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SUBJECT: FEDERAL LEGISLATION
ACTION:

ADOPT STAFF RECOMMENDATION

RECOMMENDATION
Adopt the following position:
S. 1341 (Menendez) Close the SILOILILO Loophole Act - that would attempt to
remove the ability of banks to seek windfall profits on sale-inllease out (SILO) and
lease-inllease out (LILO) agreements engaged in by our agency, Metrolink and other
transportation agencies. SUPPORT - WORK WITH AUTHOR
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ATTACHMENT A
BILL:

S. 1341

AUTHOR:

SENATOR ROBERT MENENDEZ (D-NJ)

SUBJECT:

SALE INILEASE OUT (SILO) - LEASE INILEASE OUT (LILO)
AGREEMENTS

STATUS:

PENDING IN SENATE FINANCE COMMITTEE

ACTION:

SUPPORT - WORK WITH AUTHOR

RECOMMENDATION

Staff recommends that the Board adopt a SUPPORT-WORK WITH AUTHOR position
on S. 1341, the "Close the SILOILILO Loophole Act" that would attempt to remove the
ability of banks to seek windfall profits on sale-inllease out (SILO) and lease-inllease
out (LILO) agreements engaged in by our agency, Metrolink and other transportation
agencies.

Beginning in the late 1980s and continuing through 2000 the Federal Transit
Administration (FTA), as a matter of policy, encouraged transit agencies to engage in
tax-advantaged lease transactions including: cross-border leases, lease-inllease-out
transactions and later, sale-inlsale-out transactions. In general, these transactions
involved the transfer of tax ownership of rail cars and other capital assets to an equity
investor through a lease-leaseback arrangement. The investor benefited from the
transaction through various tax deductions (writing off the depreciation of the equipment
or infrastructure), while the transit agency received upfront benefits. For instance, a
transit agency would sell rail cars to an investor, typically a bank or other financial
institution to raise capital, then immediately would lease those very same rail cars back
from the investor.
A key element to SILOILILO transactions (and a requirement of the FTA) was that they
required third party guarantors, with high credit ratings, AA or better. These guarantors,
like AIG, would guarantee the lease payments over the life of the transaction, typically
20 to 30 years depending on the useful life of the asset. The agreements stipulated that
should a guarantor's credit rating drop below the required level, transit agencies would
be responsible for replacing them with another entity with the required credit rating.
The failure to replace a downgraded guarantor is cause for default and can lead to the
termination of a SILOILILO transaction. Such an "early termination" of a SILOILILO
subjects transit agencies to make the investor whole -that is to not only pay the
expected lease payments, but also to provide a payment equivalent to the internal rate
of return the investor expected to make from the transaction (i.e. - the expected tax
benefits resulting from accelerated depreciation plus interest). Currently, there are no
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viable replacements for AIG and others that have lost their lofty credit ratings:
replacement with an alternative guarantor is currently not economically feasible.
The Treasury Department has estimated that the cost of these transactions to the
Federal Government was in excess of $4 billion. In 2003 the U.S. Congress enacted
legislation invalidating the deductions investors realized from these transactions, based
on the argument that these transactions lacked "economic substance" and therefore did
not qualify as a legitimate business activity. The lnternal Revenue Service has been
denying deductions to financial institutions and has so far prevailed in all legal
challenges brought against the Service in several jurisdictions. Although the U.S.
Congress moved to end SILOILILO transactions, it has failed to provide a remedy for
existing SILOILILO transactions that have been destabilized by the collapse of AIG and
other counterparties. Previous efforts to seek legislative remedies that would remove
the exposure to early termination penalties that transit systems now face have been
unsuccessful.
The Board, in October of 2008, authorized the Chief Executive Officer to execute letters
to elected officials and other governmental officials in support of legislative or regulatory
actions that would protect our financial interests and those of other public transit
agencies that engaged in SILOILILO transactions.
PROVISIONS
This legislation seeks to amend the Internal Revenue Code of 1986 by imposing an
excise tax of 100% on windfall proceeds that investors are demanding from
transportation agencies that engaged in SILOILILO agreements.
IMPACT ANALYSIS
Transit agencies, like our agency and Metrolink, currently are in jeopardy of having their
SILOILILO transactions terminated because they cannot secure highly rated entities to
serve as guarantors in the current financial market place. This failure, which reflects
the state of the economy, means that our SILOILILO transactions are endangered not
because they are experiencing any monetary default, but because AIG and others have
been downgraded. In several instances, investors have sought termination payments
from transit agencies as a means of securing profits that would have ordinarily been
made based on the tax benefits offered by SILOILILO agreements. In effect, the
investors are seeking to receive from transit agencies the benefits now being denied
them by the Internal Revenue Service.
Metro has engaged in nine SILOILILO transactions covering assets valued at $1.2
billion. Failure to secure a remedy from the U.S. Congress or the Obama
Administration may result in our agency facing $165 million in termination fees.
S. 1341, the "Close the SILOILILO Loophole ActJ1would levy an excise tax of 100% on
any early termination payments. It is hoped that this would serve as a disincentive to
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any investor who may wish to pursue an early termination. Unfortunately, the legislation
does not address a possible provision in existing transactions that would indemnify
investors from liability for such an excise tax. Thus, if the IRS were to demand from
investors its share of the 10O0/0 excise tax outlined in S. 1341, it appears that the
legislation would not prohibit these investors from demanding that same amount from
transit agencies. Its adoption into law may not serve as a complete remedy for our
agency and other transit agencies.
A more thorough remedy to the current SILOILILO dilemma would be for the Federal
Government to assume the role as the new guarantor to these agreements. Both the
past Bush Administration and the current Obama Administration, under Treasury
Secretaries Paulson and Geithner respectively, have refused to take on such
obligations even though the exposures are nominal.
Last year the Congressional Budget Office (CBO) examined the cost of having the
Federal Government serve as a new guarantor to SILOILILO transactions. That study
concluded that; "By providing such an insurance backstop, the federal government
would be acting as a guarantor for the SILO and LlLO transactions and would be taking
on risks associated with the deals. Based on the market rates currently charged for
such insurance coverage, CBO estimates that the likelihood of losses to the
government under this program would be small and that any such losses would
eventually be recouped by fees assessed on transit agencies that chose to participate
in this program. Net costs over the first 10 years would be about $80 million by CBO's
estimate."
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