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“When does a taxpayer cross the fault line between the cheering fields of tax
planning and the forbidding elevations of form over substance, far enough, at
least, to require a transaction to be recharacterized for tax purposes? No map —
statutory, regulatory or otherwise — precisely reveals this point of no return.
Rather, . . the judicial traveleqis] guided only by multi-factored analyses,
balancing tests and other formsauf hocerywhich, if properly employed, serve
hope that the terrairs true character will be revealéd.

1 An unredacted version of this opinion was issued under seal on October 4T2@13.

parties were given an opportunity to propose redactions, but no such proposals were made.

Nevertheless, the court hmsorporated some minor changes into this opinion.

2 Principal Life Ins. Co. v. United Stateg0 Fed. Cl. 144, 145 (20086).
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ALLEGRA, Judge

This case is about LILOs and, relatedly, SILOs. No, not the Disney charaictéryou,
nor anythingremotelyagricultual or martial Rather, the.lLOs and SILOsat playhere are
acronyms given toso-called“lease in/lease out” and “sale in/lease adw#hsactions,
respectively.In the worldof Federal taxationLILOs andSILOs arelabyrinthine leveraged
lease transacti@in whichUnited Statesaxpayers seek the tax beneéissociated with the
ownership of propeksthat the actual owngrowing to their taxexempt status cannot enjoy.
Before such transactions were banned by Congress, a vargtydigiousasset®wned by
foreign corporations and government agengie® so leased rail cars, hydroelectric plants,
locomotives, public transit lines, cellular telecommunications equiprsewer systems, to name
a few— all with the same objective, namely, to take advantage of deductions that would
otherwise be “wasted.”

This cases before the court followingtrial in Washington, D.C. It involves the tax
treatment of the Pond Transactioa feveraged lease between a subsidiary of UnionBanCal
Corporation (UBC) and the City of Anaheim, California (Anaheim oiQGltg). Anaheim is a
so-called “tax indifferent” entity because it is not subject to Federal income taxdti@nPond
Transaction centers around the leasesamdiitaneousublease o& sports and entertainment
facility located in Anaheim, Californigreviously known as the Arrowhead Pond of Anaheim
(the Pond)® Anaheimcontrolled theoperaion of the Pond before and after the transaction.
Notwithstanding this,tassue is whether, via thidLO, UBC obtained what Anaheim could not
have enjoyed-thetax benefits of ownership and indebtedness, reflected in various deductions
UBC claimed under the Internal Revenue Code of 18&6its 1999 through 2002 tax years.
First, the facts

l.
Based on the record, including tharties’stipulatiors, the court finds as follows:

UBC is a financial services comparheadquartered in San Francisco, California.
Thoughits subsidiarieslyBC offers a variety of banking and financial services to a broad
spectrum of domestic and international custom@tshetime of thePond TransactigrBankers
Commercial Corporation (BCC), UNBC Leasing Inc., and UnionBanCal hg&3brporation
wereall subsidiaries of UBC engaged in equipment leasing and otherrkdassd financing.
UBC entered into direct financing and leveraged leases through its Equiprasittg_Bivision
(the ELD),which managed the operations of BCC, UNBC Leasing, Inc., and UnionBanCal

3 At some point in 2006, the Pond was renamed the Honda Center.

* All references herein are to the Internal ReveBiade of 1986 (26 U.S.C.), as
amended and in force during the years in question.
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Leasing Corporation. Prior to the years in questiorery few of the leaseSLD entered into
involved property in California; most had been with Japanese corporations and involved foreign-
based property.

Prior to April 1996, The Bank of Tokyo, Ltd. was the parent company of Union
Bank and The Mitsubishi Bank Ltd. was the parent company of the Bank of Califanrgorill
1996, The Bank of Tokyo, Ltd., and The Mitsubishi Bank Ltd. mergedrto Tdve Bank of
Tokyo-Mitsubishi, Ltd. (BTM). As part of the merger, the Bank of California and Union Bank
consolidated int&BC, with its primary operatingubsidiary being Union Bank of California,
N.A. As of August 10, 1998, BTM owned 82 percent of UBC. As of March 3, B4,
owned 64 percent of UBC, following a secondary offering of UBC stock and arsfmoichase.
On January 1, 2006, BTM and UFJ Bank Ltd. combined to form the Bank of Tokyo-Mitsubishi
UFRJ, Ltd. (BTMU). On November 4, 2008, BTMU acquired the remainder of the outstanding
stock ofUBC, leavingUBC as awholly-owned subsidiary of BTMU.

As of late 1998, Anaheim owned the Pond, an arena located in Anaheim, Orange County,
California, about 28 miles southeast of downtown Los Angeles. On June 26, 1990, Anaheim and
Ogden Facility Management Corporation of Anahé®gden) a subsidiarpf Ogden
Corporation, entered into @greemenpursuant to which Anaheim agreed to construct and
Ogden agreed to manage and operate the Pond. Construction of the Pond commenced in 1991.
To finance thatonstruction Anaheim issued Certificates oftiegation (1990 COPS) in the
amount of $103 million.° By letter dated=ebruary 24, 1993, Disney Sports Enterprises, Inc.
and Ogden reached an agreement wherebslabeim Mighty Ducks, a National Hockey
League (NHL) franchise, agreed to play all ofrégular seasoand playoff gameat thePond
(the Mighty Ducks Agreement)The Mighty Ducks Agreement expires on February 23, 2023,
unless terminated earlieflhe grand opening of the Pond occurred on June 18, 1893.

November 1993, Anaheim issued $12@#lion in Certificates ofParticipation(COPS) in order
to refinancats obligations with respect to the 1990 CQRS well ago provide additional
financing for improvements required by the Mighty Ducks Agreemensjteand offsite
parking improvements, and various administrative office and club improvements.

® UBC's lease portfolio includes what are commonly referred to as “levleases.”
A leveraged lease is a thrparty transaction under which a lessor (the equity investor) acquires
anasset using a combination of its own funds and funds borrowed from a lender on a non-
recourse basis, then leases the asset to a lessee in exchange for rental pegwiténgsgash
flow that,inter alia, repays the nonecourse loan. Lessors sometimeggeet to earn additional
profits from the asset during the period after the initial lease ends, whi¢knscafled the
residual value period or the “shirttail” period. The availability of tax beneften plays an
important, if not controlling, rolen a lessor’s decision to enter into a leveraged lease.

® To simplify the findings somewhat, and because it does not impact the conclusions
herein, the court will round off the sizeable numbers associated with this tramsac
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On December 1, 1993, the managenagnéemenbetween Anaheim and Ogdesms
amendedindrestated in a Second Amended and Restated Manag@grestiment (the Management
Agreement).The Management Agreement was for a terrthivfy years, commencing on June 15,
1993, and ending on June 14, 20Rirsuant to the Management Agreement, Anaheim granted
Ogden the exclusiveght to occupy, use, manage, operate, market, and promote the Pond, or to
arrange for the usepanagement, operation, marketing, or promotion of the POgden
assumed responsibility fpayingthe Pond’s operating expenses, including all interest principal,
premium, fees, amounts, costs, and expenses required on the QEB®@r the fullfaith and
credit gor the taxing power of the City was pledged to the payment of the delut teltte
COPS:.

In late 1998, Babcock & Brown, acting on behalf of Anaheim and Ogden Corporation,
advanced the prospect of UBC doing the Pond TransaetthrLanceMarkowitz, Senior Vice
President and head of the EDBabcock & Brown was the financial and leasing advisath to
Anaheim and Ogden, and advised those parties on how to structure and ndgoteatas of the
Pond Transaction. For its partlUBC engaged BTMCapital Corporation (BTM)a sister
corporationas itsleasing and financiadvisor in reviewing and closing the Pond Transaction.
Under Markowiz’s direction,the ELD prepared aCredit Recommendation Summary and
attached memoranduongingUBC'’s Senior Loan Committe® approve a proposal under which
UBC wouldacquire arfequity portion of a leasehold interest” in the Pofidhe Credit
Recommendation Summary was sigfigcommendedby Markowitz and Joni LeSage of the
ELD on December 22, 1998 he memorandum touted that the Pond Transaction was designed

" The Management Agreemieprovided that if the Pond revenuesrgiasufficient to
cover the operating expenses and payments required on the COPS, Ogdeakaust advance
to cover the shortfall; Ogden was entitled to recalat alvance from future surpluses.
However, Anaheim was required to fund the first $1.5 million of any such shortfalls fiiscake
years ending June 30, 1997 through 2001. The potential $7.5 million shortfall funding for the
fiscal years eding June 30, 1997 through 20@as a contingent liability paple from
Anaheinis general fund. Prior to the Pond Transaction, Anaheim made $1.5 million payments
for each of the fiscal years ended June 30, 1997 and 1998, reducing Asahaxirhum
contingent liability to $4.5 million. One of Anaheisstated reasaifior enteing intothe Pond
Transaction was to offset a portion of this $4.5 million contingent liability.

8 Markowitz was named head of the ELD in November 1997firstgoined UBC in
1982 from 1990 to 1997he worked in the Project Finance Department of UBC’s Energy
Capital Services Division.

® It was inJuly of 1997thatBTM first proposedhatUBC enter into a LILO transaction.
While UBC declinedthis opportunityjn mid-1998, it was presentetth the Misoxer
Transaction, involvindnydroelectric facilities in Switzerland. In September of 1998, UBC
received internal approval to participate in this transact&irortly after thevlisoxer
Transaction closed, UBfirned its attention tthe Pond Transaction.

-4 -



to protect UBC'’s investment from risk of lo¥5.0n December 24, 1998, UBC'’s Senior Loan
Committee approvedBC's participationin the Pond Transaction.

Thememorandum attached to the Cr&Rigcommendatio®ummarystrongly suggests
thatUBC’s mainpurpose in entering into the LILO transaction was to achieve the tax benefits
associateavith rent and interest deductionl.stated that[tjhough the tax benefit is not
essential to a return of the investment, it is essential to obtaining an acceptablemehe
investment.” The memorandum noted that while the cash yield on the pdopgsstment was
only approximately 3.percenfpretax, “[tjhe net aftettax yield of the proposed investment is
approximately 10.0%,” a “yield [that] compares very favorably to those availalother
leverage lease transactiongBy comparison, atie timeof the Pond TansactionTreasury
bonds and municipal bonds were yielding, on average, 4.5 percent and 3.47 percent,
respectively). Other UBCinternaldocuments revealed that the tax benelits/ethe
transaction.A memaandumfrom UBC'’s files for examplegxplained that “[f[rom the
investor’s perspective, the leasehold allows for very large wfitein the first few years of the
transaction.”And & trial, Markowitz agreed that “[t]he tax benefits were essential to obtaining
an acceptable tern for BCC,” adding that UBC “would not have pursued the transaction
without the tax attributes'*

While UBC was working its way through the approval process, so was Analmean.
January 22, 1999, memorandtmthe CityManager and City Council &naheim, William
Sweeneythenthe Finance Director, recommended that the City Council approve the Pond
Transaction In this memorandum, etated thatin terms of allocation of net proceeds, the
agreement with [Ogden] provides for [Anaheim] to retain $4 million, net of all expearsi$o
pay [Ogden] the balance (projected at approximately $7 to $8 millide)&xplained that
“Ogden Corporation receives a greater portion of this amount in recognition of thenpdiss
of certain risks associated withetransaction that [Anaheim] was unwilling to assuime

UBC invested in the Pond Transaction through a trust (the Pond BG&)was the sole
beneficiary of the Pond Trust, and all tax benefits of ownership, if applicadie, to flow

19 Thememorandunmade sveral interesting observations. In a segment entitled “Risk
Considerations,” it indicated that “[c]redit related risks are nominal,” notirtgathaconcerns in
that regard “have been principally mitigated by a very strong collateral patkager
expaining the variousffsettingobligations created under the transaction, the memorandum
stated that “the aforementioned obligations can be expected, at any point in time, to
economically defease the obligations of the Sublessee to the SublessonieMtrandum
indicated that “the transaction structure and internal assumptions mitigate Iraslduias well.

1 While plaintiff claimsit participatel in the Pond Transactidar otherbusiness
reasons-for exampleso it could make an investmentiia home state afalifornia and to build
UBC'’s lease portfolio in a “favorable strategic directierthese claims alhave asomewhat
hollow ring inthe face obverwhelming proof that UBC would not have participated in the
transaction but for the tax befits itexpected to receive from Anaheim
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through to BCC, to be reflected on UBC's consolidated tax refdr@n or about January 6,
1999, UBC entered into austagreement with State Street Bank and Trust S@té¢ Stregt
under which théatteragreed to act as trustee of thren@ Trust.

On January 26, 1999 (the Pond Closing Date), the Pond Transaction désetliating
their dealUBC and Anaheinexecuted series of interrelated agreemeptanarily among
them, arumbrella agreement that sets forth various terms of the transaction (the Ranticipa
Agreement), and two leases pertaining to the Panidead Lease Agreemedithe Head Lease)
and Sublease Agreemdfiie Sublease)’ Pursuant to the Head Lease, UBC leased an
undivided interest in the Pond frofmaheim untilApril 1, 2038,or for approximately 3ears
(the Head Lease TermBimultaneouslyia the Subleasé)BC conveyedts interest in the
Pond back to Anaheim until January 2, 2019, or approximately 19.93(fleaBasic Sublease
Term), with an option to renew through May 29, 28 Sublease Renewal TernThe Head
Lease and Sublease were integrgiads of the same transactiothat is to saypne would not
have been executed without the other.

The Head Lease obligat&tBC to maketwo rentpayments to Anaheim: )(an Advance
Rent Payment of $132 million, due on the Pond Closing Date, aijig Deferred Rent
Payment of $975.8 million, due on April 1, 2043, the fifth anniversary of the last day of the Head
Lease Ternt? UBC satisfied its Advance Rent Payment obligation by making an initial equity
payment of $39.2 million, and borrowing the remaining $93.1 milliara nonfrecourse loan
(the AIG-FP Loan)from AIG-FP Funding (Cayman) Limited (AKGP Funding):> UBC placed
its equity investment of $32million in an account (the Equitccount) at State Street. UBC
placed the proceeds of the loan in the amount ofi$®dlion in an account (the Debt Account)
at UBS AG, StamfordUBC assigned its rights with respect te taquity Account and the Debt
Account to the Pond Trust, thereby satisfying its obligation under the Head.Lea

Under the Sublease, Anaheim agreed to make annual rental payments to UBC, in
amounts determined as of the Pond Closing Date. Under theaSebin the event of a default,

12 Because of this, to simplifthe findings herein (a daunting task, admittedlyis
opinion isgenerally written as if UBC wake direct party in interestge., as if the Pond
Transaction had taken placettveen UBC and Anaheim.

13 Attached to this opinion is a schematiken from one of defendant’s expert reports,
of the entire transaction, including the associated debt and defeasance arrasgement

4 For tax purposes, the $132.3 million Advance Reynfent was allocated to the first
four years of the Head Lease Term (plus a portion of 2004), and the $975.8 million Deferred
Rent Payment was allocated to the remaining years of the Head Lease orseowmeld basis.

15 AIG-FP Fundingeceived te funds to make this naecourse loan from its affiliate
AIG-FP Investment Company (Bermuda) Ltd.
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UBC could require Anaheim to pay varying levels of liquidated damages, otleamferred to
in the agreement as the “Termination Valué.”

Under theParticipation AgreemenAnaheim had to use a portion of UBC’s eguit
investment to obtain letters of credit for the benefit of UBC. On January 26, 1999, Analteim pa
$3.8 million from the proceeds of the Equitgdunt for an irrevocable standby letter of credit
for the benefit of BCC. In additiomas part of the transaon, Anaheim paid fees to AIG
Matched Funding CorgAIG MFC) and AIGFP Special Finance in return for thagreement
to make certain payments on Anaheim’s behalf, including sublease rentaginesments
becamecollateral for Anaheirts Suldeaseobligations. Undean Equity Payment Agreement
(EPA), Anaheim agreed to pay an equity undertaking fee o6%28lion to AIG MFC in
consideration fothe lattets agreement to make certain payments as required by the EPA.
Anaheim paidhis fee ly transerring funds irthe State Street accourifter it received this fee
on the Pond Closing Date, AIG MFC then paid Anaheirm@fon, via wire transferand paid
Babcock & Brown, Inc. $18 million, via wire transfer, as payment agent for the further
distribution of certain transaction fees and experiéds. addition, $9.7 million was paid to
Ogden under the agreements, $5.7 million of which was for its guarantees of Asaheim
obligations, liabilities, and duties under the Pond Transaction.

Pursuant to the EPA, AIG MFC was required to deliadiateral(cash and securities)
State Streedascustodian (not in its capacity as trustee of the Ponsit)[ras security for AlIG
MFC's obligations under the EPA. GIMFC granted UBC a first security interestie
collateral. In addition,Ogden agreed to arrange a letter of credit from First Union National
Bank, which then issued UBC amavocablestandbyletter ofcredit (the Equity Letter of Credit)
in the maximum amount of $246illion. This arrangement wastended tcsecurea portion of
the differenceébetween the equity portion tife Termination Value and the balance of the
collateral.

UBC paid $3 million in transaction expenses (includimgrtsactiorcosts of $2.6
million and a fee paid to BTM of $745,000) in connection with the Pond Transattiater a
loan and security agreemdttie Loan and Security AgreememG-FP Funding agreed to
provide a nonrecourse loan in the amount of $&3illion to the Pond Trust. AIGP Funding

16 Under the agreements, the Termination Value is the amount payable by Anaheim to
UBC upon the occurrence of specified events, including default and physical/goverramtntal
which would reduce or eliminate the value of the Pond. (This value should be distinguished
from the Early Termination Amount, which is paid by AFRR- Special Finance to UBC or to
AIG-FP Finance upon the occurrence of various events, including the termination of the
Sublease and the refinancing of the Loan Certificates).

" This $4 milion wasessentially themountthatAnaheim received for participating in
the Pond LILO.Anaheimdid notreflecteither its rental obligation®r the scheduled payments
from the defeasance arrangementsits bookdecause it viewed the latter as aalhicg out the
former.



did, in fact, make this loanAlG-FP Special Finance acted as tlebtpaymentundertaker under
adebtpaymentundertaking agreement (the Debt PUA) in connection with the Pond Transaction.
Pursuant to the Debt PUA, Anaheim agreed to pay to PPCspecial Finance a fee (the Debt
Undertaking Fee) in the amount of $93nillion in consideration for AIG-P Special Finance’s
agreement to make payments in the amount, and at the times, set forth in the schédiles to
Debt PUl,g\. The Debt Undertaking Fee equalesilamount ofhe AIG-FP Loan ($93.1

million).

Section 3(b) of the Sublease requires Anaheim tagrayn the amount, and at the times,
set forth inan annexo the SubleaseAnnex A to the Loan Certificate (evidencing the
nonrecourse loan by AlIG-FP Funding to the Pond Trust) sets forth the principal due] accrue
interest, interest payable, net amount payable, and additions to principal on thevwespe
payment dates of January 26, 1999, and every Janifdoy the years 2000 through 2030, and
on May 29, 2030. UBC assigned its right to receive payments from the Debt PUA ©PAIG-
Funding as security for UBC’s obligations under tlo@hand Security Agreement, so long as
thelienunderlying that aggement remains in effecAnaheim’s scheduled rent payments to
UBC under the Sublease equal, both in timing and amount, UBC’s scheduled debt payments to
AIG-FPFunding (except for one rent payment that Anahmustmake from the Equity
Account)®®

AIG issued a guaranty in favor of UBC and Anaheim, guaranteeing ligatadns
of AIG-FP Special Finance under the Debt PUAarious transactional documemesjuireAlG-
FP Special Finance and AIG to maintain minimum credit ratings of at least BBBtandard &
Poors(S&P)and Baa3 by Moody'’s. If their ratings drop belthese targets, Anaheim is
obligated to replace the Debt PUA with other collateral withspexified time If Anaheimfails
to discharge this responsibiljti will be in default under the Sublease.GAdlso issued a
guaranty in favor of UBC and Anaheim, guaranteeing the obligations oMAG under the
EPA. Other provisions requed AIG MFC and AIG to maintain minimum crediatings of at
least BBB by Standard & Poors and Baa3 by MoalyAs with the Debt PUA fithe ratingsof
the AIG companiedropbelow these targeténaheimis obligated to replace the EPA with other

8 The record reflects that AIG Financial Products, parent of ARGFunding and AlG-
FP Special Finance, consolidated the loan and defeasance on its books at the Ali@l Financ
Products level, thereby cancelling out those obligations in its books.

19 AIG recognized that it faced no real risk from the loan due toiticislar payment
structure. Consistent with this viepan AIG credit review stated that “[a]lthough AFER was
involved inalease of the Pond, roles were limited to defxl debt anthe Guaranteed
Investment ContractpIC provider, with no exposure. The transaction has since been
restructured with AIG-FP continuing in the same roles . A GIC is a contract that guarantees
repayment of principal, with interest,rfa predetermined time period. tdethe GIC was
purchased with $23.6 million from the Equity Account. UBC was granted a first priorit
security interest in the securities supporting the payment obligations und&Che
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collateral within especifiedtime. If Anaheimfails to discharge this responsibility, it wide in
default under the Sublease.

Importantly, the Sublease included a fixed price purchase option (Purchase Option) by
which Anaheim could purchase UBYemainingHeadL ease interests in the Pondla¢ end of
the Basic Sublease Terfwhich was 19.93 years)f various conditions are satisfied, Anaheim
can exercise the Purchase Option foratyeedpurchaseoption price, plusts assumption of
UBC's obligations under the Head Lease, including the obligation to makeftreedirent
payment at the expiration of the@fic Subleas€erm. The equity defeasance arrangements in
the transactions are designed to provide Anaheim with the feetiedo exercise this optiof?.
UBC'’s obligation to make the $975.8 million payment in 2043 arises only if Anaheim fails to
electthis pre-funded Purchase Optidh. If Anaheim does not exerciskis option,then under
the Subleasd)BC may:. (i) require Anaheim to renew the Sublease for the Sublease Renewal
Term lasting until May 29, 2030 (the Sublease Renewal Option); (ii) cause esSaicc
Sublessee to enter into a Successor Sublease with respect to the Pond Terestsnnte Pond
(Successor Sublease Option); or (iii) cause Anaheim to surrender itstimehesPond to UBC
for the remainder of the Hedaaselerm on thedate the Basic Sublease fireexpired(the
Return Option)?®?

Depending upon which of these options is elected, a welter of provisions kicks in. For
example, théoan by AIG-FP Funding to the Pond Trust must be prepaid in full et the

20 Testimony at trial confird not only that this was the substance of the agreements,
butalsothat Anaheim participated in the transaction based on the assumption that the
transactiois equity and det obligations, as well as theiRhase @tion, were all fully defeased.
Anaheim’sformer manager testified thdtecause th€ity’s obligations under the Pond
Transaction were all defeasdke related liabilitiesvere excluded from the City’s financial
statements.

2L As part of the transaction, Anaheim signed a tax indemnificaticesggnt which
prohibited it from taking angfficial position with respect tavhether it would exercise the
Purchase @tion. The agreement obligéshaheimto pay for any negative tax consequences to
UBC if it took an official position on exercising the optio@ne can readily surmise the purpose
of this agreemerfrom looking at the earlier Misoxer Transaction. In that early d#3C's
lawyers were forcedo demandhat Misoxerrecant statements made in various materials to the
effect that “[i]t is certain as a practical matter that the fixed purchase optioRE will be
exercised.”

2. Commenting on this part of the transaction, the memorandum attached to the Credit
Recommendation Summary that UBC used in internally approving the Pond Transaction
(discussed abovépdicated that “the transaction has been carefully structured so as not to
economically compel [Anaheim] to exercise the Purchase Qptiile memorandum,
nevertheless, admitted that UBC was essentially protected from any résshesl whether or
not the Purchase Option is exercised.



following circumstances: (i) Anaheim elects to exercise the Purchase Option; (i) UBStelect
exercisehe Return Option; (iii) UBC elects to exercise the Successor Subleasa BQyithas
beenunable to arrange forlaan extension; (iv) upon amey terminationevent; and (v) the

loan is refinanced. UBC will be deemed to have elected the Sublease Renewal Qlpistitu
affirmatively elects either the Successor Sublease Option or Return Optioa b3%' day prior

to the end of the &sic SubleaseeFm If UBC elects the Successor Sublease Ophbahdoes

not arrangdor asuccessosublessee on or befott@rty days prior to the expiration of thesic
SubleaseTerm, itshall be deemed to have elected the Sublease Renewal Option, unless UBC
previously notified Anaheim that it has chosen to convert the Successor Subleasedpe
Return Option. If UBC has elected the Return Option and has not arranged for thatpatyme
prepayment in full of thé&IG-FP Funding loan on or befotieirty days prior to the expiration of
theBasicSubleaselTerm,UBC shall be deemed to have elected the Sublease Renewal Option.
The Sublease Renewal Term, if elected by UBC, runs from January 3, 2019, through May 29,
2030. The Subleaseent amounts due from Anaheim during thib®aseRenewalTerm, if

elected, were determined at ttlesing of the Pond Transaction and set forth inxdmbg to the
Sublease.Those rents wer@21 million per year on each January 2 from 2020 through 2030, and
one payment of $8 million on May 29, 2030.

The Participation Agreement providiat if UBC elects the Sublease Renewal Option,
Anaheim must provide or cause to be provided collateral arrangements to seegrétthe
portion of theSubleasg@ayments during theubleaseRenewalTerm, in substantially the same
manner as provided with respect to BHfeA duringthe Basic Sublease Territ.alsoprovides
that if UBC elects the Sublease Renewal Option, Anaheim must provide debade&as
arrangements to secure the debt portiothefsublease payments during the Sublease Renewal
Term, in substantially the same manner as required under the Debt PUA during the Basic
Sublease Term.

Under the Subleasehen the Basic Sublease Term expires, UBC can elect the Successor
Sublease Option if Anahmi elects not to exercise the Purchase Option. If UBC elects the
Successor Sublease Option, Anaheim must cooperate in good faith with UBC ttheffect
negotiation, execution, and delivery of a Successor Sublease. If UBC elestxtassor
Sublease Optin, Anaheim must surrender the Pond Facility to the Successor Sublessdkevhen
Basic Sublease Term expir@sdmustpay. (i) any Sublease Rent that was due and payable on
or prior tothat expiration, together with intereand(ii) all Supplemental Rdrdue and owing
on or prior to that expirationy Anaheim to UBC, AIG-P Funding, or any other person owed
funds under the documents governing the Pond Transaction.

Under the Successor Sublease Option or the Return Option, Anaheim is not required to
provide collateral arrangements becaitig®s no obligation to payuBleaseent to UBC under
these optionslf UBC elects the Successor Sublease Option oR#tarn Option, Anaheim is
required to pay any unpaid Sublease rent plus all Supplenfenéf due and owing on or

23 Supplemental Rent was defined as paymenistef; alia, the Termination Value and
indemnity payments owing under the documents governing the Pond Transaction.
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before the Basic Sublease Teempiration dte. The Subleasspecifically provides, in part, that
if UBC shall have elected or have been deemed to elect the Sublease Renewal Gyteom An
shall:

Arrange for a Loan Extension and in order to satisfy such obligations [Anaheim]
shallpurchase up to 49% of the principal amount of the LoatifiCates then
outstanding under the Lodand Security]Agreement fronjAIG -FP Funding

... ] if third party lenders cannot be arranged for 100% of the principal amount
of the Loan Certificates then outstanding undeiLiben [and Security]
Agreementprovidedthat [Anaheim] shall exercise reasonable efforts to arrange
such Loan Extension from third parties and such Loan Certificates purchased by
[Anaheim] must be secured on a pari passu basis with all other outstanding Loan
Certificates and the third gs lenders shall have exclusive control of the exercise
of remedies under the Loan Agreement.

(Emphasis in original). Pursuant teetDebt PUA, AIGFP Special Finance (the detslyment
undertakermustpay to UBC (orAIG-FP Fundingif the Debt PUA is pledged to it under the
loan agreement) a specifiggtrminationamount* if UBC elects to exercise i8ublease Renewal
Option and the conditions to do are satisfiedlUnder the options other than the Sublease
Renewal Option, if UBC choosestiepay or refinance the remaining amounts due on the AIG
FP Funding loan at the end of tBasic Sublease T (which it must do in order to exercise the
Return Option), Anaheim will receive the final payment due under the Debt PUA.

As noted, he Head Lease provides that UBC is to make the Deferred Rent Payment to
Anaheim in the amount of $975.8 million on April 1, 2043. To support the payment of the
Deferred Rent Payment, following the expiration date oBié&ic Sublease Term, Anaheim has
recourse against UBC to the extent UBC receives Sublease Rent under theeSéheagal
Option or Successor Sublease Option, oheaxtent UBC receives revenues from its use of the
Pond under the Return Option.

If eitherAnaheim or Ogden fail to perform or observe its covenants, obligations, or
agreementsor if any of their representations or warranties is discovered to hespimaccurate,
or misleading and remains uncured, then Anaheim and Ogden will be in default. Sibgcific
the Sublease contarprovisions defininghefollowing Sublessee events of defaulty Anaheim
fails to pay rent or other payments when dugafily representation or warranty of Anaheim or
Ogden is discovered to be untrue, inaccurate, or misleadingir{@heim fails to maintain
insurance as required by the Sublease Agreement; (iv) Anahé&gdan fails to perform or
observe any covenant, obligation, or agreement undétabd Lease arnder any other
document involving the Pond Transaction; and (v) Anaheim or Ogden files a volpetiign
in bankruptcy. At all times during therte of the Sublease, upon the occurrence oftaage
events of defaultJBC has the right to declare Anaheim and/or Ogden in default and exercise

24 This amount varies depending upon the nature of the event that triggers the payment
(e.g, the termination of the Sublease, the refinancing of the Ceatificates).
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various remedies available to UBC, including the right(tpdemandhat Anaheim return the

Pond to UBC for the remainder of the Sublease; (ii) require Anaheim tin@dgrmination

Value; or (iii) sell,assign or convey UBGHeadLease rights in a commercially reasonable
manner and hold Anaheim liable for any unpaid rent. In addition, UBC has the right to require
that Anaheim payhe Termination Valuein the event of any premature termination of the Pond
Transaction.

Effective March 14, 2001, Ogden changed its corporate name to Covanta Energy
Corporation (Covanta). Covantaasdowngraded by S&P from BBB to B in January 2002, and
from B to DonMarch 1, 2002. Pursuant to the terms of the Pond Transaction, Covanta was thus
required to post aadditional letter of credit (the Ogden Letter of Credit) in the maximum
amount of $4 million for the benefit of UBC. Covaffailed todo this,which was arevent of
defaultunder the Sublease.

On April 1, 2002, Covanta filed a voluntary petition for reorganization under chapter 11
of the Bankruptcy Code in the United States Bankruptcy Court for the Southern Dishimiy
York. Covanta failed to increadeetEquity Letter of Credit from the initial amount of $26
million to the required amount of $32.5 million (as of April 2002). This also constituted an
event of default. On April 4, 2002, AI6P Fundingsent anotice to Anaheim and UBC in
whichit noted he defaultend advised that it intended to exercise its remedies under the Loan
and Security AgreemenOn or about April 18, 2002, Anaheim received a similar notice of
default from State Street. EventuallBC agreed not to enforce any of its remeaiesilable
underthe Subleasand, after negotiations between UBC and Anaheim, agnseshdo
restructure the Pond Transaction. UBC agreed to remove the requirements for théeditprit
of Credit and the Ogden Letter of Credit. Covanssreleasedrom its obligations under the
Pond Transaction and replaced, with UBC’s consent, with a new manager for the PondpAnahei
Arena Management (AAM). In consideration for these concessions, UBC receivedil$igérd m
and a percentage of future net revenues from the Pond if that revenue exceeded a specified
threshold. UBC was also reimbursed for legal fees concerning the restructuring.

The Participation Agreement was amended and restated on December 16, 2008 to refle
the aforementioned changesdcorreponding greements were substituted tbe
Management Agreement and associated pledge agreemeraiiseim’s obligations under the
operative documents governing the Pond Transaotiminedimited, as before. The Facility
Management Agreement (FMA) between Anaheim and Agliglws forthe latter © operate
exclusively the Pond in order to create, produce co-promotestage all acts and events at the
Pond. The FMA requires AAM to manage and operateaaflects of th€ond.

On its 1999 through 20G2x returns, UBC reported rental income with respect to
the Pond Transaction and claimed deductions for rental expense, amortizationagtivans
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expenses, and interest expense in connection with the Pond Tran&addiering an audit of

UBC's tax retuns for the 1998 through 2002 taxable years, the IRS disregarded the income and
disallowed the deductions reported by UBC in connection with the P@mgdction.The IRS
proposed adjustments in connection with the Pimaghsaction and a second lease transaction

the Misoxer Transactidfresulted in the following increases in UBQaxable incomand
corresponding deficiencies

Y ear Increasein Taxable Income Deficiency

1998 $9,434,080 $2,965,331
1999 $63,166,481 $19,200,319
2000 $65,661,544 $22,293,179
2001 $65,556,447 $24,428,897
2002 $55,743,866 $11,131,710

UBC paid these deficiencies in two installments, on or about July 2, 200Becember 5,
2005. UBC filed a claim for refundKorm 1120X) with the IRS on or about January 4, 2006,
requesting a refund ofeffleral income taxdsr the 1998 through 2002 taxable years in the
amount of $90,846,856.

On August 14, 2006, UBC filed this refund suit against the United States for recovery of
income tax payments relating to the Pond Transaetia the Misoxer Transaction. Following
discovery and various motions, on February 22, 2012, the court allowed plaintiff to dismiss its

2 First, pursuant to section 162(a)(3) of the Code, UBC deducted rental expenses for the
acquisition of UBC’s Head Lease rights. Second, pursuant to section 163 of the Code, UBC
deducted interest expense for the non-recourse debt incurred to pay part of the B&Ssof U
Head lease rights.Third, pursuant to section 167 of the Code, UBC deduateaimortized
portion of the transaction costs associated with the Pond Transaction. In total, thesene
equaled $34,166,666 for 1999; $37,019,723 for 2000; $37,363,479 for 2001; and $37,727,628
for 2002. UBC also reported rental income attributable to Sublease rent paidisirméa
$3,151,164 for 1999; $3,760,420 for 2000; $4,180,980 for 2001; and $4,647,943 folF2002.
reasons unexplained, plaintiff does not appear tahtesting thalisallowance of théhird
category of deduction discussethat relating to the transaction costs.

2% In theMisoxer LILO, UBC became the titular owner of a leasehold interest in a
hydroelectric facility located in Switzerland. As in the Pond Transactiomwher of this
facility purported to pay rent to UBC for the property that the owner continued tateperd
maintan. As with respect to the Pond, UBC claimed rent deductions for the facilitiesll as we
interest deductions on the purported financing and deductions for transaction cosial. As tr
approached, UBC sought to amend its complaint in this cgstison its challenge to the
MisoxerTransaction. This court denied that motion, but subsequently allowed UBC to dismiss
its Misoxerrelated claims with prejudice, contingent on UBC conceding all other gedatmg
to the Misoxer Transaction not at issuéhia current case and entering into a closing agreement
with the IRS to that effect.
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refund claims related to the MisoxBransaction.Trial was held in this case from March 12,
2012, until March 21, 2012. The court heard the testimony of twelve witnesses, including
several experts for each sidBlaintiff's expert witnesses were Dr. David Ellis, who testified
about the economic characteristics of leveraged leases; Mark Zmijewskiestified about
accounting principles as they apply to leveraged leases; and James\Bladdgstified about
the financial and other considerations attendant to sports facility investiefgndant’s expert
witnesses were Shawn Halladay, a consultant to the equipment and finance indagegtified
about the Ederal tax treatment of LILO transactions; Paul Bent, who testified aboutetadlov
structure and mechanics of equipment leasing transactions; and Dr. David idiRuestified
about the economics of the Pond Transaction. Closing arguments were heard on December 14,
2012%" Supplemental briefs were filed thereafter.

This case involves a leag®leaseout transactionmorecommonly known as a LILO,
designed to transfer tax benefits from an entity not subject to U.S. incomenaeatax-
indifferent entity) to an entity thas subject to U.S. income taxatioBee Consolidated Edison
Co. of N.Y. v. United State®03 F.3d 1367, 1372 (Fed. Cir. 201$9e alsdMaxim Shvedov,
Congressional Research Service, Report for Congress: Tax Implicatioih©sf TEs, and
Other Leasing Transactions with Tax Exempt Entities, @KSov. 30, 2004}hereinafter
“Shvedov”); Robert W. Wood and Steven E. Hollingworth, “SILOs and LILOs Demystified,”
129 Tax Notes 195 (2010). In the typical LILO, a U.S. taxpayer purports to lease ypfapart
a taxindifferent owner under a “heddase,” and then simultaneously leases that property back
to the owner under a subleaSeBefore and after the transaction, the-tadifferent entity

2 On March 22, 2012, the court issued an oadlemwing the parties to propose
withdrawing certain exhibits that had been admitted at trial, buivia viewed as unnecessary
to the rendering of a decision in this matter. In accordance with that order,ttee palbmitted
lists of exhibits that they jointly believed could be withdravi@ven though the understanding of
the parties was that these exhibits waadtlidly be withdrawn, the court has yet to order so.
Accordingly,it does so now.

%8 In a LILO, the headkase is shorter than the property’s useful life, and the taxpayer
claims rent deductions associated with the hease. In &ILO, the lengthof the headeases
longer than the property’s remaining economic udd@®jland the taxpayer claims depreciation
deductionsassociated with the hedehse. See Wells Fargo & Co. v. United Staté41 F.3d
1319, 1322-23 (Fed. Cir. 2011) (comparing LILOs and SILQ#&e SILOs,LILOs “evolved in
response to a long running battle among Congress, the IRS, and enterptsaygisiregarding
the boundaries of permissible leasing of tax-exempt pipp®generate tax benefitsitl. The
beginning of the end of the LILO market began in 1999, when the Treasury Department issued
new regulations requiring that the prepayment of the head lease rent && asatloan for tax
purposes.SeeTreas. Reg. 8 1.467-1. Further limitations on the use of such transaatiens
imposed by Treasury in 200&eeRev. Rul. 2002-69, 2002-2 C.B. 7&®e alsoRev. Rul. 99-
14, 1991-1 C.B. 835. Finally, in 2004, Congress eliminated the tax benefits associated with
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continues to operate the propertyevertheless, the taxpaydaims deductions predicated upon
the headease.See Wells Fargb41 F.3cat1322-23; 1 John Mente Mertens Law of Federal
Income Tax’n 8§ 6A:39 (2013),awrence M. Hill, The Increasingly Vit&ole of International
Tax Law, Aspatore, 2008 WL 5689074, at *3 (2008he taxindifferent party receives a fee for
agreeing, in effect, to transfer fiwasted’tax deductions to tax-payingentity that can use
them. Shvedovsuprag at CRS2-3.

The property that was leased/subleasdtie LILO in questionwasthe Pond, an arena
owned by Anaheim (the taxdifferent entity). UBC deductedherent payments it made under
this transactiomnder section 162(a)(3) of the Code, which permits a deduction for “rentals or
other payments required to be made as a condition to the continued use or possession, for
purposes of the trade or business of progp” 26 U.S.C. § 162(a)(3). And it deductibe
interest it paicbn the loans used thschargets rentobligations under section 163(a) of the
Code, which provides a deduction for “interest paid or accrued within the taxable year on
indebtedness.” 26 U.S.C. § 163(a).

Defendant, for its part, assails the LILO on several groundhaitgesinter alia, that
UBC did not acquire a genuine leasehold interest in Anaheim’s property and thogtwas
entitled to deduct its purported rent payments under section 162(a)(3) of the Codédeirt furt
argues that the loan nominally used to pay UBC'’s rent was not genuine debt ar8Ghat U
therefore was not entitled to deduct its purported interest payments thereon under sed@n 163
of the Code. In each tifiese instances, defendant’s argument is essentially the saene:
transactions in question were designed to preserve Anaheim’s control of theéypaopedBC's
original investment and thus accomplished nothing, in substance, for tax purposes.

UBC bears the burden of proving its entitlement to these deductmesHelvering v.
Taylor, 293 U.S. 507, 515 (1935) (“[u]lnquestionably the burden of proof is on the taxpayer”);
Lewisv. Reynolds284 U.S. 281 (1932%inergy Corp. v. United StatesS5 Fed. Cl. 489, 500
(2003). More specifically, in a case such as thisis the taxpayeis burdento demonstratéhat
the form ofits transaction accords with its substaicBrincipal Life Ins. Co. v. United States
70 Fed. Cl. 144, 160 (2006¢ee alsdsoldberg v. United State89 F.2d 1341, 1343 (9th
Cir.1986) (“The burden is therefore on the taxpayer to show that the form of the iarssact
reflects their substance.lpng Term Capital Holdings v. United Stat880 F. Supp.2d 122,
165-66 (D. Conn. 2004ff'd, 150 Fed. Appx. 40 (2d Cir. 2005) (unpublished) (same);

Elec. Power, Inc. v. United Statds36 F. Supp. 2d 762, 778-79 (S.D. Ohio 20@ff)l, 326

F.3d 737 (6th Cir. 2003gert. denied540 U.S. 11042004) (same)see also United States v.
Janis 428 U.S. 433, 440 (1976] his qualificationcabinsataxpayer’'sotherwiseadmitted right
to arrange its affairs to minimize its taxedee Helvering v. Gregorg9 F.2d 809 (2d Cir. 1935)

LILO and SILO transactions by amending the Co8eeAmerican Jobs Creation Act, Pub. L.
No. 108-357, 8847, 118 Stat. 1418 (2004) (enactimgr alia, section 470 of the Codegee also
Wells Fargg 641 F.3d at 1322-23. While the amendmergseprospetive, Congress made
clear that they were not designed to altemtieexistingprinciples governing the legitimacy of
leasing transactionsSeeH.R. Conf. Rep. No. 108-755, at 660 (2004).
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aff'd, 293 U.S. 465 (1935) (Hand, §’Any one may so arrange his affairs that his taxes shall be
as low as possible . .")..

A.

“[JJudicial antitabuse doctrines,” the Federal Circuit recently obserf{@aevent
taxpayers from subverting the legislative purpose of the tax co@erisol. Edison Co. of New
York, Inc. v. United Stateg03 F.3d 1367, 1374 (Fed. Cir. 2013) (quotaitec Indus., Inc. v.
United States454 F.3d 1340, 1354 (Fed. Cir. 2008pe also Wells Fargo & Co. v. United
States 641 F.3d 1319, 1325 (Fed. Cir. 2011). Among these doctsrtlest of “substanceover-
form,” which “provides that the tax consequences of a transaction are determiegdbase
underlying substance of the transaction rather than its legal faAells Fargo 641 F.3d at
1325 see alsoGriffiths v. Helvering 308 U.S. 355, 357 (1939) (looking to “the crux” of
transaction by imagining it in its simplest fornv)inn. Tea Co. v. Helverin@02 U.S. 609, 613
(1938) (“A given result at the end of a straight path is not made a differentlresaltse reached
following a devious path.”)Gregory v. Helvering293 U.S. 465, 469-70 (193%).“Tax law
deals in economic realities, not legal abstractio®?L Corp. v. Comm’r of Internal Revenue
133 S. Ct. 1897, 1905 (2013) (quoti@gmm’r of Internal Revenue v. Southwest Exploration
Co, 350 U.S. 308, 315 (1956)). To permit otherwise, the Supreme Court has held, “would
seriously impair the effective administration of the tax policies of Congré€ssnm’r of
Internal Revenue v. Court Holding €824 U.S. 331, 334 (1945ee alsdH.J. Heinz Co. &
Subs. v. United Stateg6 Fed. Cl. 570, 580 (2007).

29 There are several different aatbuse doctrinesWhile joined by a common purpose,
these doctrines each haaaistinctfocus. One of treedoctrineds the economic substance
doctrine(sometimes also called the “sham transaction docjrifehich disregards for tax
purposes transactions that comply with the literal terms of the tax code butdackrec reality
in order to prevent taxpayers from subverting the legislative purpose of the Gatéets Trust
for Benefit of Cornell Univ. WJnited States617 F.3d 1357, 1362-63 (Fed. Cir. 20#8e also
Frank Lyon Co. v. United State$35 U.S. 561, 572-73 (197&oltec Indus., Inc. v. United
States454 F.3d 1340, 1352 (Fed. Cir. 2006). This doctrine is separate and distinct from the
substanceover{form doctring discussed hereirSeeRogers v. United State281 F.3d 1008,
114-18 (18 Cir. 2002). Then there is the “step transaction doctrine,” which is actually a subset
of the “substance-ovdorm doctrine” Under this doctrine, “irdrrelated yet formally distinct
steps in an integrated transaction may not be considered independently of the overall
transactiortf Comnr of Internal Revenue v. Clayikd89 U.S. 726, 738 (198%ee also Minn.

Tea Co, 302 U.S. at 613H.J. Heinz Co. & Subs. v. United Statés Fed. Cl. 570, 588 (2007).

It is important to observe the distinctidmstween these doctrig¢est opinions involving one be
inappropriately relied upon adbasis for applying another. Observing these distinctions is also
important because a transaction that is found to pass oneseftests may yet be determined to
have transgressed anoth&eege.g, John Hancock Life Ins. Co. v. Comm’r of Internal Revenue
141 T.C. 1, 53 (2013}%ee also Altria Groupe58 F.3d at 291.

-16 -



The rentdeductions taken here presuppose tHa€, via theHeadlL ease possessedn
ownershipinterest inthe Pond.But is this so?To besure, “[t]here is no simpldevice available
to peel away the form of this transaction and to reveal its substaf@nk Lyon 435 U.S. at
576. On the other hand, Barkeonce said, “[tlhough no man can draw a stroke between the
confines of night and day still light and darkness are on the whole tolerably distingaishabl
And thisis neither a hard case nor ooifirst impression.

Indeed, ina phalanx of recent cases, cowassidering analogoudLO/SILO
transactionshave readily concluded that, despite the form of those transachertaxpayersn
substancenever obtained the benefits and burden of ownerstiiptviewed intheir totality, the
circumstances of the lease/sublemaasactions did not permit the taxpayers to be vieteed
tax purposesas possessingn interest inthe property upon which their deductions hing&ee
Consolidated Edisqrv03 F.3d at 1381-82 (finding that the LILO was not a genuine lease and
subleasg Altria Grp., Inc. v. United State$58 F.3d 276 (2€ir. 2011) (affirmingjury finding
that a series of LILO and other transactions did not withstand the substanceravereuiry);
Wells Fargg 641 F.3d 1319 (Fed. Cir. 2011) (same as to SILO transaction involving public
transit vehicles)BB & T Corp. v. United State523 F.3d 461, 464 (4th Cir. 2008) (affirming
district courts conclusion that “although the form involved a lease financed by a loan, BB&T
did not actually acquire a genuine leasehold intere&WWG Leasing Trust v. United Stat&92
F. Qupp. 2d 953, 981-82 (N.D. Ohio 2008) (finding that in SILO transaction, taxpayer never
obtained ownership interest in German wadstenergy disposal treatment plant to support
deductions);John Hancock Life Ins141 T.C.at 5455 (2013) (holding that the substance of
LILO transactios werenot consistent wittheir legalform, precluding various deductior).In
each of these cases, the court found that the structure of the LILO/SILO pdetentaxpayer
from obtaining a genuine ownership interest in the property. And in each instance, the key
inquiry wasthe same- whether th@axpayer involved bore the benefits and burdessociated
with the leased asset.

While these cases cite a variety of considerations, the central question in each case came
down towhether theoriginal property holder the “tax indifferent” entity- couldbe expected to
exercise its purchase option at the end of tiesise’> Thatissueproveddeterminative

30 see also Hoosier Energy Rural Elec. Cooperative, Inc. v. John Hancock Life Ins. Co.
588 F. Supp. 2d 919, 921, 928 (S.D. Ind. 2088), 582 F.3d 721 {7 Cir. 2009) (describing a
SILO transaction as a “blatantly abusive tax shelter” that is “rotten to thé)core.

31 See Consol. Edison Co. of New Y a3 F.3d at 1376 (“In our view, and consistent
with Wells Fargo therefore, the ‘critical inquiry’ is whether ConEd ‘could have reasonably
expected that the tgindifferent] entit[y] would exercise [itslepurchase option[ ].””) (quoting
Wells Farg, 641 F.3d at 1327Wells Fargo 641 F.3d at 1327 (“[T]he critical inquiry is
whether Wells Fargo could have reasonably expected that tesdaxot entities would exercise
their repurchase options. . . . AWG Leasing Trusb92 F. Supp. 2dt 981-82(“[M]ost
importantly, it is nearly certain thAWG [the taxindifferent entity] will exercise the Fixed
Purchase Option . . . ."3ee also Altria Grp.658 F.3d at 288 (affirming instruction to jury to

-17 -



because if thabption was to be exercised, the transactions gdvbatome oflsetting leases,
leaving the propertgssentiallyin the hands of the original owne, leastor tax purpose&?
This was especially so becapysader each of the transactiotig tax indifferent entitywas to
maintain uninterrupted use of the subject property without any involvement of thgeaXpa
Moreover, via the offsetting nature of the obligations established in the tians#oe taxpayer
was insulated from meaningful economic risk of loss or potential gain, and thus dbtamef
the benefits or burdens associated with its leasehold inférest.

consider “the likelihood that the tameifferent entity would exercise ifally-fundedpurchase
option”); BB&T Corp, 523 F.3d at 468-7Fohn Hancock Life Ins141 T.C. at 57 n. 40 (“The
purchase option decision is a critical issue in determining risk aof)loss

32 See Consol. Edison Co. of New Y a3 F.3cat 1376 (“If the Sublease Purchase
Option were exercised, the transaction would merely become a transactiochrGehiEd
leased the RoCa3 Plant from EZH and leased it back for the same identical paifetls
Fargo, 641 F.3d at 1330 (“Because . . . taceimpt entities are virtually certain to exercise their
repurchase options, we are left with purely circular transactions . . . . From-#eetapt
entity's point of view, the transaction effectively ended as soon as it begsae 3jso BB&T
Corp., 523 F.3dat470(affirming the trial court’s view that “the various obligations in the
transaction were offsetting . . . .").

3 See Consol. Edison Co. of New Y13 F.3d at 1376 (“If the Sublease Purchase
Option were exercised . . . EZH would maintain uninterrupted use of the RoCa3 Phauit wit
any involvement on ConEd’s part . . . Altria Grp., 658 F.3d at 280 (he taxindifferent
entity was able to continue free, uninterrupted use of its facility’); .\Wells Fargo 641 F.3d at
1324 (affirmingthe trial court’s finding that “[T]he SILO transactions had no effect on tte ta
exempt entitiesuse of the assets . . . .BB&T Corp, 523 F.3d at 466 (“Sodra therefore
continues to use and possess the Equipment as it did prior to the transaciwiG)t.easing
Trust 592 F. Supp. 2d at 990 (“AWG, meanwhile, continues to have undisturbed and
uninterrupted possession and control of the Facility . . John Hancock Life Ins141 T.C.at
55 (“OBB continued to use the VK marshaling yard just as it had before enteartgerit|LO
transaction without making any payments to John Hancock . . . ."”).

34 See Consol. Edison Co. of New Y a3 F.3d at 1381 (“ConEd has failed to show
that the substance of the transaction included a genuine leasehold intereshiGaeviitcl would
bear the benefits and burdens of a lease transactiBB&T Corp, 523 F.3d at 473 (“[T]he
transaction does not allocate BB&T and Sodra’s rights, obligations, and risks in a rhahner t
resembles a traditional lease relationshi;AWG Leasing Trus692 F. Supp. 2d at 982 (“The
Plaintiffs have failed to show that they enjoy the benefits or carry the bustiensing a
depreciable interest in the Facility.%ge alsAltria Grp., Inc, 658 F.3d at 290 (“A reasonable
jury could find that Altria did not retain assets of value at the end of the sutdease did not
retain either the upside potential for econogam or the downside risk of economic loss; and
did not retain significant control over the facilities Sge alsdVells Fargo & Co.641 F.3d at
1330.
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Hotly-debated in theseasas washow toevaluatehe purchase options terms of their
impact on who, in substance, should be vieweovasng thesubject properes. The taxpayers
in all these case arguedhs UBC originally did here that the purchase option factored into the
substance-oveiorm calculus only if it was “certain” to be exercis&dEach of the courthade
short shrift of that assertion, finding tead that the relevant standard wadmether a prudent
investor in the taxpayer’s position would have “reasonably expected” that the féeremdi
entity would exercise the purchase opti®rs the Federal Circuivell-explained inwells
Fargo—

We hawe never held that the likelihood of a particular outcome in a business
transaction must be absolutely certain before determining whether theti@msa
constitutes an abuse of the tax systérhe appropriate inquiry is whether a
prudent investor in thexpayeis position would have reasonably expected that
outcome. Characterization of a tax transaction based on a highly probable
outcome may be appropriate, particularly where the structure of the transact
designed to strongly discourage alternatuécomes.

% See Consol. Edison Co. of New Y &3 F.3d at 1376 (“ConEd mistakenly argues
that, undeiVellsFargo, the purchase option is significant only if it is ‘certain’ to be
exercised.”)Altria Grp., 658 F.3d at 287 (“Altria argues that ‘a purchase option may negate the
residual value factors of ownership in only two circumstances: when a purchasasortain
or virtually certainto be exercised, as of the closing date of the transaction; or when the purchase
price is set at a nominal or bargain level below fair market valuee®;also Wells Farg®41
F.3d at 1329 (“Wells Fargo highlights statertseof expert witnesses that Belgacom’s exercise of
the repurchase option was not completely assured at the outset of the transaBB&.")

Corp.,, 523 F.3d at 469 (“Sodra has professed uncertainty as to whether it will exercise its
purchase option, ar8B & T maintains that as a result, any of the options made possible by the
transactiorcouldbecome a reality at the close of the Basic Lease Téemphasis in origina))
John Hancock Life Ins.141 T.C. at 57 (“[W]e find petitioners’ inevitable stardigo be similar

to both a compulsion and certainty standard.”).

3% See Consol. Edison Co. of New Y3 F.3d at 1376 (“In our view, and consistent
with Wells Fargotherefore, the ‘critical inquiry’ is whether ConEd ‘could have reasonably
expected thahe tax[indifferent] entit[y] would exercise [its] repurchase option[].”) (qunot
Wells Fargg 641 F.3cat 1327);Altria Grp., 658 F.3d at 288 (rejecting “certain or virtually
certain” standard and approving jury’s consideration of “the likelihoodhleatxindifferent
entity would exercise its fuljunded purchase option”Jphn Hancock Life Ins. Cal41 T.C. at
57 (adopting a “reasonable likelihood” standas#e also Wells Farg®41 F.3d at 1325-27;
BB&T Corp, 523 F.3d at 469 (rejecting phiff’s contention that the fact that the tax
indifferent entitycould decide not to exercise the purchase option is determinative, even though
plaintiff acknowledges that the most likely scenario is that thén@diiferent entity exercises the
purchase ption).
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641 F.3d at 1325-26. Commenting on this passa@emsolidated Edisqrihe Federal Circuit
more recently stateithat “[t]his language makes clear that a ‘reasonable expectation’ standard,
rather than a ‘certainty’ standard, governs the recharacterizatiomséd¢tgons under the
substance-over-form doctrine.” 703 F.3d at 1376. “In our view, and consisteWelith

Fargo,” the court concluded, thecritical inquiry’ is whether [the taxpayeidould have

reasonalyl expected that the tardifferent entity would exercise its repurchase optiond”
(quotingWells Fargg 641 F.3d at 1327).

B.

This court, of coursenustfollow the precedentiaholdingsof its reviewing cour See
Coltec Indus.454 F.3d at 1353And it is all the moe inclined to do sbere as he holdings in
guestion enjoyvide acceptanceSo, theébasicquestion hergeat least insofar as the rent
deductionis concernedfocuses on whether a prudent investor in UBC’s position would have
reasonably expected Anaheimexercise the purchase optiand buy out UBC’s Head Lease
interes? The recordesoundingly answers that question — and the ansviyzss

UBC hasfailed toestablish that Anaheisexerciseof the Purchase Optiots not the
reasonabhexpected ntcome hereThe structure of the transactiadbeit carefully wrought to
disguise this resuylbelies such a conclusion. As UBC'’s internal analysis of the Pond LILO
reflected, thenoneyneeded by Anaheino exercise the purchasption was set asidet a
closing, in the equitgefeasancaccounts. Under the Debt PUA, in the event Anaheim elects
the purchase option, AIGP Special Finance is required to make payments that will go te AIG
FPFunding to wipe out the AIG-FP loan associated with the transaction. This is strdegoevi
that thePurchaseOption was likely to be exercisedand something that a reasonable investor in
UBC'’s position should have knowi. SeeConsolidated Edisqrv03 F.3d at 1378-7%Vells
Fargo, 641 F.3d at 1328\ltria, 658 F.3d at 28BB&T, 523 F.3d at 473 n.13.

But, what happens if Anaheim does not exercise the opfaintiff claims thaif
Anaheim decided that the Pond was not worth the option price, it could walk away with the
defeasance funds to use for other purposes. But, this is uiftAraheim failed to exercise the
PurchaseDption, UBC could require Anaheim to continue to sakk the Pond by exeliaig the
Sublease Renewal Optiorif that happens, Anaheim is required to maintain the debt and equity
defeasance to continue to secure the rent and loan repayments. Or UBC couié elect t
Successor Sublease Option or the Return Opti@neby leaving Anaheim to bear a variety of
significant costs, includingefeagg the entirety of the remaining CSEertificate obligations.

37 A preponderance of the evidence suggests that UBC’s advisor in the transaction, its
sister companyBTM Capital, knew this. BTM conducted annual reviews of Bfansactions
and provided them to UBC. While, in those revieths, relevanBTM officials were apparently
careful never to indicate expressly ttiayexpected th@urchaseéOption to be executed in the
Pond LILO,theyhad no such qualms as to the eaNMi&oxer LILO. As to the latter
transactionBTM observed thathe “fully defeagd” structure of that transaction “protects equity
investments and compels a purchase of the facility.”
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In general, then, under the nporchaseptions, Anaheim would lose the ability to use or
control thefacility, butstill be on the hook for significant financial obligationa feselose
proposition. Accordingly, as inVells Fargg the LILO herewas “designed to strongly
discourage alternative tiomes”to exercising the Purchase OptioWellsFargqg 641 F.3d at
1326. At the least, theisks posedby thesealternativesadd weight to the viewhat to avoid
economiauncertainty, Anaheim would be inclined to use the fully-fundextiaseOption and
assume control over the Pon8ee John Hancock Life Ind41 T.C. at 5%2 (discussing similar
considerations in finding that purchase option in LILO was likely to be exercéfsed).

In concluding that a prudent investor in UBC’s position would have reasonablyekpect
Anaheim to exercise the pfended RirchaseDption, the court also is mindful of tls&rongand
strategiccivic tiesAnaheimhasto the facility in question.The propertyubjectto the Head
Lease here iseithera hydroelectric plant the wilderness,ar locomotives orail carson a
spur somewhere, nor some other fornlesterknown corporatgropertyhidden behind a fence,
butrather ahighly-visible, public arena- oneacquiredwith public financing whickcurrently
houses a professional hockey tetuat bears the City’s nanom its sweaters (Anaheim Ducks)
Like those sweaterthe Pond serves as an emblem of civic pride, a major hub of economic
activity in Anaheim- and, indeed, was built upon the premiseithaibuld bejust suchan
economic engie. The evidencsuggestshatcivic considerationsike thesecould be expected
to weigh heavily orthe collective minds of the mayor andt.council making the option
decision elected officialsvho, more likely than not, will navant to be viewed as walking away
from a public asset particularly, given the possibility thaif it fails to exercise the purchase
option, Anaheimwill be forced to rent tharenait built from the bank.Cf. John Hancock Life
Ins, 141 T.C. at 59 (finding that noneconomic considerations would not cause a railway to
exercise purchase option fi@il yard but concluding that option was likely to be invoked based
on economic considerations)veh plaintiff's stadium expetiegrudginglyacknowledgedhe
impact of theseonsiderations® Moreover, there is ample evidence that Anaheim wanted to

% The court found the testimony of defendant’s leasing expert, Paul Bent, persuasive on
this point. He testified that the structure of the transaction was intended to eliampaalrisk
of UBC losing its investmentHe observed that the risks investors face in typical leveraged
leasing- for example, a loss due to a credit downgrade for the city or to the failure of the
management company to pesfy maintain the facility- were not present in the Pobld O,
owing to a variety of featurescluding the way in which the transaction was defeased. Bent
opined that the fact that Anaheim would not have to use any of its own funds to exercise the
Purchase Option was key in his assessment thahéinawas likely to exercise that optione H
found that thehreealternatives to the Purchase Optweare“more detrimental to the City long
term” adding that Anaheim would have “no interest in extending [the transaction] for another
20, 23 years beyond the time of the sublease purchase ogitiocr”it had already reaped all of
the benefit-the $4 million initial payment that it was going taerivefrom the transaction.

3 That expertJamesBailey, was the executive vice president for the Cleveland Browns
at the time thabneArthur Bertram Modelmovedthat storiedfranchiseto Baltimore for the
1996 season. Bailey thuswellschooled in thelisastrous consequences that can bafeity
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maintainsome control over the Pond throughout the transaction to ensureisiiaetly
important asset and investment would be protected and the City could help control future
operations and enhance opportunities to attract tenants and evards$ire that suggests that
the City would take advantage of a fully-funded purchase option rathec#uitontrol over
the facilityto UBC.*°

Also revealing is how UBC and Anaheimamallyaccoungd for the transactionFor
book pricing purposes, UBC reflected only thedhaseOption scenario, and did nahalyze
any ofthe alternatives for example its books reflected no economic benefit from the “shirttail”
period that would ase if the Sublease Renewal Option were exercidédre importantlyfor
book purposest assignedhe Pond LILOa zero residual valu&. As persuasivg described by
oneof defendant’s expest thisentry was‘highly unusual” (excepperhapdor LILO deals) and
signified that‘this deal was engineered and structured without regard to the competitive
environment.*? A similar view of the RirchaseOptionis reflected in Anaheim’s recordkeeping
To be surelUUBC's tax counseiook greatpains tokeep Anaheinifrom espousing a public
position on whether it would invoke the option, going so far as to re§nabeim to sign a tax
indemnity agreemerthat held the City responsibfeUBC lost tax benefits because tGay
took a public position on the option. But this agreement could not prevent Anaheim from
accuratelyreportingthe transaction in itannuaffinancialreportsprepared by th€ity’s
Department of Finance and those reports/hich were required by the City Charfér,

thatlosesa professional sports tearBased on that experiences admitted that Anaheimould
have different incentives thasBC in keeping the Ducks playing in the Poagreeing that
“retaining sport franchises is often more important than economic coaisiohes to a city.” He
also noted that Anaheim was likely to be more concerned than UBC with the grestigomic
benefits that the Pond would have on the surrounding area, thereby confirming, in tree court’
mind, that synergies might be lost if the Bamere maintained, but privately controlled.

0 The quoted language comes from the minutes of an Anaheim City Council meeting
held on November 4, 2003, which discussed the impact of the Covanta bankruptcy. However,
documents more contemporaneouthutie initiation of the LILO, as well as testimony given by
Anaheim’s former city manager, reflect similar sentiments.

*1 While Markowitz disputed this, othef plaintiff's witnessesincluding, Dr. Ellis, did
not. Moreover, a variety of UBC documents in the record (including certain pordeiew
documents completed by bank officials) confirtiis fact.

2 Bent agreed that “a zero residual mean[s] that an equity investor, in ordereieeaghi
return of and on its investment, need only look to the rents in the transaction and no residual.”

*3 The introduction to these reports typically stated as follows:

In accordance with the Charter of the City of Anaheim (City), we are surgnitt

the Comprehensive Annual Financial Report (CAFR) for the figeal ended

June 30, 2005. Responsibility for both the accuracy of the data and the
completeness and fairness of the presentation, including all disclosures, tiests wi
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telegraphed Anaheim’s true intentigrepeatedly emphasizing that fagrchaseOption was
fully-fundedand relying on that fact in excluding various potential liabilities from the<ity
financial statement§’ Anaheim’s financial advisor, Babcock & Brown walso aware that the
exercise of the purchase option was likalating in a message to Anaheim’s Director of
Finance at the time of the transactions, the “buyout option which allows the City togarcha
Union Bank’s position . . . is the expected case.” In short, UBC and Anaheim internally
evaluated and rep@d the transaction based on the assumption that Anaheim sarldse the
Purchase Option.

Seking tosnatch at least some substafroen the void,UBC heavily relies on the
Deloitte appresal performed at the time of the transaction to demonstrate that a prudent investor
would not have reasonably expected thecRaseOption to be exercisedut, plaintiff
conveniently overlooks the limited basis upon whiwdt appraisal was adtted into evidence —
not as an expert opiniomind you,but ratheonly as a historicalocument that was part of the
LILO transactionrdocumentd” This distinction is significanis theopinions and supporting
detailsin this reporwerestale makingthem more difficult to rebut. Despite thikere is strong

the City. We believe the data, as presented, is accurate in all material aspects; th
it is presented in a manner designed to fairly set forth the financial position a
results of operations of the City, as measured by the financial activity of its
various funds; and that all disclosures necessary to enable the reader to gain
maximum understanding of the City’s financial activities have been included.

* For example, in various annual reports, the city described the Pond LILO thusly —

On January 26, 1999, the City entered into a series of lease transactions for the
Arrowhead Pond of Anaheim. . .. Atthe end of the sublease, the City has a
purchase option to purchase the trustee’s rights under the lease for a fixed amount.
The advance rent payments to the City were deposited into a trust fund and
invested. The cash scheduled to belalsée from this trust fund is sufficient to

pay the City’s rent payments for the term of the sublease and to exercise the

City’s purchase option at the end of the sublease. . . . The City’s obligations under
the lease transactions are considered to beseden substance, and therefore the
related liabilities as well as the trust assets have been excluded from the City’s
financial statements.

The last sentence in this description is particularly telling as it suggests thaCitytfelt that
any of the other options under the Sublease could be exercised, it would be required to disclose
the liabilities that would be associated with that decision. And the reports did maitdo t

> During the trial, the coupointedly asked plaintiff's counsel: “But you are not relying

on the appraisal report as current evidence that would indicate the appraisaireetsnow, in
other words.” To which he responded, “[n]o.”
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evidence thathe Deloitte appraisal wasttle more thara boilerplateeffort, deginedto fulfill a
singlepurpose — to validate the deductions sought under the trans&ction.

Viewed as a prediot of Anaheim’s future actions, tla@praisakuffered from a variety
of flaws. For one thing, the Deloitte report focused not on whether Anaheim would be likely to
exercise théurchaseOption, but rather on whethgérwould be economically compelled to do
so. The appraisal thus has limited value in resolvitepuestion presented here. Moreover,
even with its limitedocus, the appraisal appeared to ad@ytassumptionshatwere gearetb
devalue the residual value in the Head Lease in todmakethe PurchaseOption price seem
unreasonalyihigh*’ Inter alia, the Deloitte appraisal failed to consider the-fureded nature of
the PurchaseOption, failed to monetize the costs to Anaheim of not exercising that ¢p&onl
failed to consider the noeeonomic impact on Anahei(e.g.,the impact of civic pride or voter
perception)f failing to exercise that option(IndeedDeloitte was specifically asked to consider
the non-economic factors impacting on thedhaseOption analysis, but refused to do s&).
Consolidated Edisqrthesesamesorts ofdeficienciesvere cited by the Federal Circuit in
holding that another Deloitte appraifaled to validate the taxpayer’s clatfmt a prudent
investor would not have reasonakkpected the purchase option there to be exercised.
Consolidated Edisqrv03 F.3d at 1378-7%ee alsdltria, 658 F.3d at 28@BB&T, 523 F.3d at
473 n.13 (finding that aimilar Deloitte appraisdbloes not reflect the economic reality of the
transaction); John Hancock Liféns, 141 T.C. at 62 (rejecting appraisal in favor of other
economic considerationsiziven all his, it should come as little surprise that neither UBC,
BTM, nor Anaheim appear to have given much credit to the Deloitte appraisal in igternall

“® |In Consolidated Edisarthe Federal Circuit noted the “boilerplate” nature of the
Deloitte appraisals in LILO transactions, observing that Deloitte had done “on ‘threobrde
magnitude’ of 100 appraisal reports of LILO transaction and never found that treere wa
‘economic compulsion’ to exercise a purchase option.” 703 F.3d at8B(fding trial
testimony in that case)Similar testimony was produced in this case.

*" The Deloitte appraisal concluded that the exercise of the Purchase Option would
require Anaheim to pay over $176 million (the value of the Purchase Option and therodéit
the deferred rent) for an asset estimated to be worth less than $164 miillde.there may be
other problems with these numbesse Well$-argo, 641 F.3d at 132”{scussing Deloitte’s use
of an improper discount rate that undervalued the leasset), he more fundamentassuewith
this comparison is/hat it includesel nonon the two sides of the equation. In terms of the
option price, Deloitte included the deferred Head Lease rent that Anaheim wonldadyeowe
itself, thereby overstating the cost of exercising the option. Conversely, in deciding the
economic benefits of exercising the Purchase Opieiyitte conveniently ignored theosts
that Anaheim might incur if it does not exercikat option, thereby understating the value of
exercising the option. As it had done in a hundred or so similar “appraBalsjtte thus
decidedly slanted its findings toward a predetermined result.

8 As discussed above, these included the cost of defeasing the COPS and making the
expenditures needed to ensure that the Pond met the standards specified in the retiomsprovis
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concludingthat the exercise of the purchase option was the most likely resultihéaet, the
record revealthat the participants in the Pond Transaction dicemen receive a final copy of
the appraisal untafter the transaction had closed.

Are thee some risks for UBC under thond LILOtransaction?Undoubtedly.One
need only look at thevell-knowneconomicdhistory of AIG —the entity that managed the
defeasance accounts hert realize that UBC was not absolutely insulated from all forms of
loss. But, as the Federal Circuit has mayigte clearin its analysisthe question here is not
whether UBC was at risk if there wasmrcein-a-centuryeconomic upheaval (pfor that matter,
if the Pond wasdestroyed by biblical flood or a superbolide aeteo). If sucheventswvere
viewed as introducing enougisk to give LILOs substancevery transaction- including those
rejected inConsolidated EdisoandWells Fargo— would pass musteiSee Swift Ddge v.
Comm’r of Internal Revenyé92 F.2d 651, 654 {9Cir. 1982). Nor does plaintiff's
freewheelingspeculation regarding what might happen if one of the parties filed for bankruptcy
add anything of real substance to this anal{’siBather the question is whether, given the way
this LILO was caretllly structured, it was more likely than not, in a reasonable economic world,
that the pre-fundeduPchaseDption would be exercisedAnd the simple fact is that if each of
the parties to the transaction in question fulfilled their obligations undenatsattional
documents -as was reasonabbBxpected at the time the transactiomguestiorclosed- UBC
risked nothing.As a consequenci should nobe allowed théundreds of millions of dollars in
tax deductionshat it essentially bought frodnaheim here

9 Throughout its briefs, plaintiff makes dooms-day assumptions regarding what would
happen if one or more of the parties involved in the Pond Transaction declared bankruptcy. But,
plaintiff provided no evidence to support these claims. Perhaps that is not surprising, as it turns
out to be fairly difficult topredict what would happen if AIG or one of the banks here filed for
bankruptcy reorganization under chapter 11 of the Bankruptcy Godeinaheim filed for
protection under chapter 9 of that Code. A cursory review of the bankruptcy lawstsufge
plaintiff’'s concerns are overdrawn. For example, plaintiff seems to ashametthe event of a
bankruptcy Anaheim could stonewall its creditors and eventually walk away the Pond
Transaction.But, while the automatic stay provisions of section 362 of the Code are applicable
in chapter 9 caseseell U.S.C. 88 362(a), 901(a), section 922(d) of the dodts the stayin
terms of its impact on various municipal financial transactions, including the gy of
pledged fundsSeell U.S.C. § 922(d). Likewise, section 904 of the Code severely limits the
ability of bankruptcy courts to interfere wimunicipal debtor’s use of its property and
revenues.Seell U.S.C. § 904 While plaintiff may be willing to assuntée worst in regards to
the operation of these bdamptcy provisionsthe court is notProof is requiredand that proof is
lacking.

Indeed, it should not be overlooked that when Covanta, then the manager of the Pond,
filed for bankruptcy in 2002, the structure of the Pond Transaction protected UBC, which
suffered no loss (other than having to add to its reservés$.wBs as expectedan internal
UBC memoregarding the Covanta bankruptogted that the worst case scenario stemming from
the bankruptcy was a “book loss (not economic loss).”
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In sum, as the Federal Circuit foundifells FargoandConsolidated Edisqrthe
economic effects of repurchasing the asset were so desirable, and the altemegpechasing
thatasset sodious as to make it more likelhan not that Anaheim woulckercise thdPurchase
Option. And, as described in numerous decisions, that finding makes plain that UBC did not
have the requisite ownership interest in the Pond Head Lease to support its claimed re
deductions>®

C.

Before leaving this issue, it should rim@overlookedhat the ultimate conclusion here
would bethe same even if it weraore likely than not that Anaheim would fail to exercise the
PurchaseéOption. That is sbecausgas is often true in transactions of this the LILO’s other
endof-sublease options protected UBC from residual value risk during the assadifing
useful life. See Wells Fargd41 F.3d at 1324Rather under the LIIO, UBC will have already
recolped its equity investment through the fixed and defeased Sublease Renewal reathéefor
end of the 8blease term- in other words, UBC'’s investment is assured of being recouped
irrespective of the residual value of the property

Nor, in this regardsithis case anything likerank Lyon as plaintiff contendsThere,
regulatory restrictions prevented the taxpayer bank (Worthen Bank & Tmstfifrancing the
construction of a new building with a conventional mortgage. Wottireed to a sale and
leaseback arrangement with Frank Lyon Co. to finance its building. The arramigeich not
give rise to tax benefits that the bank could not have enjoyed, but did result in a situation in
which neither party “was the owner of the building in any simpleesérizank Lyon 435 U.S.
at 581 see also John Haock Life Ins. 141 T.C. at 32 Neverthelesghe Supreme Court
respectec transferandleaseback arrangement becawsathenwas exposed to a “real and
substantial risk” of whether it could repay a nexs® loan and could “recoup its investment.”
Frank Lyon 435 U.S. at 576-79The Court found that the bank thereimgurred a financial risk
in the transaction — one to which it “exposed its very businesseily” — because there was
“substantial risk” of loss, “not just the abstract possibility that somethibhgevivrong.” 435
U.S. at 576-77, 575ee also Altria Grp.658 F.3d at 28BB&T, 523 F.3d at 474In so
concluding, the Court noted that the trial court had found that Worthen “was highly unlixely” t
exercise its purchase option. 435 U.S. at Sé@;alsdoNells Fargg 641 F.3d at 1329-30The
Court acknowledged that “the facts of this case stand in contrast to many wtlvaish the
form of the transdamon actually created tax advantages that, for one reason or another, could not

> It should not be overlooked thalintiff's contrary argumentwere heavily based on
Consolidated Edison Co. of New York, Inc. v. United Stateged. Cl. 228 (200%ev’'d, 703
F.3d 1367 (Fed. Cir. 2013), which was reversed by the Federal Circuit in the opinionegdiscuss
above That reversal aased plaintiff to make kate-course correctior while, in its opening
briefs, it emphasized the similaritibetweenConsolidated Edisoandthis case, after the
reversal, in supplemental briefingnibw claims there are many factual differences between the
two cases.Suffice to ay that,plaintiff was right before- and wrong now.
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have been enjoyed had the transaction taken another form.” 435 U.S. at 582@4l80 John
Hancock Life Ins.141 T.C. at 32!

This case isundamentallydifferent fa a host ofreasons.First, unlike the bankn Frank
Lyon the taxindifferent entityherelacked control over the fundlsat were churnenh the
transaction. As the Federal Circuit notedNiells Fargg “[t]he only flow of funds between the
parties to the transaction was the initial lump sum given to thextampt entity as
compensation for its participation in the transaction,” adding thain“the taxexempt entity’s
point of view, the transaction effectively ended as soon as it began.” 641 F.3d at 1330.
Further, unlike ifFrank Lyon the taxpayer her&)BC, retainedneither a significant upside
potential for economic gain nor a downside risk of economic 18eeBB&T, 523 F.3d at 474,
Wells Fargo 91 Fed. Cl. at 78lohn Hancock Life Ins141 T.C. at 8%finding that the
circumstances of the LILO there “are very different from those of a traditieveraged lease,
and certaily far different from the transaction krank Lyorf). In Frank Lyon, Lyon’s capital
was committed to the building“[i]ts financial position was affected substantially by the
presence of this lontgerm debt.” Frank Lyon 435 U.S. at 577. Such is not the case here.
Finally, UBC seeks to enjgyia theform carefullygiven the transaction, deductions that would
not be available tA&naheim. And the Supreme Court emphasized that was not true of the three-
party transaction iffrank Lyon®® Accordingly,Frank Lyonavails plaintiff naught.

1 Summarizing its ruling, the Supreme Court stdgedously (vell, at least for tax
attorneys}hat:

In short, we hold that where, as here, there is a genuine myléghetransaction

with economic substance which is compelled or encouraged by business or
regulatory realities, is imbued with tax independent considerations, and is not
shaped solely by taavoidance features that have meaningless labels attached, the
Government should honor the allocation of rights and duties effectuated by the
parties. Expressed another way, so long as the lessor retains signiftcant an
genuine attributes of the traditional lessor status, the form of the transaction
adopted by the parties governs for tax purposes.

Frank Lyon 435 U.S. at 583-84.

%2 See also Altria Grp.658 F.3d at 28®BB&T, 523 F.3d at 473AWG Leasing Trust v.
United States592 F. Supp. 2dt983.
>3 On this point, the Supreme Court observed:

It is not inappropriate to note that the Governmetkdy to lose little revenue,

if any, as a result of the shape given the transaction. No deduction was created
that . . . would not have been available to one of the parties if the transaction had
been arranged differently.

Frank Lyon 435 U.S. at 580.
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In sum, evenartfrom theextremeikelihood that thePurchase @tion will be
exercisedthe LILO transaction left UBC without the benefiisdburdens of property
ownership, requiring its ownership to be disregarded for tax purp8seltria Grp., 658 F.3d
at 291 Wells Fargg 641 F.3d at 1328BB&T, 523 F.3d at 472-7RAWG Leasing Trusb92 F.
Supp. 2d at 98%*

Finally, the court must decide whether UBC is entitled to its interest deductioss und
section 163(a) of the Code. “To achieve such dedugctitmes Federal Circuit recently opined,
“the taxpayer must incur ‘genuine indebtedness’ associated with the Lih€attzon.”
Consolidated Edisqrv03 F.3d at 1381 (quotiBB&T, 523 F.3d at 4757 Whether payment
constitutes “interest” on genuine “déligain depends upon the substance, not the form of the
transaction.Knetsch v. United State364 U.S. 361, 365-66 (196BB&T, 523 F.3d at 475;
Goldstein v. Comm'r of Intern&evenug364 F.2d 734, 740 (2d Cir. 196@jerg as will be
seen, the delmcurred by UBC wasn substancejecidedlynot genuinederiving fromcircular
transactions largelwith thesubsidiaries o singleentity —transactiongn which UBC’s loan
was paid with the proceeds of th@me loan

There is littleof substane (or even formjo distinguish thedebt here from that which
led the courts to deny interest deductiongViells FargoandConsolidated EdisanThe Federal
Circuit describedhedebt at issueniWells Fargg noting that it—

% As this court said in comparing tBéLO transaction inWells Fargato theleasing
transactiorin Frank Lyon

This case is very different froffrank Lyon where the lessee had renewal
options, but the exercise of the options was at the |esseednstrained choice,
and the taxpayer did not have the ability to impose a renewal upon the lessee.
Frank Lyon the taxpayer’s investment return was dependent upon the preperty
value, and its initial investment was at risk if the property declinelue. As

the Supreme Court observed, the lességank Lyoncould choose not to
exercise its renewal options and “walk away” from the property at the end of th
leaseback. Frank Lyon 435 U.S. at 583, 98 S.Ct. 1291. The taxpayer thus was
“gambling’ that the rents it might otherwise obtain after the Idzsek would be
sufficient to “recoup its investmentld. at 579, 98 S.Ct. 1291.

Wells Fargo & Co. & Subs. v. United Staté4 Fed. Clat 78.
% |nterest payments associated with genuine itedieless are viewed as “compensation

for the use or forbearance of moneyéputy v. du PonB308 U.S. 488, 498 (1940)f. Frank
Lyon Co, 435 U.S. at 581.
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is used to make the taxempt entity’s sublease rental payments. Money never
actually changes hands during a rental payment; the lender’s affiliate simply
moves funds from the tax-exempt entity’s debt portion to the lender’s account in
an amount sufficient to service the taypgs nonrecourse loan debt.

641 F.3d at 1321. Relying on this characterizatio@ Rederal Circuit disallowed the interest
deductions generated by the SILO’s “loop debt” because that debt stemmed frolyp “pure
circular transactions that elevate form over substance” and “existed only @neebsiheet.’ld.
at 1321, 1330see also WH Fargo v. United State91 Fed. CI. 35, 48081 (2010)
(discussing this issue)rhat same court reached the identical conclusidoimsolidated Edisgn
finding that the loop debt structure used in that LILO was indistinguishable froriotimat to le
not genuine iWells Fargo. Consolidated Edisor03 F.3d at 1381.

The debt here was circular, as wellere, on the day of the closing, the following
carefully-scripted steps occurredi) AIG-FP Investment provided $93.1 million to ARG
Funding whichfunds were used to make the AIG-FP loan to UBC and were placed in the Debt
Account; (i) AIG-FP Funding assigned the Debt Account to State Street (trustee of (IBC)
State Street assigned the Debt Account to Anaheim; (iv) Anaheim asgignBdbt Account
(containing the loan proceeds) to AR Special Finangand (v) AIGFP Special Finance
assigned the Debt Account (with the $93.1 million still there) back teFRRnvestment,
placing the money back where it startéktcordingly, as was true WellsFargo, “all of the
loan proceeds in the [LILO] were immediately returned to an affiliate of tlieteacting as
debt payment undertaker, and then to the common parent, the original source of the funds.”
WellsFargo, 91 Fed. Cl. at 80To make sure this transaction worked as planned, other
protectionsvere added- for example, the transfer from Anaheim to AIP-Special Finance was
irrevocable. Moreover, the loopimgture of theseffsettingtransactions makeguestions
regarding the @equacy of the collateral (and whether, in particular, the loan amount was less
than the value of UBC'’s interest in the Pond) quite irrelevant. Rather, as noted$scond
Circuit, “[t]he defeasance arrangements ensured that the funds remainedidhtadlg period
of the loan, under the lender’s effective controAltria, 658 F.3d at 291see also AW(H92 F.
Supp. 2d at 990-93And thatresult of course, was exactly what was intend€d.

Consolidated Edisqrv03 F.3d at 1381.

As in BB&T, AIG “which treated the loan as an-bfilance sheet transaction, did not
forbear any money during the time period in wHIOBC] sought to claim interest deductions.”
523 F.3d at 476see also Altria658 F.3d at 290-91 (“The evidence . . . reasonably swguptire
jury’s finding that the nonrecourse debt Altria incurred was not gendihe.lender never
forbore use of the purportedly loaned funds and Altria never obtained use of those jfunds.”)
Hines v. United State912 F.2d 736, 741 T4Cir. 1990). Applying the line of existindgrederal
Circuit precedent on this point, the court tlagges that “[a] party simply does not incur
genuine indebtedness by taking money out of a bank and then immediately retumthg it t
issuing bank.Tonsolidatededison, 703 F.3d at 138Kkee als@BB & T, 523 F.3d at 47 AVells
Fargo, 91 Fed. Cl. at 81UBC is not entitled to its interest deductions under § 163(a).
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V.

The court need go no furth&.Unlike the nobles in Hans Christian Andersen’s famous
fable the court will not pretend to see somethiimatis not there’’ In that story’s denouement,
a little child witnessing the Emperor’s parade criestotis father: “But he has nothing orfl”
Viewed through the prism @onsolidated EdisoandWells Fago, the transaction here is
likewiserevealed to be nakeaf the requisitesubstance Despiteplaintiff's valiant attempt to
weave cloth out of diamondi$,has not shown otherwise.

Based on the foregoing, theurt concludes that plaintiff is hentitled to the refunds
requested. The Clerk is directed to enter judgment dismissing plaintiff's datmla

IT ISSO ORDERED.

s/Francis M. Allegra
Francis M. Allegra
Judge

*% The court has considered the remainder of plaintiff's arguments and does not find
them persuasiveBased on its findings regarding the substamgs-form doctrine, the court
neednot consider whether the Pond Transaction ran afoul of the economic substance doctrine.

" SeeHans Christian Andersen, The Emperor's New Clothes in [kni-& Fable 23
(The Harvard Classics 1937). (Perhaps given the name of the arena hei#, hpaied that its
tax story would turn out more like that of the swan in another Andersen fairnySe¢¥he Ugly
Duckling (1843)).

8 The Emperor’s New Clothesypra at 238.

*9 This opinion shall be published, as issued, &i&ober22, 2013, unlesthe parties
identify protected and/or privileged materials subject to redaction priorttddtea Any such
materials shall be identified with specificity, both imterof the language to be redacted and the
reasons for each redaction (including appropriate citations to authority).
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	In the United States Court of Federal Claims
	No. 06-587T
	OPINION
	ALLEGRA, Judge:
	This case is about LILOs and, relatedly, SILOs.  No, not the Disney character, mind you,  nor anything remotely agricultural or martial.  Rather, the LILOs and SILOs at play here are  acronyms, given to so-called “lease in/lease out” and “sale in/lea...
	This case is before the court following a trial in Washington, D.C.  It involves the tax treatment of the Pond Transaction – a leveraged lease between a subsidiary of UnionBanCal Corporation (UBC) and the City of Anaheim, California (Anaheim or the C...
	I.
	Based on the record, including the parties’ stipulations, the court finds as follows:

