
In contrast, in Alstores Realty Corp. v.
Commissioner, 46 T.C. 363 (1966), acq.,
1967–2 C.B.1, the court held that a sale of
property accompanied by the reservation of
a right of occupancy did not result in the
transfer of only a future interest because the
seller’s right of occupancy was in the na-
ture of a leasehold interest, because the pur-
chaser acquired the benefits and burdens of
ownership of the property.

Alstores can be distinguished from
McCully Ashlock and Kruesel. McCully
Ashlock and Kruesel conclude that where
a retained interest is of the same nature as
the interest conveyed, only a future inter-
est has been transferred. In Alstores, the in-
terests were not of the same nature.

Similarly, the LILO transaction is dis-
tinguishable from the transaction involved
in Comdisco, Inc. v. Commissioner, 756
F.2d 569 (7th Cir. 1985). In that case, equip-
ment was subject to end user leases, and the
lessor of that equipment assigned an inter-
est to taxpayer in a transaction designed to
give the taxpayer investment tax credits. The
taxpayer’s entitlement to the credits de-
pended on whether it had the status of
lessee/sublessor. In concluding that it did,
the court noted a number of factors that
supported taxpayer’s claim that it had ac-
quired a leasehold interest. The taxpayer
was obligated to the lessor in the event of
a default by the sublessee. The taxpayer re-
let certain equipment after one sublease had
expired. In connection with another sub-
lease, the taxpayer was responsible for rent
to its assignor in excess of amounts paid by
the sublessee directly to the assignor. The
court also emphasized the regulatory re-
strictions on direct leases between the as-
signor and the end users. Id. at 576–77.
Unlike Comdisco, in the LILO transac-
tion the headlessor and the sublessee are the
same party. Further, in the LILO transac-
tion the headlessee/sublessor is not mate-
rially exposed to the risk that the sublessee
will fail to make rent payments.

Section 162(a)(3) permits a deduction for
rentals and other payments required to be
made as a condition to the continued use
or possession, for purposes of the trade or
business, of property. Because X does not
acquire a current leasehold interest in the
property, it is not entitled to current de-
ductions for rent. The $29 million “eq-
uity” portion of the Headlease prepayment
is, effectively, a payment for at most X’s
right under the Headlease to lease the prop-

erty 20 years hence for a term of 20 years.
(Economically, $29 million is an overpay-
ment for the value of any right that X ob-
tains to lease the property in the future. X
was willing to overpay in this manner, how-
ever, in order to induce FM to participate
in the transaction.). In accordance with
§ 467, the $29 million “equity” portion of
the Headlease prepayment is deductible over
the 20-year residual term of the Head-
lease (the 10-year put renewal term and the
10-year “shirttail” period). Alternatively, in
the event FM exercises its fixed-price op-
tion at the end of the primary term of the
Sublease, X will have gain or loss equal to
the difference between the option price and
X’s cost of acquiring a right to the Head-
lease residual term. Section 1001.

The remainder of the Headlease pre-
payment, $60 million, must be disregarded,
because the “loans” that purportedly fi-
nance this portion of the Headlease pre-
payment are without substance. In Bridges
v. Commissioner, 39 T.C. 1064, aff’d 325
F.2d 180 (4th Cir. 1963), taxpayer “bor-
rowed” funds from banks and used the
funds to purchase Treasury notes, which the
banks held as collateral and ultimately sold
to satisfy taxpayer’s debts. The court’s ra-
tionale for disallowing taxpayer’s deduc-
tions of prepaid interest is equally applicable
here:

[P]etitioner at no time had the uncon-
trolled use of any additional money, of the
bonds, or of the interest on the bonds. He
assumed no risk of a rise or fall in the
market price of the bonds and could not
take advantage of such. His payment to
the bank was not for the use or forbear-
ance of money; it was for the purchase
of a rigged sales price for the bonds and
for a tax deduction. Petitioner incurred no
genuine indebtedness, within the mean-
ing of the statute, and as a payment of in-
terest, this transaction was also a sham.

Id. at 1078–79. Neither X nor FM obtain
use of the “borrowed” funds. The “loans”
purportedly are made to finance X’s acqui-
sition of the Headlease interest. But that
leasehold interest is substantially offset by
an interdependent Sublease with the Head-
lessor. What remains can only be enjoyed
after 20 years and after the loans have been
“repaid” using “rents” from a Sublease that
itself lacks substance. Under the circum-
stances, the loans are disregarded.

Although this ruling refers to a for-
eign municipality and its property, the analy-

sis and holding apply as well to LILO
transactions that involve or include domes-
tic tax-exempt or tax-indifferent entities.

HOLDING

A taxpayer may not deduct currently, un-
der §§ 162 and 163, rent or interest paid or
incurred in connection with a LILO trans-
action that properly is characterized as con-
ferring only a future interest in property.

Where appropriate, the Service will con-
tinue to disallow the tax benefits claimed
in connection with LILO transactions upon
other grounds, including that the substance
over form doctrine requires their rechar-
acterization as financing arrangements and
that they are to be disregarded for lack of
economic substance.

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 99–14, 1999–1 C.B. 835, is
modified and superseded.
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Section 163.—Interest

26 CFR 1.162–17: Interest deduction in general.

May a taxpayer deduct currently, under § 163, in-
terest paid or incurred in connection with a lease-in/
lease-out (LILO) transaction that properly is
characterized as conferring only a future interest in
property. See Rev. Rul. 2002–69, page 760.

Section 446.—General Rule
for Methods of Accounting

(Also 26 CFR 1.446–4)

Notional principal contract (NPC).
This ruling provides guidance on the tim-
ing of recognition of gain or loss on the ter-
mination of a notional principal contract that
hedges a portion of the term of a debt in-
strument issued by the taxpayer.
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ISSUE

When should a taxpayer take into ac-
count gain or loss on the termination of a
notional principal contract (NPC) that
hedges a portion of the term of a debt in-
strument issued by the taxpayer?

FACTS

Situation 1

Taxpayer TP uses the calendar year as
its taxable year. On the first day of Year 1,
TP issues a debt instrument. The debt in-
strument has a 10-year term and provides
for interest to be paid annually at a fixed
rate. Contemporaneously with the issu-
ance of the debt instrument, TP also en-
ters into an NPC with a 5-year term that
converts the fixed rate payments under the
debt instrument into floating rate payments.
That is, the NPC provides for TP to re-
ceive payments equal to the product of the
fixed rate on the debt instrument and a no-
tional amount equal to the principal amount
of the debt instrument in exchange for pay-
ments by TP equal to the product of a float-
ing rate and the same notional amount.
Pursuant to § 1.1221–2(f), TP properly iden-
tifies the NPC as a hedging transaction cov-
ering Year 1 through Year 5 of the debt
instrument and complies with the other re-
quirements necessary for the NPC to be
treated as a hedge under §§ 1.1221–2 and
1.446–4. TP terminates the NPC on the last
day of Year 2 and either receives or makes
a termination payment.

Situation 2

The facts are the same as Situation 1,
but, in addition, TP retires the debt instru-
ment in Year 4.

LAW

Section 1.446–4(a) provides that a hedg-
ing transaction as defined in § 1.1221–
2(b) must be accounted for under the rules
set forth in § 1.446–4.

Section 1.446–4(b) provides that the
method of accounting used by a taxpayer

for a hedging transaction must clearly re-
flect income. Section 1.446–4(b) further
provides that to clearly reflect income, the
method used for a hedging transaction must
reasonably match the timing of income, de-
duction, gain, or loss from the hedging
transaction with the timing of income, de-
duction, gain, or loss from the item being
hedged.

Section 1.446–4(e)(4) provides that gain
or loss from a transaction that hedges a debt
instrument issued or to be issued by a tax-
payer, or a debt instrument held or to be
held by a taxpayer, must be accounted for
by reference to the terms of the debt in-
strument and the period or periods to which
the hedge relates. A hedge of an instru-
ment that provides for interest to be paid
at a fixed rate or a qualified floating rate,
for example, generally is accounted for us-
ing constant yield principles. Thus, assum-
ing that a fixed rate or qualified floating rate
instrument remains outstanding, hedging
gain or loss is taken into account in the
same periods in which it would be taken
into account if it adjusted the yield of the
instrument over the term to which the hedge
relates. Section 1.446–4(e)(4) provides, as
an example, that gain or loss realized on a
transaction that hedged an anticipated fixed
rate borrowing for its entire term is ac-
counted for, solely for purposes of
§ 1.446–4, as if it decreased or increased
the issue price of the debt instrument. How-
ever, in all events, the taxpayer’s method,
as actually applied to the taxpayer’s hedg-
ing transactions, must clearly reflect in-
come by meeting the matching requirement
of § 1.446–4(b). See § 1.446–4(e) (intro-
ductory sentences).

ANALYSIS

Situation 1

Unlike the hedging transaction described
in § 1.446–4(e)(4) that hedges a fixed rate
borrowing over its entire term, TP’s NPC
does not hedge the entire term of the debt
instrument. Rather, TP’s NPC hedges, and
relates only to, Year 1 through Year 5 of the
10-year term of the debt instrument. Prior
to its termination on the last day of Year 2,
the NPC would have continued to hedge
Year 3 through Year 5 of the debt instru-

ment, and TP generally would have been
required to take into account the remain-
ing income, deduction, gain, or loss over
the period from Year 3 through Year 5. The
termination payment made or received by
TP represents the present value of the ex-
tinguished rights and obligations under the
NPC for Year 3 through Year 5. There-
fore, the gain or loss from the hedging
transaction relates to Year 3 through Year
5. To clearly reflect income in accordance
with the matching requirement of § 1.446–
4(b), TP must take into account the gain or
loss from terminating the NPC over the pe-
riod from Year 3 through Year 5.

Situation 2

Following the analysis from Situation 1,
TP would have already taken into account
in Year 3 a portion of the gain or loss from
termination of the NPC in Year 2. How-
ever, upon retiring the debt instrument in
Year 4, TP’s remaining gain or loss from
the termination of the NPC should be rec-
ognized in order to match the timing of in-
come, deduction, gain, or loss from the
hedging transaction with the timing of in-
come, deduction, gain, or loss from the item
being hedged.

HOLDING

(1) In Situation 1, TP must account for
the gain or loss arising from terminating the
NPC over the period from Year 3 through
Year 5, the remaining period to which the
terminated hedge relates.

(2) In Situation 2, TP takes into ac-
count in Year 3 a portion of the gain or loss
arising from the termination of the NPC and
takes into account in Year 4 the remain-
ing balance of the gain or loss from the ter-
minated hedge.
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