sheldon the Tax Court denied the BK1 and BK2 is completely &fset byX's ability to make the payment under the
taxpayer the purported tax benefits of &ight to receive Sublease rentals fréi. fixed-payment option. IFM does not ex-
series 6 Treasury bill sale-repurchaseMoreove, X's exposure to the risk thatercise the fixed-payment option aXax-
transactions because they lacked ec&M will not make the rent payments isercises the put renewal optiod,can re-
nomic substance. In the transactions, tHferther limited by the arrangements withquire FM to purchase a letter of credit
taxpayer boughTreasury bills that ma- the dfiliates of BK1 andBK2. In the case guaranteeig FM’s obligation to make the
tured shortly after the end of the tax yeanf the loan fromBK1, X's economic risk put renewal rent payments. FM does
and funded the purchase by borrowings completely eliminated through the denot obtain the letter of crediEM must
against tlke Treasury bills The taxpayer feasance arrangement. In the case of tk&ercise the fixed-payment optioifhus,

ingless labels attachedFrank Lyon Co.
v. United States435 U.S. 561, 583-84
(1978) Jamesv. Commissione 899 F.2d

In determining whether a transactio



as a practical mattethe transaction is larly, other features of the LILO transac:
structured so thaX is never subject to tion, such as nonrecourse financing ar
FM’s credit. fixed-payment options, are respected i
The conclusion thaX is insulated from other contexts. Howevewhen these and
any significant economic consequence afther features are viewed as a whole |
the Headlease residual is further supporteétle context of the LILO transaction, thes
by several factors indicating that the parfeatures indicate the transaction shoul
ties expecFM to exercise the fixed-pay- not be respected for tax purposes.
ment option. FirstFM has historically ~ As a result of the transaction lacking
used the propeyt Second, because theeconomic substanck,may not deduct in-
fixed payment obligation is fully defeasedterest or rent paid or incurred in connec
FM need not draw on other sources afion with the transaction.
capital to exercise the option. Howeué The Service will scrutinize LILO trans-
FM does not exercise the fixed paymendctions for lack of economic substanc
option andX exercises the put renewal opand/a, in appropriate cases, recharacte
tion, FM would be required to draw onijze transactions for federal income ta
other sources of capital to satisfy its pupurposes based on their substan&ee,
renewal rental obligations. e.g., Gegoryv. Helverirg 293 U.S. 495
In sum, the LILO transaction lacks thg1935) Bussingv. Commissione 88 T.C.
potential for significant economic conse449 (1987),Supplemental Opinior89
quences other than the creation of tax.C. 1050 (1987). Use of terms such a
benefits. During the primary term of thet|oan,” “lease,” “Headlease,” and “®u
SubleasgX's obligations to provide prop- |ease” in this revenue ruling should not b
erty are completelyféset by its right to interpreted to indicate the Serviseac-
use propest X's obligations to make ceptance ofX's characterization of the

debt service payments on the loans algL0 transaction described above.

completely dfset by X's right to receive

rent on the SubleaseThese cash flows HOLDING

are further assured by the deposit arrange-

ments with the iliates of BK1 andBK2. _ /\ [@Xpayer may not deduct, unde
. ) : 88 162 and 163, rent and interest paid ¢

Finally, X's economic exposure to the . : .

. . ... .cincurred in connection with a LILO trans-
Headlease residual is rendered insignif

cant by the option structure and theactlon that lacks economic substance.

pledge of the securities that defeasesFFeECT ON OTHER DOCUMENTS
FM’s option paymentThus, the only real o

economic consequence of the LILO trans- Rev. Rul. 85-42 is distinguished.
action during the 20-year primary term o

the Sublease iX's pre-tax return This BRAFTING INFORMATION

pre-tax return is too insignificant, when The principal author of this revenue
compared t's afte-tax yield, to support ryling is Joim Aramburu of the @ice of

a finding that the transaction has signifiassistant Chief Counsel (Inc@iTax and
cant economic consequences other tha(xcounting). For further information re-
the creation of tax benefits. garding this revenue ruling contactrM

Some of the features of the LILO transaramburu on (202) 622-4960 (not a toll-
action discussed above are present e call).

transactions that the Service will respect
for federal income tax purposes. For ex-
ample, an arrangement for “in-substance
defeasance” of an outstanding debt was
respected in Re Rul. 85-42, 1985-1
C.B. 36. By contrast, in the LILO trans-
action, the deposit arrangement exists
from the inception of the transaction,
eliminating any need bBK1 andBK2 for

an independent source of funds. Simi-




