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EDITORIAL NOTE: IRS published a document at 45 FR 6088, Jan. 25, 1980, deleting statutory
sections from their regulations. In Chapter I cross-references to the deleted material have
been changed to the corresponding sections of the IRS Code of 1954 or to the appropriate regu-
lations sections. When either such change produced a redundancy, the cross-reference has
been deleted. For further explanation, see 45 FR 20795, Mar. 31, 1980.
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SUPPLEMENTARY PUBLICATIONS: Internal Revenue Service Looseleaf Regulations System, Alcohol
and Tobacco Tax Regulations, and Regulations Under Tax Conventions.

EDITORIAL NOTE: Treasury Decision 6091, 19 FR 5167, Aug. 17, 1954, provides in part as fol-
lows:

PARAGRAPH 1. All regulations (including all Treasury decisions) prescribed by, or under au-
thority duly delegated by, the Secretary of the Treasury, or jointly by the Secretary and the
Commissioner of Internal Revenue, or by the Commissioner of Internal Revenue with the ap-
proval of the Secretary of the Treasury, or jointly by the Commissioner of Internal Revenue
and the Commissioner of Customs or the Commissioner of Narcotics with the approval of the
Secretary of the Treasury, applicable under any provision of law in effect on the date of en-
actment of the Code, to the extent such provision of law is repealed by the Code, are hereby
prescribed under and made applicable to the provisions of the Code corresponding to the pro-
vision of law so repealed insofar as any such regulation is not inconsistent with the Code.
Such regulations shall become effective as regulations under the various provisions of the
Code as of the dates the corresponding provisions of law are repealed by the Code, until super-
seded by regulations issued under the Code.

PAR. 2. With respect to any provision of the Code which depends for its application upon
the promulgation of regulations or which is to be applied in such manner as may be pre-
scribed by regulations, all instructions or rules in effect immediately prior to the enactment
of the Code, to the extent such instructions or rules could be prescribed as regulations under
authority of such provision of the Code, shall be applied as regulations under such provision
insofar as such instructions or rules are not inconsistent with the Code. Such instructions
or rules shall be applied as regulations under the applicable provision of the Code as of the
date such provision takes effect.

PAR. 3. If any election made or other act done pursuant to any provision of the Internal
Revenue Code of 1939 or prior internal revenue laws would (except for the enactment of the
Code) be effective for any period subsequent to such enactment, and if corresponding provi-
sions are contained in the Code, such election or other act shall be given the same effect
under the corresponding provisions of the Code to the extent not inconsistent therewith. The
term ‘‘act’ includes, but is not limited to, an allocation, identification, declaration, agree-
ment, option, waiver, relinquishment, or renunciation.

PAR. 4. The limits of the various internal revenue districts have not been changed by the
enactment of the Code. Furthermore, delegations of authority made pursuant to the provi-
sions of Reorganization Plan No. 26 of 1950 and Reorganization Plan No. 1 of 1952 (as well as
redelegations thereunder), including those governing the authority of the Commissioner of
Internal Revenue, the Regional Commissioners of Internal Revenue, or the District Directors
of Internal Revenue, are applicable to the provisions of the Code to the extent consistent
therewith.






SUBCHAPTER A—INCOME TAX (CONTINUED)

PART 1—INCOME TAXES
(CONTINUED)

1.141-0 Table of contents.

TAX EXEMPTION REQUIREMENTS FOR STATE
AND LOCAL BONDS

1.141-1 Definitions and rules of general ap-
plication.

1.141-2 Private activity bond tests.

1.141-3 Definition of private business use.

1.141-4 Private security or payment test.

1.141-5 Private loan financing test.

1.141-6 Allocation and accounting rules.

1.141-7 Special rules for output facilities.

1.141-8 $15 million limitation for output fa-
cilities.

1.141-9 Unrelated or disproportionate use
test.

1.141-10 Coordination with volume cap. [Re-
served]

1.141-11 Acquisition of nongovernmental
output property. [Reserved]

1.141-12 Remedial actions.

1.141-13 Refunding issues.

1.141-14 Anti-abuse rules.

1.141-15 Effective dates.

1.141-16 Effective dates for qualified private
activity bond provisions.

1.142-0 Table of contents.

1.142-1 Exempt facility bonds.

Remedial actions.

Refunding issues. [Reserved]

1.142-4 Use of proceeds to provide a facility.

1.142(a)(5)-1 Exempt facility bonds: Sewage
facilities.

1.142(a)(6)-1 Exempt facility bonds:
waste disposal facilities.

1.142(f)(4-1 Manner of making election to
terminate tax-exempt bond financing.

1.143(g)-1 Requirements related to arbi-
trage.

1.144-0 Table of contents.

1.144-1 Qualified small issue bonds, quali-
fied student loan bonds, and qualified re-
development bonds.

1.144-2 Remedial actions.

1.144-3 Standard deduction for individuals
choosing income averaging. [Reserved]

1.145-0 Table of contents.

1.145-1 Qualified 501(c)(3) bonds.

1.145-2 Application of private activity bond
regulations.

1.147-0 Table of contents.

1.147-1 Other requirements applicable to
certain private activity bonds.

1.147-2 Remedial actions.

1.147(b)-1 Bond maturity limitation—treat-
ment of working capital.

1.148-0 Scope and table of contents.

1.148-1 Definitions and elections.

solid

1.148-2 General arbitrage yield restriction
rules.

1.148-3 General arbitrage rebate rules.

1.148-4 Yield on an issue of bonds.

1.148-5 Yield and valuation of investments.

1.148-6 General allocation and accounting

rules.

1.148-7 Spending exceptions to the rebate
requirement.

1.148-8 Small issuer exception to rebate re-
quirement.

1.148-9 Arbitrage rules for refunding issues.

1.148-10 Anti-abuse rules and authority of
Commissioner.

1.148-11 Effective/applicability dates.

1.149(b)-1 Federally guaranteed bonds.

1.149(d)-1 Limitations on advance
refundings.
1.149(e)-1 Information reporting require-

ments for tax-exempt bonds.

1.149(g)-1 Hedge bonds.

1.150-1 Definitions.

1.150-2 Proceeds of bonds used for reim-
bursement.

1.150-4 Change in use of facilities financed
with tax-exempt private activity bonds.

1.150-5 Filing notices and elections.

REGULATIONS APPLICABLE TO CERTAIN BONDS
SoLD PRIOR TO JULY 8, 1997

1.148-1A Definitions and elections.

1.148-2A General arbitrage yield restriction
rules.

1.148-3A General arbitrage rebate rules.

1.148-4A Yield on an issue of bonds.

1.148-5A Yield and valuation of invest-
ments.

1.148-6A General allocation and accounting
rules.

1.148-9A Arbitrage rules for refunding
issues.

1.148-10A Anti-abuse rules and authority of
Commissioner.

1.148-11A Effective dates.

1.149(d)-1A Limitations on advance

refundings.
1.150-1A Definitions.

DEDUCTIONS FOR PERSONAL EXEMPTIONS

1.151-1 Deductions for personal exemptions.

1.151-2 Additional exemptions for depend-
ents.

1.151-3 Definitions.

1.151-4 Amount of deduction for each ex-
emption under section 151.

1.1562-1 General definition of a dependent.

1.152-2 Rules relating to general definition
of dependent.

1.1562-3 Multiple support agreements.

1.152-4 Special rule for a child of divorced or
separated parents or parents who live
apart.

1.153-1 Determination of marital status.
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1.154 Statutory provisions; cross references.

ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND
CORPORATIONS

1.161-1
1.162-1
1.162-2
1.162-3
1.162-4
1.162-5

Allowance of deductions.

Business expenses.

Traveling expenses.

Materials and supplies.

Repairs.

Expenses for education.

1.162-7 Compensation for personal services.

1.162-8 Treatment of excessive compensa-
tion.

1.162-9 Bonuses to employees.

1.162-10 Certain employee benefits.

1.162-10T Questions and answers relating to
the deduction of employee benefits under
the Tax Reform Act of 1984; certain lim-
its on amounts deductible (temporary).

1.162-11 Rentals.

1.162-12 Expenses of farmers.

1.162-13 Depositors’ guaranty fund.

1.162-14 Expenditures for advertising or pro-
motion of good will.

1.162-15 Contributions, dues, etc.

1.162-16 Cross reference.

1.162-17 Reporting and substantiation of
certain business expenses of employees.

1.162-18 TIllegal bribes and kickbacks.

1.162-19 Capital contributions to Federal
National Mortgage Association.

1.162-20 Expenditures attributable to lob-
bying, political campaigns, attempts to
influence legislation, etc., and certain
advertising.

1.162-21 Fines and penalties.

1.162-22 Treble damage payments under the
antitrust laws.

1.162-24 Travel expenses of state legislators.

1.162-25 Deductions with respect to noncash
fringe benefits.

1.162-25T Deductions with respect to
noncash fringe benefits (temporary).

1.162-27 Certain employee remuneration in
excess of $1,000,000.

1.162-28 Allocation of costs to lobbying ac-
tivities.

1.162-29 Influencing legislation.

1.162-31 The $500,000 deduction limitation
for remuneration provided by certain
health insurance providers.

1.162-32 Expenses paid or incurred for lodg-
ing when not traveling away from home.

1.162(k)-1 Disallowance of deduction for re-
acquisition payments.

1.162(1)-1T Deduction for health insurance
costs of self-employed individuals (tem-
porary).

1.163-1 Interest deduction in general.

1.163-2 Installment purchases where inter-
est charge is not separately stated.

1.163-3 Deduction for discount on bond
issued on or before May 27, 1969.

1.163-4 Deduction for original issue discount
on certain obligations issued after May
27, 1969. 1
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1.163-5 Denial of interest deduction on cer-
tain obligations issued after December
31, 1982, unless issued in registered form.

1.163-56T Denial of interest deduction on cer-
tain obligations issued after December
31, 1982, unless issued in registered form
(temporary).

1.163-6T Reduction of deduction where sec-
tion 25 credit taken (temporary).

1.163-7 Deduction for OID on certain debt
instruments.

1.163-8T Allocation of interest
among expenditures (temporary).

1.163-9T Personal interest (temporary).

1.163-10T Qualified residence interest (tem-
porary).

1.163-11 Allocation of certain prepaid quali-
fied mortgage insurance premiums.

1.163-12 Deduction of original issue discount
on instrument held by related foreign
person.

1.163-13 Treatment of bond issuance pre-
mium.

1.163(d)-1 Time and manner for making
elections under the Omnibus Budget Rec-
onciliation Act of 1993 and the Jobs and
Growth Tax Relief Reconciliation Act of
2003.

1.164-1 Deduction for taxes.

1.164-2 Deduction denied in case of certain
taxes.

1.164-3 Definitions and special rules.

1.164-4 Taxes for local benefits.

1.164-5 Certain retail sales taxes and gaso-
line taxes.

1.164-6 Apportionment of taxes on real prop-
erty between seller and purchaser.

1.164-7 Taxes of shareholder paid by cor-
poration.

1.164-8 Payments for municipal services in
atomic energy communities.

1.165-1 Losses.

1.165-2 Obsolescence of nondepreciable prop-

erty.

65-3 Demolition of buildings.

65-4 Decline in value of stock.

5-56 Worthless securities.

Farming losses.

Casualty losses.

Theft losses.

Sale of residential property.

5-10 Wagering losses.

65-11 Election in respect of losses attrib-

utable to a disaster.

1.165-12 Denial of deduction for losses on
registration-required obligations not in
registered form.

1.165-13T Questions and answers relating to
the treatment of losses on certain strad-
dle transactions entered into before the
effective date of the Economic Recovery
Tax Act of 1981, under section 108 of the
Tax Reform Act of 1984 (temporary).

1.166-1 Bad debts.

1.166-2 Evidence of worthlessness.

1.166-3 Partial or total worthlessness.

1.166-4 Reserve for bad debts.

expense

1.1
1.1
1.16.
1.165-6
1.165-7
1.165-8
1.165-9
1.16.
1.1
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1.166-5 Nonbusiness debts.

1.166-6 Sale of mortgaged or pledged prop-
erty.

1.166-7 Worthless bonds issued by an indi-
vidual.

1.166-8 Losses of guarantors, endorsers, and
indemnitors incurred on agreements
made before January 1, 1976.

1.166-9 Losses of guarantors, endorsers, and
indemnitors incurred, on agreements
made after December 31, 1975, in taxable
years beginning after such date.

1.166-10 Reserve for guaranteed debt obliga-
tions.

1.167(a)-1

1.167(a)-2
1.167(a)-3

Depreciation in general.

Tangible property.

Intangibles.

1.167(a)-4 Leased property.

1.167(a)-5 Apportionment of basis.

1.167(a)-5T Application of section 1060 to
section 167 (temporary).

1.167(a)-6 Depreciation in special cases.

1.167(a)-7 Accounting for depreciable prop-
erty.

1.167(a)-8 Retirements.

1.167(a)-9 Obsolescence.

1.167(a)-10 When depreciation deduction is
allowable.

1.167(a)-11 Depreciation based on class lives
and asset depreciation ranges for prop-
erty placed in service after December 31,
1970.

1.167(a)-12 Depreciation based on class lives
for property first placed in service before
January 1, 1971.

1.167(a)-13T Certain elections for intangible
property (temporary).

1.167(a)-14 Treatment of certain intangible
property excluded from section 197.

1.167(b)-0 Methods of computing deprecia-
tion.

1.167(b)-1

1.167(b)-2

1.167(b)-3

Straight line method.

Declining balance method.

Sum of the years-digits method.

1.167(b)-4 Other methods.

1.167(c)-1 Limitations on methods of com-
puting depreciation under section 167(b)
(2), (3), and (4).

1.167(d)-1 Agreement as to useful life and
rates of depreciation.

1.167(e)-1 Change in method.

1.167(f)-1 Reduction of salvage value taken
into account for certain personal prop-
erty.

1.167(g)-1 Basis for depreciation.

1.167(h)-1 Life tenants and beneficiaries of
trusts and estates.

1.167(1)-1 Depreciation of improvements in
the case of mines, etc.

1.167(1)-1 Limitations on reasonable allow-
ance in case of property of certain public
utilities.

1.167(1)-2 Public utility property; election
as to post-1969 property representing
growth in capacity.

1.167(1)-3 Multiple regulation, asset acquisi-
tions, reorganizations, etc.
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1.167(1)-4 Public utility property; election
to use asset depreciation range system.

1.167(m)-1 Class lives.

1.168-56 Special rules.

1.168(a)-1 Modified accelerated cost recov-
ery system.

1.168(b)-1 Definitions.

1.168(d)-0 Table of contents for the applica-
ble convention rules.

1.168(d)-1 Applicable conventions—half-year
and mid-quarter conventions.

1.168(f)(8)-1T Safe-harbor lease information
returns concerning qualified mass com-
muting vehicles (temporary).

1.168(h)-1 Like-kind exchanges
tax-exempt use property.

1.168(1)-0 Table of contents for the general
asset account rules.

1.168(i)-1 General asset accounts.

1.168(i)-2 Lease term.

1.168(1)-3 Treatment of excess deferred in-
come tax reserve upon disposition of de-
regulated public utility property.

1.168(i)-4 Changes in use.

1.168(i)-56 Table of contents.

1.168(i)-6 Like-kind exchanges and involun-
tary conversions.

1.168(i)-7 Accounting for MACRS property.

1.168(i)-8 Dispositions of MACRS property.

1.168(j)-1T Questions and answers con-
cerning tax-exempt entity leasing rules
(temporary).

1.168(k)-0 Table of contents.

1.168(k)-1 Additional first year depreciation
deduction.

1.168A-1 Amortization of emergency facili-
ties; general rule.

involving

1.168A-2 Election of amortization.

1.168A-3 Election to discontinue amortiza-
tion.

1.168A-4 Definitions.

1.168A-5 Adjusted basis of emergency facil-
ity.

1.168A-6 Depreciation of portion of emer-

gency facility not subject to amortiza-
tion.

1.168A-7 Payment by United States of
unamortized cost of facility.

1.169-1 Amortization of pollution control fa-
cilities.

1.169-2 Definitions.

1.169-3 Amortizable basis.

1.169-4 Time and manner of making elec-
tions

AUTHORITY: 26 U.S.C. 7805, unless otherwise
noted.

Section 1.148-0 through 1.148-11 also issued
under 26 U.S.C. 148@i).

Section 1.148-6 also issued under 26 U.S.C.
148 (), (), and ().

Section 1.149(b)-1 also
U.S.C. 149(b)(3)(B) (V).

Section 1.149(d)-1 also
U.S.C. 149(a)(7N).

Section 1.149(e)-1 also
U.S.C. 149(e).

issued under 26

issued under 26

issued under 26
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Section 1.149(g)-1 also
U.S.C. 149(g)(b).

Section 1.150-4 also issued under 26 U.S.C.
150 (c)(5).

Section 1.152-4 also issued under 26 U.S.C.
152(e).

Section 1.162-24 also issued under 26 U.S.C.
162(h).

Section 1.162(k)-1 is also issued under sec-
tion 26 U.S.C. 162(k).

Section 1.163-8T also issued under 26 U.S.C.
469(k)(4).

Section 1.163-9T also issued under 26 U.S.C.
163(h)(3)(D).

Section 1.163-11T is also issued under 26
U.S.C. 163(h).

Section 1.165-12 also issued under 26 U.S.C.
165(3)(3).

Section 1.166-10 also issued under 26 U.S.C.
166(f).

Section 1.168(d)-1 also
U.S.C. 168(d)(3).

Section 1.168(f)(8)-1T also added under sec.
112(c), Black Lung Benefits Revenue Act of
1981 (Pub. L. 97-119).

Section 1.168(h)-1 also
U.S.C. 168.

issued under 26

issued under 26

issued under 26

Section 1.168(1)-1 also issued under 26
U.S.C. 168(1)(4).

Section 1.168(i)-1T also issued under 26
U.S.C. 168(1)(4).

Section 1.168(i)-2 also issued under 26
U.S.C. 168.

Section 1.168(1)-4 also issued under 26

U.S.C. 168(1)(5).
Section 1.168(j)-1T also added under 26
U.S.C. 168(j)(10).

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960;
25 FR 14021, Dec. 21, 1960, unless otherwise
noted.

§1.141-0 Table of contents.

This section lists the captioned para-
graphs contained in §§1.141-1 through
1.141-16.

$§1.141-1 Definitions and rules of general
application.

(a) In general.

(b) Certain general definitions.
(c) Elections.

(d) Related parties.

§1.141-2 Private activity bond tests.

(a) Overview.

(b) Scope.

(c) General definition of private activity
bond.

(d) Reasonable expectations and deliberate
actions.

(1) In general.

(2) Reasonable expectations test.

(3) Deliberate action defined.
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(4) Special rule for dispositions of personal
property in the ordinary course of an estab-
lished governmental program.

(5) Special rule for general obligation bond
programs that finance a large number of sep-
arate purposes.

(e) When a deliberate action occurs.

(f) Certain remedial actions.

(g) Examples.

§1.141-3 Definition of private business use.

(a) General rule.

(1) In general.

(2) Indirect use.

(3) Aggregation of private business use.

(b) Types of private business use arrange-
ments.

(1) In general.

(2) Ownership.

(3) Leases.

(4) Management contracts.

(5) Output contracts.

(6) Research agreements.

(7) Other actual or beneficial use.

(c) Exception for general public use.

(1) In general.

(2) Use on the same basis.

(3) Long-term arrangements not treated as
general public use.

(4) Relation to other use.

(d) Other exceptions.

(1) Agents.

(2) Use incidental to financing arrange-
ments.

(3) Exceptions for arrangements other than
arrangements resulting in ownership of fi-
nanced property by a nongovernmental per-
son.

(4) Temporary use by developers.

(5) Incidental use.

(6) Qualified improvements.

(e) Special rule for tax assessment bonds.

(f) Examples.

(g) Measurement of private business use.

(1) In general.

(2) Measurement period.

(3) Determining average percentage of pri-
vate business use.

(4) Determining the average amount of pri-
vate business use for a 1-year period.

(5) Common areas.

(6) Allocation of neutral costs.

(7) Commencement of measurement of pri-
vate business use.

(8) Examples.

§1.141-4 Private security or payment test.

(a) General rule.

(1) Private security or payment.

(2) Aggregation of private payments and
security.

(3) Underlying arrangement.

(b) Measurement of private payments and
security.

(1) Scope.

(2) Present value measurement.
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(c) Private payments.

(1) In general.

(2) Payments taken into account.

(3) Allocation of payments.

(d) Private security.

(1) In general.

(2) Security taken into account.

(3) Pledge of unexpended proceeds.

(4) Secured by any interest in property or
payments.

(5) Payments in respect of property.

(6) Allocation of security among issues.

(e) Generally applicable taxes.

(1) General rule.

(2) Definition of generally applicable taxes.

(3) Special charges.

(4) Manner of determination and collec-
tion.

(5) Payments in lieu of taxes.

(f) Certain waste remediation bonds.

(1) Scope.

(2) Persons that are not private users.

(3) Persons that are private users.

(g) Examples.

§1.141-5 Private loan financing test.

(a) In general.

(b) Measurement of test.

(c) Definition of private loan.

(1) In general.

(2) Application only to purpose invest-
ments.

(3) Grants.

(4) Hazardous waste remediation bonds.

(d) Tax assessment loan exception.

(1) General rule.

(2) Tax assessment loan defined.

(3) Mandatory tax or other assessment.

(4) Specific essential governmental func-
tion.

(5) Equal basis requirement.

(6) Coordination with private business
tests.

(e) Examples.

§1.141-6 Allocation and accounting rules.

(a) Allocation of proceeds to expenditures.

(b) Allocation of proceeds to property. [Re-
served]

(c) Special rules for mixed use facilities.
[Reserved]

(d) Allocation of proceeds to common
areas. [Reserved]

(e) Allocation of proceeds to bonds. [Re-
served]

(f) Treatment of partnerships. [Reserved]

(g) Examples. [Reserved]

§1.141-7 Special rules for output facilities.

(a) Overview.

(b) Definitions.

(1) Available output.

(2) Measurement period.

(3) Sale at wholesale.

(4) Take contract and take or pay contract.
(5) Requirements contract.

§1.141-0

(6) Nonqualified amount.

(c) Output contracts.

(1) General rule.

(2) Take contract or take or pay contract.

(3) Requirements contract.

(4) Output contract properly characterized
as a lease.

(d) Measurement of private business use.

(e) Measurement of private security or
payment.

(f) Exceptions for certain contracts.

(1) Small purchases of output.

(2) Swapping and pooling arrangements.

(3) Short-term output contracts.

(4) Certain conduit parties disregarded.

(g) Special rules for electric output facili-
ties used to provide open access.

(1) Operation of transmission facilities by
nongovernmental persons.

(2) Certain use by nongovernmental per-
sons under output contracts.

(3) Ancillary services.

(4) Exceptions to deliberate action rules.

(5) Additional transactions as permitted by
the Commissioner.

(h) Allocations of output facilities and sys-
tems.

(1) Facts and circumstances analysis.

(2) Illustrations.

(3) Transmission and distribution con-
tracts.

(4) Allocation of payments.

(i) Examples.

§1.141-8 815 million limitation for output
facilities.

(a) In general.

(1) General rule.

(2) Reduction in $15 million output limita-
tion for outstanding issues.

(3) Benefits and burdens test applicable.

(b) Definition of project.

(1) General rule.

(2) Separate ownership.

(3) Generating property.

(4) Transmission and distribution.

(5) Subsequent improvements.

(6) Replacement property.

(c) Examples.

$1.141-9 Unrelated or disproportionate use test.

(a) General rules.

(1) Description of test.

(2) Application of unrelated or dispropor-
tionate use test.

(b) Unrelated use.

(1) In general.

(2) Use for the same purpose as government
use.

(c) Disproportionate use.

(1) Definition of disproportionate use.

(2) Aggregation of related uses.

(3) Allocation rule.

(d) Maximum use taken into account.

(e) Examples.
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§1.141-10 Coordination with volume cap.
[Reserved]

§1.141-11 Acquisition of nongovernmental
output property. [Reserved]

§1.141-12 Remedial actions.

(a) Conditions to taking remedial action.

(1) Reasonable expectations test met.

(2) Maturity not unreasonably long.

(3) Fair market value consideration.

(4) Disposition proceeds treated as gross
proceeds for arbitrage purposes.

(5) Proceeds expended on a governmental
purpose.

(b) Effect of a remedial action.

(1) In general.

(2) Effect on bonds that have been advance
refunded.

(c) Disposition proceeds.

(1) Definition.

(2) Allocating disposition proceeds to an
issue.

(3) Allocating disposition proceeds to dif-
ferent sources of funding.

(d) Redemption or defeasance of non-
qualified bonds.

(1) In general.

(2) Special rule for dispositions for cash.

(3) Notice of defeasance.

(4) Special limitation.

(5) Defeasance escrow defined.

(e) Alternative use of disposition proceeds.

(1) In general.

(2) Special rule for use by 501(c)(3) organi-
zations.

(f) Alternative use of facility.

(g) Rules for deemed reissuance.

(h) Authority of Commissioner to provide
for additional remedial actions.

(i) Effect of remedial action on continuing
compliance.

(j) Nonqualified bonds.

(1) Amount of nonqualified bonds.

(2) Allocation of nonqualified bonds.

(k) Examples.

§1.141-13 Refunding issues.

(a) In general.

(b) Application of private business use test
and private loan financing test.

(1) Allocation of proceeds.

(2) Determination of amount of private
business use.

(c) Application of private security or pay-
ment test.

(1) Separate issue treatment.

(2) Combined issue treatment.

(3) Special rule for arrangements not en-
tered into in contemplation of the refunding
issue.

(d) Multipurpose issue allocations.

(1) In general.

(2) Exceptions.

(e) Application of reasonable expectations
test to certain refunding bonds.
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(f) Special rule for refundings of certain
general obligation bonds.
(g) Examples.

§1.141-14 Anti-abuse rules.

(a) Authority of Commissioner to reflect
substance of transactions.
(b) Examples.

$1.141-15 Effective dates.

(a) Scope.

(b) Effective dates.

(1) In general.

(2) Certain short-term arrangements.

(3) Certain prepayments.

(c) Refunding bonds.

(d) Permissive application of regulations.

(e) Permissive retroactive application of
certain sections.

(f) Effective dates for certain regulations
relating to output facilities.

(1) General rule.

(2) Transition rule for requirements con-
tracts.

(g) Refunding bonds for output facilities.

(h) Permissive retroactive application.

(i) Permissive application of certain regu-
lations relating to output facilities.

(j) Effective dates for certain regulations
relating to refundings.

(k) Effective/applicability dates for certain
regulations relating to generally applicable
taxes and payments in lieu of tax.

§1.141-16 Effective dates for qualified private
activity bond provisions.

(a) Scope.

(b) Effective dates.

(c) Permissive application.

(d) Certain remedial actions.

(1) General rule.

(2) Special rule for allocations of non-
qualified bonds.

[T.D. 8712, 62 FR 2283, Jan. 16, 1997, as amend-
ed by T.D. 8757, 63 FR 3259, Jan. 22, 1998; T.D.
8941, 66 FR 4664, Jan. 18, 2001; T.D. 9016, 67 FR
59759, Sept. 23, 2002; T.D. 9085, 68 FR 45775,
Aug. 4, 2003; T.D. 9150, 69 FR 50066, Aug. 13,
2004; T.D. 9234, 70 FR 75031, Dec. 19, 2005; T.D.
9429, 73 FR 63374, Oct. 24, 2008]

TAX EXEMPTION REQUIREMENTS FOR
STATE AND LOCAL BONDS

§1.141-1 Definitions and rules of gen-
eral application.

(a) In general. For purposes of §§1.141-
0 through 1.141-16, the following defini-
tions and rules apply: the definitions in
this section, the definitions in §1.150-1,
the definition of placed in service
under §1.150-2(c), the definition of
grant under §1.148-6(d)(4)(iii), the defi-
nition of reasonably required reserve or
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replacement fund in §1.148-2(f), and the
following definitions under §1.148-1:
bond year, commingled fund, fixed
yield issue, higher yielding invest-
ments, investment, investment pro-
ceeds, issue price, issuer, nonpurpose
investment, purpose investment, quali-
fied guarantee, qualified hedge, reason-
able expectations or reasonableness, re-
bate amount, replacement proceeds,
sale proceeds, variable yield issue, and
yield.

(b) Certain general definitions.

Common areas means portions of a fa-
cility that are equally available to all
users of a facility on the same basis for
uses that are incidental to the primary
use of the facility. For example, hall-
ways and elevators generally are treat-
ed as common areas if they are used by
the different lessees of a facility in
connection with the primary use of
that facility.

Consistently applied means applied
uniformly to account for proceeds and
other amounts.

Deliberate action is defined in §1.141-
2(A)(3).

Discrete portion means a portion of a
facility that consists of any separate
and discrete portion of a facility to
which use is limited, other than com-
mon areas. A floor of a building and a
portion of a building separated by
walls, partitions, or other physical bar-
riers are examples of a discrete por-
tion.

Disposition is defined in §1.141-
12(c)(1).
Disposition proceeds 1is defined in

§1.141-12(c)(1).

Essential governmental function is de-
fined in §1.141-5(d)(4)(ii).

Financed means constructed, recon-
structed, or acquired with proceeds of
an issue.

Governmental bond has the same
meaning as in §1.150-1(b), except that,
for purposes of §1.141-13, governmental
bond is defined in §1.141-13(b)(2)(iv).

Governmental person means a state or
local governmental unit as defined in
§1.103-1 or any instrumentality there-
of. It does not include the United
States or any agency or instrumen-
tality thereof.

Hazardous waste remediation bonds is
defined in §1.141-4(£)(1).
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Measurement is defined in
§1.141-3(2)(2).

Nongovernmental person means a per-
son other than a governmental person.

Output facility means electric and gas
generation, transmission, distribution,
and related facilities, and water collec-
tion, storage, and distribution facili-
ties.

Private business tests means the pri-
vate business use test and the private
security or payment test of section
141(b).

Proceeds means the sale proceeds of
an issue (other than those sale pro-
ceeds used to retire bonds of the issue
that are not deposited in a reasonably
required reserve or replacement fund).
Proceeds also include any investment
proceeds from investments that accrue
during the project period (net of rebate
amounts attributable to the project pe-
riod). Disposition proceeds of an issue
are treated as proceeds to the extent
provided in §1.141-12. The Commis-
sioner may treat any replaced amounts
as proceeds.

Project period means the period begin-
ning on the issue date and ending on
the date that the project is placed in
service. In the case of a multipurpose
issue, the issuer may elect to treat the
project period for the entire issue as
ending on either the expiration of the
temporary period described in §1.148-
2(e)(2) or the end of the fifth bond year
after the issue date.

Public utility property means public
utility property as defined in section
168(i)(10).

Qualified bond means a qualified bond
as defined in section 141(e).

Renewal option means a provision
under which either party has a legally
enforceable right to renew the con-
tract. Thus, for example, a provision
under which a contract is automati-
cally renewed for 1-year periods absent
cancellation by either party is not a re-
newal option (even if it is expected to
be renewed).

Replaced amounts means replacement
proceeds other than amounts that are
treated as replacement proceeds solely
because they are sinking funds or
pledged funds.

Weighted average maturity is deter-
mined under section 147(b).

period
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Weighted average reasonably expected
economic life is determined under sec-
tion 147(b). The reasonably expected
economic life of property may be deter-
mined by reference to the class life of
the property under section 168.

(c) Elections. Elections must be made
in writing on or before the issue date
and retained as part of the bond docu-
ments, and, once made, may not be re-
voked without the permission of the
Commissioner.

(d) Related parties. Except as other-
wise provided, all related parties are
treated as one person and any reference
to ‘“‘person’ includes any related party.

[T.D. 8712, 62 FR 2284, Jan. 16, 1997, as amend-
ed by T.D. 9234, 70 FR 75032, Dec. 19, 2005]

§1.141-2 Private activity bond tests.

(a) Overview. Interest on a private ac-
tivity bond is not excludable from
gross income under section 103(a) un-
less the bond is a qualified bond. The
purpose of the private activity bond
tests of section 141 is to limit the vol-
ume of tax-exempt bonds that finance
the activities of nongovernmental per-
sons, without regard to whether a fi-
nancing actually transfers benefits of
tax-exempt financing to a nongovern-
mental person. The private activity
bond tests serve to identify arrange-
ments that have the potential to trans-
fer the benefits of tax-exempt financ-
ing, as well as arrangements that actu-
ally transfer these benefits. The regu-
lations under section 141 may not be
applied in a manner that is incon-
sistent with these purposes.

(b) Scope. Sections 1.141-0 through
1.141-16 apply generally for purposes of
the private activity bond limitations
under section 141.

(c) General definition of private activity
bond. Under section 141, bonds are pri-
vate activity bonds if they meet either
the private business use test and pri-
vate security or payment test of sec-
tion 141(b) or the private loan financing
test of section 141(c). The private busi-
ness use and private security or pay-
ment tests are described in §§1.141-3
and 1.141-4. The private loan financing
test is described in §1.141-5.

(d) Reasonable expectations and delib-
erate actions—(1) In general. An issue is
an issue of private activity bonds if the
issuer reasonably expects, as of the
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issue date, that the issue will meet ei-
ther the private business tests or the
private loan financing test. An issue is
also an issue of private activity bonds
if the issuer takes a deliberate action,
subsequent to the issue date, that
causes the conditions of either the pri-
vate business tests or the private loan
financing test to be met.

(2) Reasonable expectations test—(i) In
general. In general, the reasonable ex-
pectations test must take into account
reasonable expectations about events
and actions over the entire stated term
of an issue.

(i1) Special rule for issues with manda-
tory redemption provisions. An action
that is reasonably expected, as of the
issue date, to occur after the issue date
and to cause either the private busi-
ness tests or the private loan financing
test to be met may be disregarded for
purposes of those tests if—

(A) The issuer reasonably expects, as
of the issue date, that the financed
property will be used for a govern-
mental purpose for a substantial period
before the action;

(B) The issuer is required to redeem
all nonqualifying bonds (regardless of
the amount of disposition proceeds ac-
tually received) within 6 months of the
date of the action;

(C) The issuer does not enter into any
arrangement with a nongovernmental
person, as of the issue date, with re-
spect to that specific action; and

(D) The mandatory redemption of
bonds meets all of the conditions for
remedial action under §1.141-12(a).

(3) Deliberate action defined—@{) In
general. Except as otherwise provided
in this paragraph (d)(3), a deliberate
action is any action taken by the
issuer that is within its control. An in-
tent to violate the requirements of sec-
tion 141 is not necessary for an action
to be deliberate.

(ii) Safe harbor exceptions. An action
is not treated as a deliberate action
if—

(A) It would be treated as an involun-
tary or compulsory conversion under
section 1033; or

(B) It is taken in response to a regu-
latory directive made by the federal
government. See §1.141-7(g)(4).

(4) Special rule for dispositions of per-
sonal property in the ordinary course of
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an established governmental program—i(i)
In general. Dispositions of personal
property in the ordinary course of an
established governmental program are
not treated as deliberate actions if—

(A) The weighted average maturity of
the bonds financing that personal prop-
erty is not greater than 120 percent of
the reasonably expected actual use of
that property for governmental pur-
poses;

(B) The issuer reasonably expects on
the issue date that the fair market
value of that property on the date of
disposition will be not greater than 25
percent of its cost; and

(C) The property is no longer suitable
for its governmental purposes on the
date of disposition.

(ii) Reasonable expectations test. The
reasonable expectation that a disposi-
tion described in paragraph (d)(4)(i) of
this section may occur in the ordinary
course while the bonds are outstanding
will not cause the issue to meet the
private activity bond tests if the issuer
is required to deposit amounts received
from the disposition in a commingled
fund with substantial tax or other gov-
ernmental revenues and the issuer rea-
sonably expects to spend the amounts
on governmental programs within 6
months from the date of commingling.

(iii) Separate issue treatment. An
issuer may treat the bonds properly al-
locable to the personal property eligi-
ble for this exception as a separate
issue under §1.150-1(c)(3).

(5) Special rule for general obligation
bond programs that finance a large num-
ber of separate purposes. The determina-
tion of whether bonds of an issue are
private activity bonds may be based
solely on the issuer’s reasonable expec-
tations as of the issue date if all of the
requirements of paragraphs (d)(5)(i)
through (vii) of this section are met.

(i) The issue is an issue of general ob-
ligation bonds of a general purpose
governmental unit that finances at
least 25 separate purposes (as defined in
§1.150-1(c)(3)) and does not predomi-
nantly finance fewer than 4 separate
purposes.

(i) The issuer has adopted a fund
method of accounting for its general
governmental purposes that makes
tracing the bond proceeds to specific
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expenditures burden-
some.

(iii) The issuer reasonably expects on
the issue date to allocate all of the net
proceeds of the issue to capital expend-
itures within 6 months of the issue
date and adopts reasonable procedures
to verify that net proceeds are in fact
so expended. A program to randomly
spot check that 10 percent of the net
proceeds were so expended generally is
a reasonable verification procedure for
this purpose.

(iv) The issuer reasonably expects on
the issue date to expend all of the net
proceeds of the issue before expending
proceeds of a subsequent issue of simi-
lar general obligation bonds.

(v) The issuer reasonably expects on
the issue date that it will not make
any loans to nongovernmental persons
with the proceeds of the issue.

(vi) The issuer reasonably expects on
the issue date that the capital expendi-
tures that it could make during the 6-
month period beginning on the issue
date with the net proceeds of the issue
that would not meet the private busi-
ness tests are not less than 125 percent
of the capital expenditures to be fi-
nanced with the net proceeds of the
issue.

(vii) The issuer reasonably expects on
the issue date that the weighted aver-
age maturity of the issue is not greater
than 120 percent of the weighted aver-
age reasonably expected economic life
of the capital expenditures financed
with the issue. To determine reason-
ably expected economic life for this
purpose an issuer may use reasonable
estimates based on the type of expendi-
tures made from a fund.

(e) When a deliberate action occurs. A
deliberate action occurs on the date
the issuer enters into a binding con-
tract with a nongovernmental person
for use of the financed property that is
not subject to any material contin-
gencies.

(f) Certain remedial actions. See §1.141-
12 for certain remedial actions that
prevent a deliberate action with re-
spect to property financed by an issue
from causing that issue to meet the
private business use test or the private
loan financing test.

unreasonably
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(g) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1 Involuntary action. City B issues
bonds to finance the purchase of land. On the
issue date, B reasonably expects that it will
be the sole user of the land for the entire
term of the bonds. Subsequently, the federal
government acquires the land in a con-
demnation action. B sets aside the con-
demnation proceeds to pay debt service on
the bonds but does not redeem them on their
first call date. The bonds are not private ac-
tivity bonds because B has not taken a delib-
erate action after the issue date. See, how-
ever, §1.141-14(b), Example 2.

Example 2 Reasonable expectations test—in-
voluntary action. The facts are the same as in
Example 1, except that, on the issue date, B
reasonably expects that the federal govern-
ment will acquire the land in a condemna-
tion action during the term of the bonds. On
the issue date, the present value of the
amount that B reasonably expects to receive
from the federal government is greater than
10 percent of the present value of the debt
service on the bonds. The terms of the bonds
do not require that the bonds be redeemed
within 6 months of the acquisition by the
federal government. The bonds are private
activity bonds because the issuer expects as
of the issue date that the private business
tests will be met.

Example 3 Reasonable expectations test—man-
datory redemption. City C issues bonds to re-
habilitate an existing hospital that it cur-
rently owns. On the issue date of the bonds,
C reasonably expects that the hospital will
be used for a governmental purpose for a sub-
stantial period. On the issue date, C also
plans to construct a new hospital, but the
placed in service date of that new hospital is
uncertain. C reasonably expects that, when
the new hospital is placed in service, it will
sell or lease the rehabilitated hospital to a
private hospital corporation. The bond docu-
ments require that the bonds must be re-
deemed within 6 months of the sale or lease
of the rehabilitated hospital (regardless of
the amount actually received from the sale).
The bonds meet the reasonable expectations
requirement of the private activity bond
tests if the mandatory redemption of bonds
meets all of the conditions for a remedial ac-
tion under §1.141-12(a).

Example 4 Dispositions in the ordinary course
of an established governmental program. City D
issues bonds with a weighted average matu-
rity of 6 years for the acquisition of police
cars. D reasonably expects on the issue date
that the police cars will be used solely by its
police department, except that, in the ordi-
nary course of its police operations, D sells
its police cars to a taxicab corporation after
5 years of use because they are no longer
suitable for police use. Further, D reason-
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ably expects that the value of the police cars
when they are no longer suitable for police
use will be no more than 25 percent of cost.
D subsequently sells 20 percent of the police
cars after only 3 years of actual use. At that
time, D deposits the proceeds from the sale
of the police cars in a commingled fund with
substantial tax revenues and reasonably ex-
pects to spend the proceeds on governmental
programs within 6 months of the date of de-
posit. D does not trace the actual use of
these commingled amounts. The sale of the
police cars does not cause the private activ-
ity bond tests to be met because the require-
ments of paragraph (d)(4) of this section are
met.

[T.D. 8712, 62 FR 2284, Jan. 16, 1997, as amend-
ed by T.D. 8757, 63 FR 3260, Jan. 22, 1998; T.D.
9016, 67 FR 59759, Sept. 23, 2002]

§1.141-3 Definition of private business
use.

(a) General rule—(1) In general. The
private business use test relates to the
use of the proceeds of an issue. The 10
percent private business use test of sec-
tion 141(b)(1) is met if more than 10 per-
cent of the proceeds of an issue is used
in a trade or business of a nongovern-
mental person. For this purpose, the
use of financed property is treated as
the direct use of proceeds. Any activity
carried on by a person other than a
natural person is treated as a trade or
business. Unless the context or a provi-
sion clearly requires otherwise, this
section also applies to the private busi-
ness use test under sections 141(b)(3)
(unrelated or disproportionate use),
141(b)(4) ($15 million limitation for cer-
tain output facilities), and 141(b)(5)
(the coordination with the volume cap
where the nonqualified amount exceeds
$15 million).

(2) Indirect wuse. In determining
whether an issue meets the private
business use test, it is necessary to
look to both the indirect and direct
uses of proceeds. For example, a facil-
ity is treated as being used for a pri-
vate business use if it is leased to a
nongovernmental person and subleased
to a governmental person or if it is
leased to a governmental person and
then subleased to a nongovernmental
person, provided that in each case the
nongovernmental person’s use is in a
trade or Dbusiness. Similarly, the
issuer’s use of the proceeds to engage
in a series of financing transactions for
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property to be used by nongovern-
mental persons in their trades or busi-
nesses may cause the private business
use test to be met. In addition, pro-
ceeds are treated as used in the trade
or business of a nongovernmental per-
son if a nongovernmental person, as a
result of a single transaction or a se-
ries of related transactions, uses prop-
erty acquired with the proceeds of an
issue.

(38) Aggregation of private business use.
The use of proceeds by all nongovern-
mental persons is aggregated to deter-
mine whether the private business use
test is met.

(b) Types of private business use ar-
rangements—(1) In general. Both actual
and beneficial use by a nongovern-
mental person may be treated as pri-
vate business use. In most cases, the
private business use test is met only if
a nongovernmental person has special
legal entitlements to use the financed
property under an arrangement with
the issuer. In general, a nongovern-
mental person is treated as a private
business user of proceeds and financed
property as a result of ownership; ac-
tual or beneficial use of property pur-
suant to a lease, or a management or
incentive payment contract; or certain
other arrangements such as a take or
pay or other output-type contract.

(2) Ownership. Except as provided in
paragraph (d)(1) or (d)(2) of this sec-
tion, ownership by a nongovernmental
person of financed property is private
business use of that property. For this
purpose, ownership refers to ownership
for federal income tax purposes.

(3) Leases. Except as provided in para-
graph (d) of this section, the lease of fi-
nanced property to a nongovernmental
person is private business use of that
property. For this purpose, any ar-
rangement that is properly character-
ized as a lease for federal income tax
purposes is treated as a lease. In deter-
mining whether a management con-
tract is properly characterized as a
lease, it is necessary to consider all of
the facts and circumstances, including
the following factors—

(i) The degree of control over the
property that is exercised by a non-
governmental person; and
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(ii) Whether a nongovernmental per-
son bears risk of loss of the financed
property.

4) Management contracts—(i) Facts
and circumstances test. Except as pro-
vided in paragraph (d) of this section, a
management contract (within the
meaning of paragraph (b)(4)(ii) of this
section) with respect to financed prop-
erty may result in private business use
of that property, based on all of the
facts and circumstances. A manage-
ment contract with respect to financed
property generally results in private
business use of that property if the
contract provides for compensation for
services rendered with compensation
based, in whole or in part, on a share of
net profits from the operation of the
facility.

(ii) Management contract defined. For
purposes of this section, a management
contract is a management, service, or
incentive payment contract between a
governmental person and a service pro-
vider under which the service provider
provides services involving all, a por-
tion of, or any function of, a facility.
For example, a contract for the provi-
sion of management services for an en-
tire hospital, a contract for manage-
ment services for a specific department
of a hospital, and an incentive payment
contract for physician services to pa-
tients of a hospital are each treated as
a management contract.

(iii) Arrangements generally not treated
as management contracts. The arrange-
ments described in paragraphs
(b)(4)(iii)(A) through (D) of this section
generally are not treated as manage-
ment contracts that give rise to pri-
vate business use.

(A) Contracts for services that are
solely incidental to the primary gov-
ernmental function or functions of a fi-
nanced facility (for example, contracts
for janitorial, office equipment repair,
hospital billing, or similar services).

(B) The mere granting of admitting
privileges by a hospital to a doctor,
even if those privileges are conditioned
on the provision of de minimis serv-
ices, if those privileges are available to
all qualified physicians in the area,
consistent with the size and nature of
its facilities.
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(C) A contract to provide for the op-
eration of a facility or system of facili-
ties that consists predominantly of
public utility property, if the only
compensation is the reimbursement of
actual and direct expenses of the serv-
ice provider and reasonable adminis-
trative overhead expenses of the serv-
ice provider.

(D) A contract to provide for serv-
ices, if the only compensation is the re-
imbursement of the service provider
for actual and direct expenses paid by
the service provider to unrelated par-
ties.

(iv) Management contracts that are
properly treated as other types of private
business use. A management contract
with respect to financed property re-
sults in private business use of that
property if the service provider is
treated as the lessee or owner of fi-
nanced property for federal income tax
purposes, unless an exception under
paragraph (d) of this section applies to
the arrangement.

(6) Output contracts. See §1.141-7 for
special rules for contracts for the pur-
chase of output of output facilities.

(6) Research agreements—(i) Facts and
circumstances test. Except as provided in
paragraph (d) of this section, an agree-
ment by a nongovernmental person to
sponsor research performed by a gov-
ernmental person may result in private
business use of the property used for
the research, based on all of the facts
and circumstances.

(i1) Research agreements that are prop-
erly treated as other types of private busi-
ness use. A research agreement with re-
spect to financed property results in
private business use of that property if
the sponsor is treated as the lessee or
owner of financed property for federal
income tax purposes, unless an excep-
tion under paragraph (d) of this section
applies to the arrangement.

(7) Other actual or beneficial use—@i) In
general. Any other arrangement that
conveys special legal entitlements for
beneficial use of bond proceeds or of fi-
nanced property that are comparable
to special legal entitlements described
in paragraphs (b)(2), (3), (4), (5), or (6) of
this section results in private business
use. For example, an arrangement that
conveys priority rights to the use or
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capacity of a facility generally results
in private business use.

(ii) Special rule for facilities not used by
the general public. In the case of fi-
nanced property that is not available
for use by the general public (within
the meaning of paragraph (c) of this
section), private business use may be
established solely on the basis of a spe-
cial economic benefit to one or more
nongovernmental persons, even if those
nongovernmental persons have no spe-
cial legal entitlements to use of the
property. In determining whether spe-
cial economic benefit gives rise to pri-
vate business use it is necessary to
consider all of the facts and cir-
cumstances, including one or more of
the following factors—

(A) Whether the financed property is
functionally related or physically prox-
imate to property used in the trade or
business of a nongovernmental person;

(B) Whether only a small number of
nongovernmental persons receive the
special economic benefit; and

(C) Whether the cost of the financed
property is treated as depreciable by
any nongovernmental person.

(c) Exception for general public use—(1)
In general. Use as a member of the gen-
eral public (general public use) is not
private business use. Use of financed
property by nongovernmental persons
in their trades or businesses is treated
as general public use only if the prop-
erty is intended to be available and in
fact is reasonably available for use on
the same basis by natural persons not
engaged in a trade or business.

(2) Use on the same basis. In general,
use under an arrangement that conveys
priority rights or other preferential
benefits is not use on the same basis as
the general public. Arrangements pro-
viding for use that is available to the
general public at no charge or on the
basis of rates that are generally appli-
cable and uniformly applied do not
convey priority rights or other pref-
erential benefits. For this purpose,
rates may be treated as generally ap-
plicable and uniformly applied even
if—

(i) Different rates apply to different
classes of users, such as volume pur-
chasers, if the differences in rates are
customary and reasonable; or
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(ii) A specially negotiated rate ar-
rangement is entered into, but only if
the user is prohibited by federal law
from paying the generally applicable
rates, and the rates established are as
comparable as reasonably possible to
the generally applicable rates.

(3) Long-term arrangements not treated
as general public use. An arrangement is
not treated as general public use if the
term of the use under the arrangement,
including all renewal options, is great-
er than 200 days. For this purpose, a
right of first refusal to renew use under
the arrangement is not treated as a re-
newal option if—

(i) The compensation for the use
under the arrangement is redetermined
at generally applicable, fair market
value rates that are in effect at the
time of renewal; and

(ii) The use of the financed property
under the same or similar arrange-
ments is predominantly by natural per-
sons who are not engaged in a trade or
business.

(4) Relation to other use. Use of fi-
nanced property by the general public
does not prevent the proceeds from
being used for a private business use
because of other use under this section.

(d) Other exceptions—(1) Agents. Use of
proceeds by nongovernmental persons
solely in their capacity as agents of a
governmental person is not private
business use. For example, use by a
nongovernmental person that issues
obligations on behalf of a govern-
mental person is not private business
use to the extent the nongovernmental
person’s use of proceeds is in its capac-
ity as an agent of the governmental
person.

(2) Use incidental to financing arrange-
ments. Use by a nongovernmental per-
son that is solely incidental to a fi-
nancing arrangement is not private
business use. A use is solely incidental
to a financing arrangement only if the
nongovernmental person has no sub-
stantial rights to use bond proceeds or
financed property other than as an
agent of the bondholders. For example,
a nongovernmental person that acts
solely as an owner of title in a sale and
leaseback financing transaction with a
city generally is not a private business
user of the property leased to the city,
provided that the nongovernmental
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person has assigned all of its rights to
use the leased facility to the trustee
for the bondholders upon default by the
city. Similarly, bond trustees,
servicers, and guarantors are generally
not treated as private business users.

(3) Exceptions for arrangements other
than arrangements resulting in ownership
of financed property by a mnongovern-
mental person—(i) Arrangements not
available for use on the same basis by nat-
ural persons not engaged in a trade or
business. Use by a nongovernmental
person pursuant to an arrangement,
other than an arrangement resulting in
ownership of financed property by a
nongovernmental person, is not private
business use if—

(A) The term of the use under the ar-
rangement, including all renewal op-
tions, is not longer than 100 days;

(B) The arrangement would be treat-
ed as general public use, except that it
is not available for use on the same
basis by natural persons not engaged in
a trade or business because generally
applicable and uniformly applied rates
are not reasonably available to natural
persons not engaged in a trade or busi-
ness; and

(C) The property is not financed for a
principal purpose of providing that
property for use by that nongovern-
mental person.

(ii) Negotiated arm’s-length arrange-
ments. Use by a nongovernmental per-
son pursuant to an arrangement, other
than an arrangement resulting in own-
ership of financed property by a non-
governmental person, is not private
business use if—

(A) The term of the use under the ar-
rangement, including all renewal op-
tions, is not longer than 50 days;

(B) The arrangement is a negotiated
arm’s-length arrangement, and com-
pensation under the arrangement is at
fair market value; and

(C) The property is not financed for a
principal purpose of providing that
property for use by that nongovern-
mental person.

(4) Temporary use by developers. Use
during an initial development period
by a developer of an improvement that
carries out an essential governmental
function is not private business use if
the issuer and the developer reasonably
expect on the issue date to proceed
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with all reasonable speed to develop
the improvement and property bene-
fited by that improvement and to
transfer the improvement to a govern-
mental person, and if the improvement
is in fact transferred to a governmental
person promptly after the property
benefited by the improvement is devel-
oped.

(5) Incidental use—(@i) General rule. In-
cidental uses of a financed facility are
disregarded, to the extent that those
uses do not exceed 2.5 percent of the
proceeds of the issue used to finance
the facility. A use of a facility by a
nongovernmental person is incidental
if—

(A) Except for vending machines, pay
telephones, kiosks, and similar uses,
the use does not involve the transfer to
the nongovernmental person of posses-
sion and control of space that is sepa-
rated from other areas of the facility
by walls, partitions, or other physical
barriers, such as a night gate affixed to
a structural component of a building (a
NoNpossessory use);

(B) The nonpossessory use is not
functionally related to any other use of
the facility by the same person (other
than a different nonpossessory use);
and

(C) All nonpossessory uses of the fa-
cility do not, in the aggregate, involve
the use of more than 2.5 percent of the
facility.

(i1) Hlustrations. Incidental uses may
include pay telephones, vending ma-
chines, advertising displays, and use
for television cameras, but incidental
uses may not include output purchases.

(6) Qualified improvements. Proceeds
that provide a governmentally owned
improvement to a governmentally
owned building (including its struc-
tural components and land function-
ally related and subordinate to the
building) are not used for a private
business use if—

(i) The building was placed in service
more than 1 year before the construc-
tion or acquisition of the improvement
is begun;

(ii) The improvement is not an en-
largement of the building or an im-
provement of interior space occupied
exclusively for any private business
use;
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(iii) No portion of the improved
building or any payments in respect of
the improved building are taken into
account under section 141(b)(2)(A) (the
private security test); and

(iv) No more than 15 percent of the
improved building is used for a private
business use.

(e) Special rule for taxr assessment
bonds. In the case of a tax assessment
bond that satisfies the requirements of
§1.141-5(d), the loan (or deemed loan) of
the proceeds to the borrower paying
the assessment is disregarded in deter-
mining whether the private business
use test is met. However, the use of the
loan proceeds is not disregarded in de-
termining whether the private business
use test is met.

(f) Examples. The following examples
illustrate the application of paragraphs
(a) through (e) of this section. In each
example, assume that the arrange-
ments described are the only arrange-
ments with nongovernmental persons
for use of the financed property.

Example 1. Nongovernmental ownership.
State A issues 20-year bonds to purchase
land and equip and construct a factory. A
then enters into an arrangement with Cor-
poration X to sell the factory to X on an in-
stallment basis while the bonds are out-
standing. The issue meets the private busi-
ness use test because a nongovernmental
person owns the financed facility. See also
§1.141-2 (relating to the private activity bond
tests), and §1.141-5 (relating to the private
loan financing test).

Example 2 Lease to a mongovernmental per-
son. (i) The facts are the same as in Erample
1, except that A enters into an arrangement
with X to lease the factory to X for 3 years
rather than to sell it to X. The lease pay-
ments will be made annually and will be
based on the tax-exempt interest rate on the
bonds. The issue meets the private business
use test because a nongovernmental person
leases the financed facility. See also §1.141-
14 (relating to anti-abuse rules).

(ii) The facts are the same as in Example
2(i), except that the annual payments made
by X will equal fair rental value of the facil-
ity and exceed the amount necessary to pay
debt service on the bonds for the 3 years of
the lease. The issue meets the private busi-
ness use test because a nongovernmental
person leases the financed facility and the
test does not require that the benefits of tax-
exempt financing be passed through to the
nongovernmental person.

Example 3. Management contract in substance
a lease. City L issues 30-year bonds to finance
the construction of a city hospital. L enters
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into a 15-year contract with M, a nongovern-
mental person that operates a health main-
tenance organization relating to the treat-
ment of M’s members at L’s hospital. The
contract provides for reasonable fixed com-
pensation to M for services rendered with no
compensation based, in whole or in part, on
a share of net profits from the operation of
the hospital. However, the contract also pro-
vides that 30 percent of the capacity of the
hospital will be exclusively available to M’s
members and M will bear the risk of loss of
that portion of the capacity of the hospital
so that, under all of the facts and cir-
cumstances, the contract is properly charac-
terized as a lease for federal income tax pur-
poses. The issue meets the private business
use test because a nongovernmental person
leases the financed facility.

Example 4. Ownership of title in substance a
leasehold interest. Nonprofit Corporation R
issues bonds on behalf of City P to finance
the construction of a hospital. R will own
legal title to the hospital. In addition, R will
operate the hospital, but R is not treated as
an agent of P in its capacity as operator of
the hospital. P has certain rights to the hos-
pital that establish that it is properly treat-
ed as the owner of the property for federal
income tax purposes. P does not have rights,
however, to directly control operation of the
hospital while R owns legal title to it and
operates it. The issue meets the private busi-
ness use test because the arrangement pro-
vides a nongovernmental person an interest
in the financed facility that is comparable to
a leasehold interest. See paragraphs (a)(2)
and (b)(7)(i) of this section.

Example 5. Rights to control use of property
treated as private business use—parking lot.
Corporation C and City D enter into a plan
to finance the construction of a parking lot
adjacent to C’s factory. Pursuant to the
plan, C conveys the site for the parking lot
to D for a nominal amount, subject to a cov-
enant running with the land that the prop-
erty be used only for a parking lot. In addi-
tion, D agrees that C will have the right to
approve rates charged by D for use of the
parking lot. D issues bonds to finance con-
struction of the parking lot on the site. The
parking lot will be available for use by the
general public on the basis of rates that are
generally applicable and uniformly applied.
The issue meets the private business use test
because a nongovernmental person has spe-
cial legal entitlements for beneficial use of
the financed facility that are comparable to
an ownership interest. See paragraph (b)(7)(1)
of this section.

Example 6. Other actual or beneficial use—hy-
droelectric enhancements. J, a political sub-
division, owns and operates a hydroelectric
generation plant and related facilities. Pur-
suant to a take or pay contract, J sells 15
percent of the output of the plant to Cor-
poration K, an investor-owned utility. K is
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treated as a private business user of the
plant. Under the license issued to J for oper-
ation of the plant, J is required by federal
regulations to construct and operate various
facilities for the preservation of fish and for
public recreation. J issues its obligations to
finance the fish preservation and public
recreation facilities. K has no special legal
entitlements for beneficial use of the fi-
nanced facilities. The fish preservation fa-
cilities are functionally related to the oper-
ation of the plant. The recreation facilities
are available to natural persons on a short-
term basis according to generally applicable
and uniformly applied rates. Under para-
graph (c) of this section, the recreation fa-
cilities are treated as used by the general
public. Under paragraph (b)(7) of this section,
K’s use is not treated as private business use
of the recreation facilities because K has no
special legal entitlements for beneficial use
of the recreation facilities. The fish preser-
vation facilities are not of a type reasonably
available for use on the same basis by nat-
ural persons not engaged in a trade or busi-
ness. Under all of the facts and cir-
cumstances (including the functional rela-
tionship of the fish preservation facilities to
property used in K’s trade or business) under
paragraph (b)(7)(ii) of this section, K derives
a special economic benefit from the fish
preservation facilities. Therefore, K’s private
business use may be established solely on the
basis of that special economic benefit, and
K’s use of the fish preservation facilities is
treated as private business use.

Example 7. Other actual or beneficial use—
pollution control facilities. City B issues obli-
gations to finance construction of a special-
ized pollution control facility on land that it
owns adjacent to a factory owned by Cor-
poration N. B will own and operate the pollu-
tion control facility, and N will have no spe-
cial legal entitlements to use the facility. B,
however, reasonably expects that N will be
the only user of the facility. The facility will
not be reasonably available for use on the
same basis by natural persons not engaged in
a trade or business. Under paragraph
(b)(7)(ii) of this section, because under all of
the facts and circumstances the facility is
functionally related and is physically proxi-
mate to property used in N’s trade or busi-
ness, N derives a special economic benefit
from the facility. Therefore, N’s private busi-
ness use may be established solely on the
basis of that special economic benefit, and
N’s use is treated as private business use of
the facility. See paragraph (b)(7)(ii) of this
section.

Example 8. General public use—airport run-
way. (i) City I issues bonds and uses all of
the proceeds to finance construction of a
runway at a new city-owned airport. The
runway will be available for take-off and
landing by any operator of an aircraft desir-
ing to use the airport, including general
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aviation operators who are natural persons
not engaged in a trade or business. It is rea-
sonably expected that most of the actual use
of the runway will be by private air carriers
(both charter airlines and commercial air-
lines) in connection with their use of the air-
port terminals leased by those carriers.
These leases for the use of terminal space
provide no priority rights or other pref-
erential benefits to the air carriers for use of
the runway. Moreover, under the leases the
lease payments are determined without tak-
ing into account the revenues generated by
runway landing fees (that is, the lease pay-
ments are not determined on a ‘‘residual”
basis). Although the lessee air carriers re-
ceive a special economic benefit from the use
of the runway, this economic benefit is not
sufficient to cause the air carriers to be pri-
vate business users, because the runway is
available for general public use. The issue
does not meet the private business use test.
See paragraphs (b)(7)(ii) and (c) of this sec-
tion.

(ii) The facts are the same as in Erample
8(i), except that the runway will be available
for use only by private air carriers. The use
by these private air carriers is not for gen-
eral public use, because the runway is not
reasonably available for use on the same
basis by natural persons not engaged in a
trade or business. Depending on all of the
facts and circumstances, including whether
there are only a small number of lessee pri-
vate air carriers, the issue may meet the pri-
vate business use test solely because the pri-
vate air carriers receive a special economic
benefit from the runway. See paragraph
(b)(7)(ii) of this section.

(iii) The facts are the same as in Example
8(i), except that the lease payments under
the leases with the private air carriers are
determined on a residual basis by taking
into account the net revenues generated by
runway landing fees. These leases cause the
private business use test to be met with re-
spect to the runway because they are ar-
rangements that convey special legal enti-
tlements to the financed facility to non-
governmental persons. See paragraph
(b)(T)(1) of this section.

Example 9. General public use—airport park-
ing garage. City S issues bonds and uses all of
the proceeds to finance construction of a
city-owned parking garage at the city-owned
airport. S reasonably expects that more than
10 percent of the actual use of the parking
garage will be by employees of private air
carriers (both charter airlines and commer-
cial airlines) in connection with their use of
the airport terminals leased by those car-
riers. The air carriers’ use of the parking ga-
rage, however, will be on the same basis as
passengers and other members of the general
public using the airport. The leases for the
use of the terminal space provide no priority
rights to the air carriers for use of the park-
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ing garage, and the lease payments are de-
termined without taking into account the
revenues generated by the parking garage.
Although the lessee air carriers receive a
special economic benefit from the use of the
parking garage, this economic benefit is not
sufficient to cause the air carriers to be pri-
vate business users, because the parking ga-
rage is available for general public use. The
issue does not meet the private business use
test. See paragraphs (b)(7)(ii) and (c¢) of this
section.

Example 10. Long-term arrangements mnot
treated as general public use—insurance fund.
Authority T deposits all of the proceeds of
its bonds in its insurance fund and invests
all of those proceeds in tax-exempt bonds.
The insurance fund provides insurance to a
large number of businesses and natural per-
sons not engaged in a trade or business. Each
participant receives insurance for a term of
1 year. The use by the participants, other
than participants that are natural persons
not engaged in a trade or business, is treated
as private business use of the proceeds of the
bonds because the participants have special
legal entitlements to the use of bond pro-
ceeds, even though the contractual rights
are not necessarily properly characterized as
ownership, leasehold, or similar interests
listed in paragraph (b) of this section. Use of
the bond proceeds is not treated as general
public use because the term of the insurance
is greater than 200 days. See paragraphs
(b)(7)(1) and (c)(3) of this section.

Example 11. General public use—port road.
Highway Authority W uses all of the pro-
ceeds of its bonds to construct a 25-mile road
to connect an industrial port owned by Cor-
poration Y with existing roads owned and op-
erated by W. Other than the port, the nearest
residential or commercial development to
the new road is 12 miles away. There is no
reasonable expectation that development
will occur in the area surrounding the new
road. W and Y enter into no arrangement (ei-
ther by contract or ordinance) that conveys
special legal entitlements to Y for the use of
the road. Use of the road will be available
without restriction to all users, including
natural persons who are not engaged in a
trade or business. The issue does not meet
the private business use test because the
road is treated as used only by the general
public.

Example 12. General public use of govern-
mentally owned hotel. State Q issues bonds to
purchase land and construct a hotel for use
by the general public (that is, tourists, visi-
tors, and business travelers). The bond docu-
ments provide that Q will own and operate
the project for the term of the bonds. Q will
not enter into a lease or license with any
user for use of rooms for a period longer than
200 days (although users may actually use
rooms for consecutive periods in excess of 200
days). Use of the hotel by hotel guests who
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are travelling in connection with trades or
businesses of nongovernmental persons is
not a private business use of the hotel by
these persons because the hotel is intended
to be available and in fact is reasonably
available for use on the same basis by nat-
ural persons not engaged in a trade or busi-
ness. See paragraph (c¢)(1) of this section.

Example 13. General public use with rights of
first refusal. Authority V uses all of the pro-
ceeds of its bonds to construct a parking ga-
rage. At least 90 percent of the spaces in the
garage will be available to the general public
on a monthly first-come, first-served basis. V
reasonably expects that the spaces will be
predominantly leased to natural persons not
engaged in a trade or business who have pri-
ority rights to renew their spaces at then
current fair market value rates. More than
10 percent of the spaces will be leased to non-
governmental persons acting in a trade or
business. These leases are not treated as ar-
rangements with a term of use greater than
200 days. The rights to renew are not treated
as renewal options because the compensation
for the spaces is redetermined at generally
applicable, fair market value rates that will
be in effect at the time of renewal and the
use of the spaces under similar arrangements
is predominantly by natural persons who are
not engaged in a trade or business. The issue
does not meet the private business use test
because at least 90 percent of the use of the
parking garage is general public use. See
paragraph (c)(3) of this section.

Example 14. General public use with a spe-
cially negotiated rate agreement with agency of
United States. G, a sewage collection and
treatment district, operates facilities that
were financed with its bonds. F, an agency of
the United States, has a base located within
G. Approximately 20 percent of G’s facilities
are used to treat sewage produced by F under
a specially negotiated rate agreement. Under
the specially negotiated rate agreement, G
uses its best efforts to charge F as closely as
possible the same amount for its use of G’s
services as its other customers pay for the
same amount of services, although those
other customers pay for services based on
standard district charges and tax levies. F is
prohibited by federal law from paying for the
services based on those standard district
charges and tax levies. The use of G’s facili-
ties by F is on the same basis as the general
public. See paragraph (c)(2)(ii) of this sec-
tion.

Example 15. Arrangements not available for
use by natural persons not engaged in a trade
or business—federal use of prisons. Authority
E uses all of the proceeds of its bonds to con-
struct a prison. E contracts with federal
agency F to house federal prisoners on a
space-available, first-come, first-served
basis, pursuant to which F will be charged
approximately the same amount for each
prisoner as other persons that enter into
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similar transfer agreements. It is reasonably
expected that other persons will enter into
similar agreements. The term of the use
under the contract is not longer than 100
days, and F has no right to renew, although
E reasonably expects to renew the contract
indefinitely. The prison is not financed for a
principal purpose of providing the prison for
use by F. It is reasonably expected that dur-
ing the term of the bonds, more than 10 per-
cent of the prisoners at the prison will be
federal prisoners. F’s use of the facility is
not general public use because this type of
use (leasing space for prisoners) is not avail-
able for use on the same basis by natural
persons not engaged in a trade or business.
The issue does not meet the private business
use test, however, because the leases satisfy
the exception of paragraph (d)(3)(i) of this
section.

Example 16. Negotiated arm’s-length arrange-
ments—auditorium reserved in advance. (i) City
Z issues obligations to finance the construc-
tion of a municipal auditorium that it will
own and operate. The use of the auditorium
will be open to anyone who wishes to use it
for a short period of time on a rate-scale
basis. Z reasonably expects that the audito-
rium will be used by schools, church groups,
sororities, and numerous commercial organi-
zations. Corporation H, a nongovernmental
person, enters into an arm’s-length arrange-
ment with Z to use the auditorium for 1
week for each year for a 10-year period (a
total of 70 days), pursuant to which H will be
charged a specific price reflecting fair mar-
ket value. On the date the contract is en-
tered into, Z has not established generally
applicable rates for future years. Even
though the auditorium is not financed for a
principal purpose of providing use of the au-
ditorium to H, H is not treated as using the
auditorium as a member of the general pub-
lic because its use is not on the same basis
as the general public. Because the term of
H’s use of the auditorium is longer than 50
days, the arrangement does not meet the ex-
ception under paragraph (d)(3)(ii) of this sec-
tion.

(ii) The facts are the same as in Example
16(i), except that H will enter into an arm’s-
length arrangement with Z to use the audi-
torium for 1 week for each year for a 4-year
period (a total of 28 days), pursuant to which
H will be charged a specific price reflecting
fair market value. H is not treated as a pri-
vate business user of the auditorium because
its contract satisfies the exception of para-
graph (d)(3)(ii) of this section for negotiated
arm’s-length arrangements.

(g8) Measurement of private business
use—(1) In general. In general, the pri-
vate business use of proceeds is allo-
cated to property under §1.141-6. The
amount of private business use of that
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property is determined according to
the average percentage of private busi-
ness use of that property during the
measurement period.

(2) Measurement period—(i) General
rule. Except as provided in this para-
graph (g2)(2), the measurement period of
property financed by an issue begins on
the later of the issue date of that issue
or the date the property is placed in
service and ends on the earlier of the
last date of the reasonably expected
economic life of the property or the
latest maturity date of any bond of the
issue financing the property (deter-
mined without regard to any optional
redemption dates). In general, the pe-
riod of reasonably expected economic
life of the property for this purpose is
based on reasonable expectations as of
the issue date.

(i1) Special rule for refundings of short-
term obligations. For an issue of short-
term obligations that the issuer rea-
sonably expects to refund with a long-
term financing (such as bond anticipa-
tion notes), the measurement period is
based on the latest maturity date of
any bond of the last refunding issue
with respect to the financed property
(determined without regard to any op-
tional redemption dates).

(iii) Special rule for reasonably ex-
pected mandatory redemptions. If an
issuer reasonably expects on the issue
date that an action will occur during
the term of the bonds to cause either
the private business tests or the pri-
vate loan financing test to be met and
is required to redeem bonds to meet
the reasonable expectations test of
§1.141-2(d)(2), the measurement period
ends on the reasonably expected re-
demption date.

(iv) Special rule for ownership by a
nongovernmental person. The amount of
private business use resulting from
ownership by a nongovernmental per-
son is the greatest percentage of pri-
vate business use in any 1l-year period.

(v) Anti-abuse rule. If an issuer estab-
lishes the term of an issue for a period
that is longer than is reasonably nec-
essary for the governmental purposes
of the issue for a principal purpose of
increasing the permitted amount of
private business use, the Commissioner
may determine the amount of private
business use according to the greatest
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percentage of private business use in
any l-year period.

(3) Determining average percentage of
private business use. The average per-
centage of private business use is the
average of the percentages of private
business use during the 1l-year periods
within the measurement period. Appro-
priate adjustments must be made for
beginning and ending periods of less
than 1 year.

(4) Determining the average amount of
private business use for a I1-year period—
(i) In general. The percentage of private
business use of property for any 1l-year
period is the average private business
use during that year. This average is
determined by comparing the amount
of private business use during the year
to the total amount of private business
use and use that is not private business
use (government use) during that year.
Paragraphs (g)(4) (ii) through (v) of this
section apply to determine the average
amount of private business use for a 1-
year period.

(ii) Uses at different times. For a facil-
ity in which actual government use
and private business use occur at dif-
ferent times (for example, different
days), the average amount of private
business use generally is based on the
amount of time that the facility is
used for private business use as a per-
centage of the total time for all actual
use. In determining the total amount
of actual use, periods during which the
facility is not in use are disregarded.

(iii) Simultaneous use. In general, for
a facility in which government use and
private business use occur simulta-
neously, the entire facility is treated
as having private business use. For ex-
ample, a governmentally owned facil-
ity that is leased or managed by a non-
governmental person in a manner that
results in private business use is treat-
ed as entirely used for a private busi-
ness use. If, however, there is also pri-
vate business use and actual govern-
ment use on the same basis, the aver-
age amount of private business use
may be determined on a reasonable
basis that properly reflects the propor-
tionate benefit to be derived by the
various users of the facility (for exam-
ple, reasonably expected fair market
value of use). For example, the average
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amount of private business use of a ga-
rage with unassigned spaces that is
used for government use and private
business use is generally based on the
number of spaces used for private busi-
ness use as a percentage of the total
number of spaces.

(iv) Discrete portion. For purposes of
this paragraph (g), measurement of the
use of proceeds allocated to a discrete
portion of a facility is determined by
treating that discrete portion as a sep-
arate facility.

(v) Relationship to fair market value.
For purposes of paragraphs (g)(4) (ii)
through (iv) of this section, if private
business use is reasonably expected as
of the issue date to have a significantly
greater fair market value than govern-
ment use, the average amount of pri-
vate business use must be determined
according to the relative reasonably
expected fair market wvalues of use
rather than another measure, such as
average time of use. This determina-
tion of relative fair market value may
be made as of the date the property is
acquired or placed in service if making
this determination as of the issue date
is not reasonably possible (for example,
if the financed property is not identi-
fied on the issue date). In general, the
relative reasonably expected fair mar-
ket value for a period must be deter-
mined by taking into account the
amount of reasonably expected pay-
ments for private business use for the
period in a manner that properly re-
flects the proportionate benefit to be
derived from the private business use.

(5) Common areas. The amount of pri-
vate business use of common areas
within a facility is based on a reason-
able method that properly reflects the
proportionate benefit to be derived by
the users of the facility. For example,
in general, a method that is based on
the average amount of private business
use of the remainder of the entire facil-
ity reflects proportionate benefit.

(6) Allocation of neutral costs. Proceeds
that are used to pay costs of issuance,
invested in a reserve or replacement
fund, or paid as fees for a qualified
guarantee or a qualified hedge must be
allocated ratably among the other pur-
poses for which the proceeds are used.

(7 Commencement of measurement of
private business use. Generally, private
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business use commences on the first
date on which there is a right to actual
use by the nongovernmental person.
However, if an issuer enters into an ar-
rangement for private business use a
substantial period before the right to
actual private business use commences
and the arrangement transfers owner-
ship or is an arrangement for other
long-term use (such as a lease for a sig-
nificant portion of the remaining eco-
nomic life of financed property), pri-
vate business use commences on the
date the arrangement is entered into,
even if the right to actual use com-
mences after the measurement period.
For this purpose, 10 percent of the
measurement period is generally treat-
ed as a substantial period.

(8) Examples. The following examples
illustrate the application of this para-
graph (g):

Example 1. Research facility. University U, a
state owned and operated university, owns
and operates a research facility. U proposes
to finance general improvements to the fa-
cility with the proceeds of an issue of bonds.
U enters into sponsored research agreements
with nongovernmental persons that result in
private business use because the sponsors
will own title to any patents resulting from
the research. The governmental research
conducted by U and the research U conducts
for the sponsors take place simultaneously
in all laboratories within the research facil-
ity. All laboratory equipment is available
continuously for use by workers who perform
both types of research. Because it is not pos-
sible to predict which research projects will
be successful, it is not reasonably prac-
ticable to estimate the relative revenues ex-
pected to result from the governmental and
nongovernmental research. U contributed 90
percent of the cost of the facility and the
nongovernmental persons contributed 10 per-
cent of the cost. Under this section, the non-
governmental persons are using the facility
for a private business use on the same basis
as the government use of the facility. The
portions of the costs contributed by the var-
ious users of the facility provide a reason-
able basis that properly reflects the propor-
tionate benefit to be derived by the users of
the facility. The nongovernmental persons
are treated as using 10 percent of the pro-
ceeds of the issue.

Example 2. Stadium. (i) City L issues bonds
and uses all of the proceeds to construct a
stadium. L enters into a long-term contract
with a professional sports team T under
which T will use the stadium 20 times during
each year. These uses will occur on nights
and weekends. L reasonably expects that the
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stadium will be used more than 180 other
times each year, none of which will give rise
to private business use. This expectation is
based on a feasibility study and historical
use of the old stadium that is being replaced
by the new stadium. There is no significant
difference in the value of T’s uses when com-
pared to the other uses of the stadium, tak-
ing into account the payments that T is rea-
sonably expected to make for its use. Assum-
ing no other private business use, the issue
does not meet the private business use test
because not more than 10 percent of the use
of the facility is for a private business use.

(ii) The facts are the same as in Example
2(i), except that L reasonably expects that
the stadium will be used not more than 60
other times each year, none of which will
give rise to private business use. The issue
meets the private business use test because
25 percent of the proceeds are used for a pri-
vate business use.

Example 3. Airport terminal areas treated as
common areas. City N issues bonds to finance
the construction of an airport terminal.
Eighty percent of the leasable space of the
terminal will be leased to private air car-
riers. The remaining 20 percent of the
leasable space will be used for the term of
the bonds by N for its administrative pur-
poses. The common areas of the terminal, in-
cluding waiting areas, lobbies, and hallways
are treated as 80 percent used by the air car-
riers for purposes of the private business use
test.

[T.D. 8712, 62 FR 2286, Jan. 16, 1997, as amend-
ed by T.D. 8967, 66 FR 58062, Nov. 20, 2001]

§1.141-4 Private security or payment
test.

(a) General rule—(1) Private security or
payment. The private security or pay-
ment test relates to the nature of the
security for, and the source of, the pay-
ment of debt service on an issue. The
private payment portion of the test
takes into account the payment of the
debt service on the issue that is di-
rectly or indirectly to be derived from
payments (whether or not to the issuer
or any related party) in respect of
property, or borrowed money, used or
to be used for a private business use.
The private security portion of the test
takes into account the payment of the
debt service on the issue that is di-
rectly or indirectly secured by any in-
terest in property used or to be used
for a private business use or payments
in respect of property used or to be
used for a private business use. For ad-
ditional rules for output facilities, see
§1.141-7.
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(2) Aggregation of private payments and
security. For purposes of the private se-
curity or payment test, payments
taken into account as private pay-
ments and payments or property taken
into account as private security are ag-
gregated. However, the same payments
are not taken into account as both pri-
vate security and private payments.

(3) Underlying arrangement. The secu-
rity for, and payment of debt service
on, an issue is determined from both
the terms of the bond documents and
on the basis of any underlying arrange-
ment. An underlying arrangement may
result from separate agreements be-
tween the parties or may be deter-
mined on the basis of all of the facts
and circumstances surrounding the
issuance of the bonds. For example, if
the payment of debt service on an issue
is secured by both a pledge of the full
faith and credit of a state or local gov-
ernmental unit and any interest in
property used or to be used in a private
business use, the issue meets the pri-
vate security or payment test.

(b) Measurement of private payments
and security—(1) Scope. This paragraph
(b) contains rules that apply to both
private security and private payments.

(2) Present value measurement—(i) Use
of present value. In determining wheth-
er an issue meets the private security
or payment test, the present value of
the payments or property taken into
account is compared to the present
value of the debt service to be paid
over the term of the issue.

(i1) Debt service—(A) Debt service paid
from proceeds. Debt service does not in-
clude any amount paid or to be paid
from sale proceeds or investment pro-
ceeds. For example, debt service does
not include payments of capitalized in-
terest funded with proceeds.

(B) Adjustments to debt service. Debt
service is adjusted to take into account
payments and receipts that adjust the
yield on an issue for purposes of sec-
tion 148(f). For example, debt service
includes fees paid for qualified guaran-
tees under §1.148-4(f) and is adjusted to
take into account payments and re-
ceipts on qualified hedges under §1.148-
4(h).

(iii) Computation of present value—(A)
In general. Present values are deter-
mined by using the yield on the issue
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as the discount rate and by discounting
all amounts to the issue date. See,
however, §1.141-13 for special rules for
refunding bonds.

(B) Fized yield issues. For a fixed yield
issue, yield is determined on the issue
date and is not adjusted to take into
account subsequent events.

(C) Variable yield issues. The yield on
a variable yield issue is determined
over the term of the issue. To deter-
mine the reasonably expected yield as
of any date, the issuer may assume
that the future interest rate on a vari-
able yield bond will be the then-current
interest rate on the bonds determined
under the formula prescribed in the
bond documents. A deliberate action
requires a recomputation of the yield
on the variable yield issue to deter-
mine the present value of payments
under that arrangement. In that case,
the issuer must use the yield deter-
mined as of the date of the deliberate
action for purposes of determining the
present value of payments under the
arrangement causing the deliberate ac-
tion. See paragraph (g) of this section,
Example 3.

(iv) Application to private security. For
purposes of determining the present
value of debt service that is secured by
property, the property is valued at fair
market value as of the first date on
which the property secures bonds of
the issue.

(c) Private payments—(1) In general.
This paragraph (c) contains rules that
apply to private payments.

(2) Payments taken into account—@i)
Payments for use—(A) In general. Both
direct and indirect payments made by
any nongovernmental person that is
treated as using proceeds of the issue
are taken into account as private pay-
ments to the extent allocable to the
proceeds used by that person. Pay-
ments are taken into account as pri-
vate payments only to the extent that
they are made for the period of time
that proceeds are used for a private
business use. Payments for a use of
proceeds include payments (whether or
not to the issuer) in respect of property
financed (directly or indirectly) with
those proceeds, even if not made by a
private business user. Payments are
not made in respect of financed prop-
erty if those payments are directly al-
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locable to other property being di-
rectly used by the person making the
payment and those payments represent
fair market value compensation for
that other use. See paragraph (g) of
this section, Example 4 and Example 5.
See also paragraph (c)(3) of this section
for rules relating to allocation of pay-
ments to the source or sources of fund-
ing of property.

(B) Payments not to exceed use. Pay-
ments with respect to proceeds that
are used for a private business use are
not taken into account to the extent
that the present value of those pay-
ments exceeds the present value of debt
service on those proceeds. Payments
need not be directly derived from a pri-
vate business user, however, to be
taken into account. Thus, if 7 percent
of the proceeds of an issue is used by a
person over the measurement period,
payments with respect to the property
financed with those proceeds are taken
into account as private payments only
to the extent that the present value of
those payments does not exceed the
present value of 7 percent of the debt
service on the issue.

(C) Payments for operating expenses.
Payments by a person for a use of pro-
ceeds do not include the portion of any
payment that is properly allocable to
the payment of ordinary and necessary
expenses (as defined under section 162)
directly attributable to the operation
and maintenance of the financed prop-
erty used by that person. For this pur-
pose, general overhead and administra-
tive expenses are not directly attrib-
utable to those operations and mainte-
nance. For example, if an issuer re-
ceives $5,000 rent during the year for
use of space in a financed facility and
during the year pays $500 for ordinary
and necessary expenses properly allo-
cable to the operation and mainte-
nance of that space and $400 for general
overhead and general administrative
expenses properly allocable to that
space, $500 of the $5,000 received would
not be considered a payment for the
use of the proceeds allocable to that
space (regardless of the manner in
which that $500 is actually used).

(ii) Refinanced debt service. Payments
of debt service on an issue to be made
from proceeds of a refunding issue are
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taken into account as private pay-
ments in the same proportion that the
present value of the payments taken
into account as private payments for
the refunding issue bears to the present
value of the debt service to be paid on
the refunding issue. For example, if all
the debt service on a note is paid with
proceeds of a refunding issue, the note
meets the private security or payment
test if (and to the same extent that)
the refunding issue meets the private
security or payment test. This para-
graph (c)(2)(ii) does not apply to pay-
ments that arise from deliberate ac-
tions that occur more than 3 years
after the retirement of the prior issue
that are not reasonably expected on
the issue date of the refunding issue.
For purposes of this paragraph
(c)(2)(ii), whether an issue is a refund-
ing issue is determined without regard
to §1.150-1(d)(2)(i) (relating to certain
payments of interest).

(3) Allocation of payments—(@{i) In gen-
eral. Private payments for the use of
property are allocated to the source or
different sources of funding of prop-
erty. The allocation to the source or
different sources of funding is based on
all of the facts and circumstances, in-
cluding whether an allocation is con-
sistent with the purposes of section 141.
In general, a private payment for the
use of property is allocated to a source
of funding based upon the nexus be-
tween the payment and both the fi-
nanced property and the source of
funding. For this purpose, different
sources of funding may include dif-
ferent tax-exempt issues, taxable
issues, and amounts that are not de-
rived from a borrowing, such as reve-
nues of an issuer (equity).

(ii) Payments for use of discrete prop-
erty. Payments for the use of a discrete
facility (or a discrete portion of a facil-
ity) are allocated to the source or dif-
ferent sources of funding of that dis-
crete property.

(iii) Allocations among two or more
sources of funding. In general, except as
provided in paragraphs (¢)(3)(iv) and (v)
of this section, if a payment is made
for the use of property financed with
two or more sources of funding (for ex-
ample, equity and a tax-exempt issue),
that payment must be allocated to
those sources of funding in a manner
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that reasonably corresponds to the rel-
ative amounts of those sources of fund-
ing that are expended on that property.
If an issuer has not retained records of
amounts expended on the property (for
example, records of costs of a building
that was built 30 years before the allo-
cation), an issuer may use reasonable
estimates of those expenditures. For
this purpose, costs of issuance and
other similar neutral costs are allo-
cated ratably among expenditures in
the same manner as in §1.141-3(g)(6). A
payment for the use of property may be
allocated to two or more issues that fi-
nance property according to the rel-
ative amounts of debt service (both
paid and accrued) on the issues during
the annual period for which the pay-
ment is made, if that allocation rea-
sonably reflects the economic sub-
stance of the arrangement. In general,
allocations of payments according to
relative debt service reasonably reflect
the economic substance of the arrange-
ment if the maturity of the bonds rea-
sonably corresponds to the reasonably
expected economic life of the property
and debt service payments on the
bonds are approximately level from
year to year.

(iv) Payments made under an arrange-
ment entered into in connection with
issuance of bonds. A private payment
for the use of property made under an
arrangement that is entered into in
connection with the issuance of the
issue that finances that property gen-
erally is allocated to that issue.
Whether an arrangement is entered
into in connection with the issuance of
an issue is determined on the basis of
all of the facts and circumstances. An
arrangement is ordinarily treated as
entered into in connection with the
issuance of an issue if—

(A) The issuer enters into the ar-
rangement during the 3-year period be-
ginning 18 months before the issue
date; and

(B) The amount of payments reflects
all or a portion of debt service on the
issue.

(v) Allocations to equity. A private
payment for the use of property may be
allocated to equity before payments
are allocated to an issue only if—

(A) Not later than 60 days after the
date of the expenditure of those
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amounts, the issuer adopts an official
intent (in a manner comparable to
§1.150-2(e)) indicating that the issuer
reasonably expects to be repaid for the
expenditure from a specific arrange-
ment; and

(B) The private payment is made not
later than 18 months after the later of
the date the expenditure is made or the
date the project is placed in service.

(d) Private security—(1) In general.
This paragraph (d) contains rules that
relate to private security.

(2) Security taken into account. The
property that is the security for, or the
source of, the payment of debt service
on an issue need not be property fi-
nanced with proceeds. For example, un-
improved land or investment securities
used, directly or indirectly, in a pri-
vate business use that secures an issue
provides private security. Private secu-
rity (other than financed property and
private payments) for an issue is taken
into account under section 141(b), how-
ever, only to the extent it is provided,
directly or indirectly, by a user of pro-
ceeds of the issue.

(3) Pledge of unexpended proceeds. Pro-
ceeds qualifying for an initial tem-
porary period under §1.148-2(e)(2) or (3)
or deposited in a reasonably required
reserve or replacement fund (as defined
in §1.148-2(f)(2)(i)) are not taken into
account under this paragraph (d) before
the date on which those amounts are
either expended or loaned by the issuer
to an unrelated party.

(4) Secured by any interest in property
or payments. Property used or to be
used for a private business use and pay-
ments in respect of that property are
treated as private security if any inter-
est in that property or payments se-
cures the payment of debt service on
the bonds. For this purpose, the phrase
any interest in is to be interpreted
broadly and includes, for example, any
right, claim, title, or legal share in
property or payments.

(5) Payments in respect of property. The
payments taken into account as pri-
vate security are payments in respect
of property used or to be used for a pri-
vate business use. Except as otherwise
provided in this paragraph (d)(5) and
paragraph (d)(6) of this section, the
rules in paragraphs (c)(2)(i)(A) and (B)
and (c)(2)(ii) of this section apply to de-
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termine the amount of payments treat-
ed as payments in respect of property
used or to be used for a private busi-
ness use. Thus, payments made by
members of the general public for use
of a facility used for a private business
use (for example, a facility that is the
subject of a management contract that
results in private business use) are
taken into account as private security
to the extent that they are made for
the period of time that property is used
by a private business user.

(6) Allocation of security among issues.
In general, property or payments from
the disposition of that property that
are taken into account as private secu-
rity are allocated to each issue secured
by the property or payments on a rea-
sonable basis that takes into account
bondholders’ rights to the payments or
property upon default.

(e) Generally applicable tares—(1) Gen-
eral rule. For purposes of the private se-
curity or payment test, generally ap-
plicable taxes are not taken into ac-
count (that is, are not payments from a
nongovernmental person and are not
payments in respect of property used
for a private business use).

(2) Definition of generally applicable
taxes. A generally applicable tax is an
enforced contribution exacted pursuant
to legislative authority in the exercise
of the taxing power that is imposed and
collected for the purpose of raising rev-
enue to be used for governmental or
public purposes. A generally applicable
tax must have a uniform tax rate that
is applied to all persons of the same
classification in the appropriate juris-
diction and a generally applicable man-
ner of determination and collection.

(3) Special charges. A special charge
(as defined in this paragraph (e)(3)) is
not a generally applicable tax. For this
purpose, a special charge means a pay-
ment for a special privilege granted or
regulatory function (for example, a li-
cense fee), a service rendered (for ex-
ample, a sanitation services fee), a use
of property (for example, rent), or a
payment in the nature of a special as-
sessment to finance capital improve-
ments that is imposed on a limited
class of persons based on benefits re-
ceived from the capital improvements
financed with the assessment. Thus, a
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special assessment to finance infra-
structure improvements in a new in-
dustrial park (such as sidewalks,
streets, streetlights, and utility infra-
structure improvements) that is im-
posed on a limited class of persons
composed of property owners within
the industrial park who benefit from
those improvements is a special
charge. By contrast, an otherwise
qualified generally applicable tax (such
as a generally applicable ad valorem
tax on all real property within a gov-
ernmental taxing jurisdiction) or an el-
igible PILOT under paragraph (e)(5) of
this section that is based on such a
generally applicable tax is not treated
as a special charge merely because the
taxes or PILOTSs received are used for
governmental or public purposes in a
manner which benefits particular prop-
erty owners.

(4) Manner of determination and collec-
tion—(1) In general. A tax does not have
a generally applicable manner of deter-
mination and collection to the extent
that one or more taxpayers make any
impermissible agreements relating to
payment of those taxes. An impermis-
sible agreement relating to the pay-
ment of a tax is taken into account
whether or not it is reasonably ex-
pected to result in any payments that
would not otherwise have been made.
For example, if an issuer uses proceeds
to make a grant to a taxpayer to im-
prove property, agreements that im-
pose reasonable conditions on the use
of the grant do not cause a tax on that
property to fail to be a generally appli-
cable tax. If an agreement by a tax-
payer causes the tax imposed on that
taxpayer not to be treated as a gen-
erally applicable tax, the entire tax
paid by that taxpayer is treated as a
special charge, unless the agreement is
limited to a specific portion of the tax.

(i1) Impermissible agreements. The fol-
lowing are examples of agreements
that cause a tax to fail to have a gen-
erally applicable manner of determina-
tion and collection: an agreement to be
personally liable on a tax that does not
generally impose personal liability, to
provide additional credit support such
as a third party guarantee, or to pay
unanticipated shortfalls; an agreement
regarding the minimum market value
of property subject to property tax;
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and an agreement not to challenge or
seek deferral of the tax.

(iii) Permissible agreements. The fol-
lowing are examples of agreements
that do not cause a tax to fail to have
a generally applicable manner of deter-
mination and collection: an agreement
to use a grant for specified purposes
(whether or not that agreement is se-
cured); a representation regarding the
expected value of the property fol-
lowing the improvement; an agreement
to insure the property and, if damaged,
to restore the property; a right of a
grantor to rescind the grant if property
taxes are not paid; and an agreement
to reduce or limit the amount of taxes
collected to further a bona fide govern-
mental purpose. For example, an agree-
ment to abate taxes to encourage a
property owner to rehabilitate prop-
erty in a distressed area is a permis-
sible agreement.

() Payments in lieu of taxes. A tax
equivalency payment or other payment
in lieu of a tax (“PILOT”) is treated as
a generally applicable tax if it meets
the requirements of paragraphs (e)(5)(i)
through (iv) of this section—

(1) Maximum amount limited by under-
lying generally applicable tax. The
PILOT is not greater than the amount
imposed by a statute for a generally
applicable tax in each year.

(ii) Commensurate with a generally ap-
plicable taxr. The PILOT is commensu-
rate with the amount imposed by a
statute for a generally applicable tax
in each year under the commensurate
standard set forth in this paragraph
(e)(5)(ii). For this purpose, except as
otherwise provided in this paragraph
(e)(5)(ii), a PILOT is commensurate
with a generally applicable tax only if
it is equal to a fixed percentage of the
generally applicable tax that would
otherwise apply in each year or it re-
flects a fixed adjustment to the gen-
erally applicable tax that would other-
wise apply in each year. A PILOT based
on a property tax does not fail to be
commensurate with the property tax as
a result of changes in the level of the
percentage of or adjustment to that
property tax for a reasonable phase-in
period ending when the subject prop-
erty is placed in service (as defined in
§1.150-2(c)). A PILOT based on a prop-
erty tax must take into account the
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current assessed value of the property
for property tax purposes for each year
in which the PILOT is paid and that as-
sessed value must be determined in the
same manner and with the same fre-
quency as property subject to the prop-
erty tax. A PILOT is not commensu-
rate with a generally applicable tax,
however, if the PILOT is set at a fixed
dollar amount (for example, fixed debt
service on a bond issue) that cannot
vary with changes in the level of the
generally applicable tax on which it is
based.

(iii) Use of PILOTs for governmental or
public purposes. The PILOT is to be
used for governmental or public pur-
poses for which the generally applica-
ble tax on which it is based may be
used.

(iv) No special charges. The PILOT is
not a special charge under paragraph
(e)(3) of this section.

(f) Certain waste remediation bonds—(1)
Scope. This paragraph (f) applies to
bonds issued to finance hazardous
waste clean-up activities on privately
owned land (hazardous waste remedi-
ation bonds).

(2) Persons that are not private users.
Payments from nongovernmental per-
sons who are not (other than coinciden-
tally) either users of the site being re-
mediated or persons potentially re-
sponsible for disposing of hazardous
waste on that site are not taken into
account as private security. This para-
graph (f)(2) applies to payments that
secure (directly or indirectly) the pay-
ment of principal of, or interest on, the
bonds under the terms of the bonds.
This paragraph (f)(2) applies only if the
payments are made pursuant to either
a generally applicable state or local
taxing statute or a state or local stat-
ute that regulates or restrains activi-
ties on an industry-wide basis of per-
sons who are engaged in generating or
handling hazardous waste, or in refin-
ing, producing, or transporting petro-
leum, provided that those payments do
not represent, in substance, payment
for the use of proceeds. For this pur-
pose, a state or local statute that im-
poses payments that have substan-
tially the same character as those de-
scribed in Chapter 38 of the Code are
treated as generally applicable taxes.
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(3) Persons that are private users. If
payments from nongovernmental per-
sons who are either users of the site
being remediated or persons poten-
tially responsible for disposing of haz-
ardous waste on that site do not secure
(directly or indirectly) the payment of
principal of, or interest on, the bonds
under the terms of the bonds, the pay-
ments are not taken into account as
private payments. This paragraph (f)(3)
applies only if at the time the bonds
are issued the payments from those
nongovernmental persons are not ma-
terial to the security for the bonds. For
this purpose, payments are not mate-
rial to the security for the bonds if—

(i) The payments are not required for
the payment of debt service on the
bonds;

(ii) The amount and timing of the
payments are not structured or de-
signed to reflect the payment of debt
service on the bonds;

(iii) The receipt or the amount of the
payment is uncertain (for example, as
of the issue date, no final judgment has
been entered into against the non-
governmental person);

(iv) The payments from those non-
governmental persons, when and if re-
ceived, are used either to redeem bonds
of the issuer or to pay for costs of any
hazardous waste remediation project;
and

(v) In the case when a judgment (but
not a final judgment) has been entered
by the issue date against a nongovern-
mental person, there are, as of the
issue date, costs of hazardous waste re-
mediation other than those financed
with the bonds that may be financed
with the payments.

(g) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. Aggregation of payments. State
B issues bonds with proceeds of $10 million.
B uses $9.7 million of the proceeds to con-
struct a 10-story office building. B uses the
remaining $300,000 of proceeds to make a
loan to Corporation Y. In addition, Corpora-
tion X leases 1 floor of the building for the
term of the bonds. Under all of the facts and
circumstances, it is reasonable to allocate 10
percent of the proceeds to that 1 floor. As a
percentage of the present value of the debt
service on the bonds, the present value of Y’s
loan repayments is 3 percent and the present
value of X’s lease payments is 8 percent. The
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bonds meet the private security or payment
test because the private payments taken
into account are more than 10 percent of the
present value of the debt service on the
bonds.

Example 2. Indirect private payments. J, a po-
litical subdivision of a state, will issue sev-
eral series of bonds from time to time and
will use the proceeds to rehabilitate urban
areas. Under all of the facts and cir-
cumstances, the private business use test
will be met with respect to each issue that
will be used for the rehabilitation and con-
struction of buildings that will be leased or
sold to nongovernmental persons for use in
their trades or businesses. Nongovernmental
persons will make payments for these sales
and leases. There is no limitation either on
the number of issues or the aggregate
amount of bonds that may be outstanding.
No group of bondholders has any legal claim
prior to any other bondholders or creditors
with respect to specific revenues of J, and
there is no arrangement whereby revenues
from a particular project are paid into a
trust or constructive trust, or sinking fund,
or are otherwise segregated or restricted for
the benefit of any group of bondholders.
There is, however, an unconditional obliga-
tion by J to pay the principal of, and the in-
terest on, each issue. Although not directly
pledged under the terms of the bond docu-
ments, the leases and sales are underlying
arrangements. The payments relating to
these leases and sales are taken into account
as private payments to determine whether
each issue of bonds meets the private secu-
rity or payment test.

Example 3. Computation of payment in vari-
able yield issues. (i) City M issues general ob-
ligation bonds with proceeds of $10 million to
finance a 5-story office building. The bonds
bear interest at a variable rate that is re-
computed monthly according to an index
that reflects current market yields. The
yield that the interest index would produce
on the issue date is 6 percent. M leases 1
floor of the office building to Corporation T,
a nongovernmental person, for the term of
the bonds. Under all of the facts and cir-
cumstances, T is treated as using more than
10 percent of the proceeds. Using the 6 per-
cent yield as the discount rate, M reasonably
expects on the issue date that the present
value of lease payments to be made by T will
be 8 percent of the present value of the total
debt service on the bonds. After the issue
date of the bonds, interest rates decline sig-
nificantly, so that the yield on the bonds
over their entire term is 4 percent. Using
this actual 4 percent yield as the discount
rate, the present value of lease payments
made by T is 12 percent of the present value
of the actual total debt service on the bonds.
The bonds are not private activity bonds be-
cause M reasonably expected on the issue
date that the bonds would not meet the pri-
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vate security or payment test and because M
did not take any subsequent deliberate ac-
tion to meet the private security or payment
test.

(ii) The facts are the same as Example 3(i),
except that 5 years after the issue date M
leases a second floor to Corporation S, a non-
governmental person, under a long-term
lease. Because M has taken a deliberate ac-
tion, the present value of the lease payments
must be computed. On the date this lease is
entered into, M reasonably expects that the
yield on the bonds over their entire term will
be 5.5 percent, based on actual interest rates
to date and the then-current rate on the
variable yield bonds. M uses this 5.5 percent
yield as the discount rate. Using this 5.5 per-
cent yield as the discount rate, as a percent-
age of the present value of the debt service
on the bonds, the present value of the lease
payments made by S is 3 percent. The bonds
are private activity bonds because the
present value of the aggregate private pay-
ments is greater than 10 percent of the
present value of debt service.

Example 4. Payments not in respect of fi-
nanced property. In order to further public
safety, City Y issues tax assessment bonds
the proceeds of which are used to move exist-
ing electric utility lines underground. Al-
though the utility lines are owned by a non-
governmental utility company, that com-
pany is under no obligation to move the
lines. The debt service on the bonds will be
paid using assessments levied by City Y on
the customers of the utility. Although the
utility lines are privately owned and the
utility customers make payments to the
utility company for the use of those lines,
the assessments are payments in respect of
the cost of relocating the utility line. Thus,
the assessment payments are not made in re-
spect of property used for a private business
use. Any direct or indirect payments to Y by
the utility company for the undergrounding
are, however, taken into account as private
payments.

Example 5. Payments from users of proceeds
that are not private business users taken into
account. City P issues general obligation
bonds to finance the renovation of a hospital
that it owns. The hospital is operated for P
by D, a nongovernmental person, under a
management contract that results in private
business use under §1.141-3. P will use the
revenues from the hospital (after the re-
quired payments to D and the payment of op-
eration and maintenance expenses) to pay
the debt service on the bonds. The bonds
meet the private security or payment test
because the revenues from the hospital are
payments in respect of property used for a
private business use.

Example 6. Limitation of amount of payments
to amount of private business use mnot deter-
mined annually. City Q issues bonds with a
term of 15 years and uses the proceeds to
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construct an office building. The debt service
on the bonds is level throughout the 15-year
term. Q enters into a 5-year lease with Cor-
poration R under which R is treated as a user
of 11 percent of the proceeds. R will make
lease payments equal to 20 percent of the an-
nual debt service on the bonds for each year
of the lease. The present value of R’s lease
payments is equal to 12 percent of the
present value of the debt service over the en-
tire 15-year term of the bonds. If, however,
the lease payments taken into account as
private payments were limited to 11 percent
of debt service paid in each year of the lease,
the present value of these payments would
be only 8 percent of the debt service on the
bonds over the entire term of the bonds. The
bonds meet the private security or payment
test, because R’s lease payments are taken
into account as private payments in an
amount not to exceed 11 percent of the debt
service of the bonds.

Example 7. Allocation of payments to funds
not derived from a borrowing. City Z purchases
property for $1,250,000 using $1,000,000 of pro-
ceeds of its tax increment bonds and $250,000
of other revenues that are in its redevelop-
ment fund. Within 60 days of the date of pur-
chase, Z declared its intent to sell the prop-
erty pursuant to a redevelopment plan and
to use that amount to reimburse its redevel-
opment fund. The bonds are secured only by
the incremental property taxes attributable
to the increase in value of the property from
the planned redevelopment of the property.
Within 18 months after the issue date, Z sells
the financed property to Developer M for
$250,000, which Z uses to reimburse the rede-
velopment fund. The property that M uses is
financed both with the proceeds of the bonds
and Z’s redevelopment fund. The payments
by M are properly allocable to the costs of
property financed with the amounts in Z’s
redevelopment fund. See paragraphs (c)(3) (i)
and (v) of this section.

Example 8. Allocation of payments to different
sources of funding—improvements. In 1997, City
L issues bonds with proceeds of $8 million to
finance the acquisition of a building. In 2002,
L spends $2 million of its general revenues to
improve the heating system and roof of the
building. At that time, L enters into a 10-
yvear lease with Corporation M for the build-
ing providing for annual payments of $1 mil-
lion to L. The lease payments are at fair
market value, and the lease payments do not
otherwise have a significant nexus to either
the issue or to the expenditure of general
revenues. Eighty percent of each lease pay-
ment is allocated to the issue and is taken
into account under the private payment test
because each lease payment is properly allo-
cated to the sources of funding in a manner
that reasonably corresponds to the relative
amounts of the sources of funding that are
expended on the building.
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Example 9. Security not provided by users of
proceeds mnot taken into account. County W
issues certificates of participation in a lease
of a building that W owns and covenants to
appropriate annual payments for the lease. A
portion of each payment is specified as inter-
est. More than 10 percent of the building is
used for private business use. None of the
proceeds of the obligations are used with re-
spect to the building. W uses the proceeds of
the obligations to make a grant to Corpora-
tion Y for the construction of a factory that
Y will own. Y makes no payments to W, di-
rectly or indirectly, for its use of proceeds,
and Y has no relationship to the users of the
leased building. If W defaults under the
lease, the trustee for the holders of the cer-
tificates of participation has a limited right
of repossession under which the trustee may
not foreclose but may lease the property to
a new tenant at fair market value. The obli-
gations are secured by an interest in prop-
erty used for a private business use. How-
ever, because the property is not provided by
a private business user and is not financed
property, the obligations do not meet the
private security or payment test.

Example 10. Allocation of payments among
issues. University L, a political subdivision,
issued three separate series of revenue bonds
during 1989, 1991, and 1993 under the same
bond resolution. L used the proceeds to con-
struct facilities exclusively for its own use.
Bonds issued under the resolution are equal-
ly and ratably secured and payable solely
from the income derived by L from rates,
fees, and charges imposed by L for the use of
the facilities. The bonds issued in 1989, 1991,
and 1993 are not private activity bonds. In
1997, L issues another series of bonds under
the resolution to finance additional facili-
ties. L leases 20 percent of the new facilities
for the term of the 1997 bonds to nongovern-
mental persons who will use the facilities in
their trades or businesses. The present value
of the lease payments from the nongovern-
mental users will equal 15 percent of the
present value of the debt service on the 1997
bonds. L will commingle all of the revenues
from all its bond-financed facilities in its
revenue fund. The present value of the por-
tion of the lease payments from nongovern-
mental lessees of the new facilities allocable
to the 1997 bonds under paragraph (d) of this
section is less than 10 percent of the present
value of the debt service on the 1997 bonds
because the bond documents provide that the
bonds are equally and ratably secured. Ac-
cordingly, the 1997 bonds do not meet the
private security test. The 1997 bonds meet
the private payment test, however, because
the private lease payments for the new facil-
ity are properly allocated to those bonds
(that is, because none of the proceeds of the
prior issues were used for the new facilities).
See paragraph (c) of this section.
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Example 11. Generally applicable tax. (i) Au-
thority N issues bonds to finance the con-
struction of a stadium. Under a long-term
lease, Corporation X, a professional sports
team, will use more than 10 percent of the
stadium. X will not, however, make any pay-
ments for this private business use. The se-
curity for the bonds will be a ticket tax im-
posed on each person purchasing a ticket for
an event at the stadium. The portion of the
ticket tax attributable to tickets purchased
by persons attending X’s events will, on a
present value basis, exceed 10 percent of the
present value of the debt service on N’s
bonds. The bonds meet the private security
or payment test. The ticket tax is not a gen-
erally applicable tax and, to the extent that
the tax receipts relate to X’s events, the
taxes are payments in respect of property
used for a private business use.

(ii) The facts are the same as Example 11(i),
except that the ticket tax is imposed by N on
tickets purchased for events at a number of
large entertainment facilities within the N’s
jurisdiction (for example, other stadiums,
arenas, and concert halls), some of which
were not financed with tax-exempt bonds.
The ticket tax is a generally applicable tax
and therefore the revenues from this tax are
not payments in respect of property used for
a private business use. The receipt of the
ticket tax does not cause the bonds to meet
the private security or payment test.

[T.D. 8712, 62 FR 2291, Jan. 16, 1997, as amend-
ed by T.D. 9429, 73 FR 63374, Oct. 24, 2008]

§1.141-5 Private loan financing test.

(a) In general. Bonds of an issue are
private activity bonds if more than the
lesser of 5 percent or $5 million of the
proceeds of the issue is to be used (di-
rectly or indirectly) to make or finance
loans to persons other than govern-
mental persons. Section 1.141-2(d) ap-
plies in determining whether the pri-
vate loan financing test is met. In de-
termining whether the proceeds of an
issue are used to make or finance
loans, indirect, as well as direct, use of
the proceeds is taken into account.

(b) Measurement of test. In deter-
mining whether the private loan fi-
nancing test is met, the amount actu-
ally loaned to a nongovernmental per-
son is not discounted to reflect the
present value of the loan repayments.

(c) Definition of private loan—(1) In
general. Any transaction that is gen-
erally characterized as a loan for fed-
eral income tax purposes is a loan for
purposes of this section. In addition, a
loan may arise from the direct lending
of bond proceeds or may arise from
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transactions in which indirect benefits
that are the economic equivalent of a
loan are conveyed. Thus, the deter-
mination of whether a loan is made de-
pends on the substance of a transaction
rather than its form. For example, a
lease or other contractual arrangement
(for example, a management contract
or an output contract) may in sub-
stance constitute a loan if the arrange-
ment transfers tax ownership of the fa-
cility to a nongovernmental person.
Similarly, an output contract or a
management contract with respect to a
financed facility generally is not treat-
ed as a loan of proceeds unless the
agreement in substance shifts signifi-
cant burdens and benefits of ownership
to the nongovernmental purchaser or
manager of the facility.

(2) Application only to purpose invest-
ments—(i) In general. A loan may be ei-
ther a purpose investment or a nonpur-
pose investment. A loan that is a non-
purpose investment does not cause the
private loan financing test to be met.
For example, proceeds invested in
loans, such as obligations of the United
States, during a temporary period, as
part of a reasonably required reserve or
replacement fund, as part of a refund-
ing escrow, or as part of a minor por-
tion (as each of those terms are defined
in §1.148-1 or §1.148-2) are generally not
treated as loans under the private loan
financing test.

(ii) Certain prepayments treated as
loans. Except as otherwise provided, a
prepayment for property or services,
including a prepayment for property or
services that is made after the date
that the contract to buy the property
or services is entered into, is treated as
a loan for purposes of the private loan
financing test if a principal purpose for
prepaying is to provide a benefit of tax-
exempt financing to the seller. A pre-
payment is not treated as a loan for
purposes of the private loan financing
test if—

(A) Prepayments on substantially the
same terms are made by a substantial
percentage of persons who are simi-
larly situated to the issuer but who are
not beneficiaries of tax-exempt financ-
1ng;

(B) The prepayment is made within
90 days of the reasonably expected date
of delivery to the issuer of all of the
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property or services for which the pre-
payment is made; or

(C) The prepayment meets the re-
quirements of §1.148-1(e)(2)(iii)(A) or
(B) (relating to certain prepayments to
acquire a supply of natural gas or elec-
tricity).

(iii) Customary prepayments. The de-
termination of whether a prepayment
satisfies paragraph (c)(2)(ii)(A) of this
section is generally made based on all
the facts and circumstances. In addi-
tion, a prepayment is deemed to satisfy
paragraph (c)(2)(ii)(A) of this section
if—

(A) The prepayment is made for—

(I) Maintenance, repair, or an ex-
tended warranty with respect to per-
sonal property (for example, auto-
mobiles or electronic equipment); or

(2) Updates or maintenance or sup-
port services with respect to computer
software; and

(B) The same maintenance, repair,
extended warranty, updates or mainte-
nance or support services, as applica-
ble, are regularly provided to non-
governmental persons on the same
terms.

(iv) Additional prepayments as per-
mitted by the Commissioner. The Com-
missioner may, by published guidance,
set forth additional circumstances in
which a prepayment is not treated as a
loan for purposes of the private loan fi-
nancing test.

3) Grants—(i) In general. A grant of
proceeds is not a loan. Whether a
transaction may be treated as a grant
or a loan depends on all of the facts
and circumstances.

(i1) Tax increment financing—(A) In
general. Generally, a grant using pro-
ceeds of an issue that is secured by
generally applicable taxes attributable
to the improvements to be made with
the grant is not treated as a loan, un-
less the grantee makes any impermis-
sible agreements relating to the pay-
ment that results in the taxes imposed
on that taxpayer not to be treated as
generally applicable taxes under §1.141-
4(e).

(B) Amount of loan. If a grant is treat-
ed as a loan under this paragraph (c)(3),
the entire grant is treated as a loan un-
less the impermissible agreement is
limited to a specific portion of the tax.
For this purpose, an arrangement with
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each unrelated grantee is treated as a
separate grant.

(4) Hazardous waste remediation bonds.
In the case of an issue of hazardous
waste remediation bonds, payments
from nongovernmental persons that
are either users of the site being reme-
diated or persons potentially respon-
sible for disposing of hazardous waste
on that site do not establish that the
transaction is a loan for purposes of
this section. This paragraph (c)(4) ap-
plies only if those payments do not se-
cure the payment of principal of, or in-
terest on, the bonds (directly or indi-
rectly), under the terms of the bonds
and those payments are not taken into
account under the private payment
test pursuant to §1.141-4(£)(3).

(d) Tax assessment loan exception—(1)
General rule. For purposes of this sec-
tion, a tax assessment loan that satis-
fies the requirements of this paragraph
(d) is not a loan for purposes of the pri-
vate loan financing test.

(2) Tax assessment loan defined. A tax
assessment loan is a loan that arises
when a governmental person permits or
requires property owners to finance
any governmental tax or assessment of
general application for an essential
governmental function that satisfies
each of the requirements of paragraphs
(d) (3) through (5) of this section.

(3) Mandatory tax or other assessment.
The tax or assessment must be an en-
forced contribution that is imposed and
collected for the purpose of raising rev-
enue to be used for a specific purpose
(that is, to defray the capital cost of an
improvement). Taxes and assessments
do not include fees for services. The tax
or assessment must be imposed pursu-
ant to a state law of general applica-
tion that can be applied equally to nat-
ural persons not acting in a trade or
business and persons acting in a trade
or business. For this purpose, taxes and
assessments that are imposed subject
to protest procedures are treated as en-
forced contributions.

(4) Specific essential governmental func-
tion—(i) In general. A mandatory tax or
assessment that gives rise to a tax as-
sessment loan must be imposed for one
or more specific, essential govern-
mental functions.

(i1) Essential governmental functions.
For purposes of paragraph (d) of this
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section, improvements to utilities and
systems that are owned by a govern-
mental person and that are available
for use by the general public (such as
sidewalks, streets and street-lights;
electric, telephone, and cable tele-
vision systems; sewage treatment and
disposal systems; and municipal water
facilities) serve essential governmental
functions. For other types of facilities,
the extent to which the service pro-
vided by the facility is customarily
performed (and financed with govern-
mental bonds) by governments with
general taxing powers is a primary fac-
tor in determining whether the facility
serves an essential governmental func-
tion. For example, parks that are
owned by a governmental person and
that are available for use by the gen-
eral public serve an essential govern-
mental function. Except as otherwise
provided in this paragraph (d)(4)(@i),
commercial or industrial facilities and
improvements to property owned by a
nongovernmental person do not serve
an essential governmental

function. Permitting installment pay-
ments of property taxes or other taxes
is not an essential governmental func-
tion.

(5) Equal basis requirement—(i) In gen-
eral. Owners of both business and non-
business property benefiting from the
financed improvements must be eligi-
ble, or required, to make deferred pay-
ments of the tax or assessment giving
rise to a tax assessment loan on an
equal basis (the equal basis require-
ment). A tax or assessment does not
satisfy the equal basis requirement if
the terms for payment of the tax or as-
sessment are not the same for all taxed
or assessed persons. For example, the
equal basis requirement is not met if
certain property owners are permitted
to pay the tax or assessment over a pe-
riod of years while others must pay the
entire tax or assessment immediately
or if only certain property owners are
required to prepay the tax or assess-
ment when the property is sold.

(ii) General rule for guarantees. A
guarantee of debt service on bonds, or
of taxes or assessments, by a person
that is treated as a borrower of bond
proceeds violates the equal basis re-
quirement if it is reasonable to expect
on the date the guarantee is entered
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into that payments will be made under
the guarantee.

(6) Coordination with private business
tests. See §§1.141-3 and 1.141-4 for rules
for determining whether tax assess-
ment loans cause the bonds financing
those loans to be private activity bonds
under the private business use and the
private security or payment tests.

(e) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. Turnkey contract not treated as
a loan. State agency Z and federal agency H
will each contribute to rehabilitate a project
owned by Z. H can only provide its funds
through a contribution to Z to be used to ac-
quire the rehabilitated project on a turnkey
basis from an approved developer. Under H’s
turnkey program, the developer must own
the project while it is rehabilitated. Z issues
its notes to provide funds for construction. A
portion of the notes will be retired using the
H contribution, and the balance of the notes
will be retired through the issuance by Z of
long-term bonds. Z lends the proceeds of its
notes to Developer B as construction financ-
ing and transfers title to B for a nominal
amount. The conveyance is made on condi-
tion that B rehabilitate the property and re-
convey it upon completion, with Z retaining
the right to force reconveyance if these con-
ditions are not satisfied. B must name Z as
an additional insured on all insurance. Upon
completion, B must transfer title to the
project back to Z at a set price, which price
reflects B’s costs and profit, not fair market
value. Further, this price is adjusted down-
ward to reflect any cost-underruns. For pur-
poses of section 141(c), this transaction does
not involve a private loan.

Example 2. Essential government function re-
quirement not met. City D creates a special
taxing district consisting of property owned
by nongovernmental persons that requires
environmental clean-up. D imposes a special
tax on each parcel within the district in an
amount that is related to the expected envi-
ronmental clean-up costs of that parcel. The
payment of the tax over a 20-year period is
treated as a loan by the property owners for
purposes of the private loan financing test.
The special district issues bonds, acting on
behalf of D, that are payable from the special
tax levied within the district, and uses the
proceeds to pay for the costs of environ-
mental clean-up on the property within the
district. The bonds meet the private loan fi-
nancing test because more than 5 percent of
the proceeds of the issue are loaned to non-
governmental persons. The issue does not
meet the tax assessment loan exception be-
cause the improvements to property owned
by a nongovernmental person are not an es-
sential governmental function under section
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141(c)(2). The issue also meets the private
business tests of section 141(b).

[T.D. 8712, 62 FR 2296, Jan. 16, 1997, as amend-
ed by T.D. 9085, 68 FR 45775, Aug. 4, 2003]

§1.141-6 Allocation
rules.

(a) Allocation of proceeds to expendi-
tures. For purposes of §§1.141-1 through
1.141-15, the provisions of §1.148-6(d)
apply for purposes of allocating pro-
ceeds to expenditures. Thus, alloca-
tions generally may be made using any
reasonable, consistently applied ac-
counting method, and allocations
under section 141 and section 148 must
be consistent with each other.

(b) Allocation of proceeds to property.
[Reserved]

(c) Special rules for mixed use facilities.
[Reserved]

(d) Allocation of proceeds to common
areas. [Reserved]

(e) Allocation of proceeds to bonds. [Re-
served]

(f) Treatment of partnerships.
served]

(g) Examples. [Reserved]

[T.D. 8712, 62 FR 2297, Jan. 16, 1997]

and accounting

[Re-

§1.141-7 Special rules for output fa-
cilities.

(a) Owverview. This section provides
special rules to determine whether ar-
rangements for the purchase of output
from an output facility cause an issue
of bonds to meet the private business
tests. For this purpose, unless other-
wise stated, water facilities are treated
as output facilities. Sections 1.141-3
and 1.141-4 generally apply to deter-
mine whether other types of arrange-
ments for use of an output facility
cause an issue to meet the private busi-
ness tests.

(b) Definitions. For purposes of this
section and §1.141-8, the following defi-
nitions and rules apply:

(1) Awvailable output. The available
output of a facility financed by an
issue is determined by multiplying the
number of units produced or to be pro-
duced by the facility in one year by the
number of years in the measurement
period of that facility for that issue.

(1) Generating facilities. The number of
units produced or to be produced by a
generating facility in one year is deter-
mined by reference to its nameplate
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capacity or the equivalent (or where
there is no nameplate capacity or the
equivalent, its maximum capacity),
which is not reduced for reserves,
maintenance or other unutilized capac-
ity.

(i1) Transmission and other output fa-
cilities—(A) In general. For trans-
mission, distribution, cogeneration,
and other output facilities, available
output must be measured in a reason-
able manner to reflect capacity.

(B) Electric transmission  facilities.
Measurement of the available output of
all or a portion of electric transmission
facilities may be determined in a man-
ner consistent with the reporting rules
and requirements for transmission net-
works promulgated by the Federal En-
ergy Regulatory Commission (FERC).
For example, for a transmission net-
work, the use of aggregate load and
load share ratios in a manner con-
sistent with the requirements of the
FERC may be reasonable. In addition,
depending on the facts and cir-
cumstances, measurement of the avail-
able output of transmission facilities
using thermal capacity or transfer ca-
pacity may be reasonable.

(iii) Special rule for facilities with sig-
nificant unutiliced capacity. If an issuer
reasonably expects on the issue date
that persons that are treated as private
business users will purchase more than
30 percent of the actual output of the
facility financed with the issue, the
Commissioner may determine the num-
ber of units produced or to be produced
by the facility in one year on a reason-
able basis other than by reference to
nameplate or other capacity, such as
the average expected annual output of
the facility. For example, the Commis-
sioner may determine the available
output of a financed peaking electric
generating unit by reference to the rea-
sonably expected annual output of that
unit if the issuer reasonably expects,
on the issue date of bonds that finance
the unit, that an investor-owned util-
ity will purchase more than 30 percent
of the actual output of the facility dur-
ing the measurement period under a
take or pay contract, even if the
amount of output purchased is less
than 10 percent of the available output
determined by reference to nameplate
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capacity. The reasonably expected an-
nual output of the generating facility
must be consistent with the capacity
reported for prudent reliability pur-
poses.

(iv) Special rule for facilities with a lim-
ited source of supply. If a limited source
of supply constrains the output of an
output facility, the number of units
produced or to be produced by the facil-
ity must be determined by reasonably
taking into account those constraints.
For this purpose, a limited source of
supply shall include a physical limita-
tion (for example, flow of water), but
not an economic limitation (for exam-
ple, cost of coal or gas). For example,
the available output of a hydroelectric
unit must be determined by reference
to the reasonably expected annual flow
of water through the unit.

(2) Measurement period. The measure-
ment period of an output facility fi-
nanced by an issue is determined under
§1.141-3(g).

(3) Sale at wholesale. A sale at whole-
sale means a sale of output to any per-
son for resale.

(4) Take contract and take or pay con-
tract. A take contract is an output con-
tract under which a purchaser agrees
to pay for the output under the con-
tract if the output facility is capable of
providing the output. A take or pay con-
tract is an output contract under which
a purchaser agrees to pay for the out-
put under the contract, whether or not
the output facility is capable of pro-
viding the output.

() Requirements contract. A require-
ments contract is an output contract,
other than a take contract or a take or
pay contract, under which a non-
governmental person agrees to pur-
chase all or part of its output require-
ments.

(6) Nonqualified amount. The non-
qualified amount with respect to an
issue is determined under section
141(b)(8).

(c) Output contracts—(1) General rule.
The purchase pursuant to a contract by
a nongovernmental person of available
output of an output facility (output
contract) financed with proceeds of an
issue is taken into account under the
private business tests if the purchase
has the effect of transferring the bene-
fits of owning the facility and the bur-
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dens of paying the debt service on
bonds used (directly or indirectly) to
finance the facility (the benefits and
burdens test). See paragraph (c)(4) of
this section for the treatment of an
output contract that is properly char-
acterized as a lease for Federal income
tax purposes. See paragraphs (d) and (e)
of this section for rules regarding
measuring the use of, and payments of
debt service for, an output facility for
determining whether the private busi-
ness tests are met. See also §1.141-8 for
rules for when an issue that finances
an output facility (other than a water
facility) meets the private business
tests because the nonqualified amount
of the issue exceeds $15 million.

(2) Take contract or take or pay con-
tract. The benefits and burdens test is
met if a nongovernmental person
agrees pursuant to a take contract or a
take or pay contract to purchase avail-
able output of a facility.

(3) Requirements contract—@{i) In gen-
eral. A requirements contract may sat-
isfy the benefits and burdens test under
paragraph (c)(3)(ii) or (iii) of this sec-
tion. See §1.141-15(f)(2) for special effec-
tive dates for the application of this
paragraph (c)(3) to issues financing fa-
cilities subject to requirements con-
tracts.

(i1) Requirements contract similar to
take contract or take or pay contract. A
requirements contract generally meets
the benefits and burdens test to the ex-
tent that it contains contractual terms
that obligate the purchaser to make
payments that are not contingent on
the output requirements of the pur-
chaser or that obligate the purchaser
to have output requirements. For ex-
ample, a requirements contract with
an industrial purchaser meets the ben-
efits and burdens test if the purchaser
enters into additional contractual obli-
gations with the issuer or another gov-
ernmental unit not to cease operations.
A requirements contract does not meet
the benefits and burdens test, however,
by reason of a provision that requires
the purchaser to pay reasonable and
customary damages (including 1lig-
uidated damages) in the event of a de-
fault, or a provision that permits the
purchaser to pay a specified amount to
terminate the contract while the pur-
chaser has requirements, in each case
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if the amount of the payment is rea-
sonably related to the purchaser’s obli-
gation to buy requirements that is dis-
charged by the payment.

(iii) Wholesale requirements contract—
(A) In general. A requirements contract
that is a sale at wholesale (a wholesale
requirements contract) may satisfy the
benefits and burdens test, depending on
all the facts and circumstances.

(B) Significant factors. Significant fac-
tors that tend to establish that a
wholesale requirements contract meets
the benefits and burdens test include,
but are not limited to—

(I) The term of the contract is sub-
stantial relative to the term of the
issue or issues that finance the facility;
and

(2) The amount of output to be pur-
chased under the contract represents a
substantial portion of the available
output of the facility.

(C) Safe harbors. A wholesale require-
ments contract does not meet the bene-
fits and burdens test if—

(I) The term of the contract, includ-
ing all renewal options, does not exceed
the lesser of 5 years or 30 percent of the
term of the issue; or

(2) The amount of output to be pur-
chased under the contract (and any
other requirements contract with the
same purchaser or a related party with
respect to the facility) does not exceed
5 percent of the available output of the
facility.

(iv) Retail requirements contract. Ex-
cept as otherwise provided in this para-
graph (c)(3), a requirements contract
that is not a sale at wholesale does not
meet the benefits and burdens test.

(4) Output contract properly character-
iced as a lease. Notwithstanding any
other provision of this section, an out-
put contract that is properly charac-
terized as a lease for Federal income
tax purposes shall be tested under the
rules contained in §§1.141-3 and 1.141-4
to determine whether it is taken into
account under the private business
tests.

(d) Measurement of private business
use. If an output contract results in
private business use under this section,
the amount of private business use gen-
erally is the amount of output pur-
chased under the contract.
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(e) Measurement of private security or
payment. The measurement of pay-
ments made or to be made by non-
governmental persons under output
contracts as a percent of the debt serv-
ice of an issue is determined under the
rules provided in §1.141-4.

(f) Exceptions for certain contracts—(1)
Small purchases of output. An output
contract for the use of a facility is not
taken into account under the private
business tests if the average annual
payments to be made under the con-
tract do not exceed 1 percent of the av-
erage annual debt service on all out-
standing tax-exempt bonds issued to fi-
nance the facility, determined as of the
effective date of the contract.

(2) Swapping and pooling arrange-
ments. An agreement that provides for
swapping or pooling of output by one
or more governmental persons and one
or more nongovernmental persons does
not result in private business use of the
output facility owned by the govern-
mental person to the extent that—

(i) The swapped output is reasonably
expected to be approximately equal in
value (determined over periods of three
years or less); and

(ii) The purpose of the agreement is
to enable each of the parties to satisfy
different peak load demands, to accom-
modate temporary outages, to diversify
supply, or to enhance reliability in ac-
cordance with prudent reliability
standards.

(3) Short-term output contracts. An
output contract with a nongovern-
mental person is not taken into ac-
count under the private business tests
if—

(i) The term of the contract, includ-
ing all renewal options, is not longer
than 3 years;

(ii) The contract either is a nego-
tiated, arm’s-length arrangement that
provides for compensation at fair mar-
ket value, or is based on generally ap-
plicable and uniformly applied rates;
and

(iii) The output facility is not fi-
nanced for a principal purpose of pro-
viding that facility for use by that non-
governmental person.

(4) Certain conduit parties disregarded.
A nongovernmental person acting sole-
ly as a conduit for the exchange of out-
put among governmentally owned and
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operated utilities is disregarded in de-
termining whether the private business
tests are met with respect to financed
facilities owned by a governmental per-
son.

(g) Special rules for electric output fa-
cilities used to provide open access—(1)
Operation of transmission facilities by
nongovernmental persons—(i) In general.
The operation of an electric trans-
mission facility by a nongovernmental
person may result in private business
use of the facility under §1.141-3 and
this section based on all the facts and
circumstances. For example, a trans-
mission facility is generally used for a
private business use if a nongovern-
mental person enters into a contract to
operate the facility and receives com-
pensation based, in whole or in part, on
a share of net profits from the oper-
ation of the facility.

(ii) Certain use by independent trans-
mission operators. A contract for the op-
eration of an electric transmission fa-
cility by an independent entity, such
as a regional transmission organization
or an independent system operator
(independent transmission operator), does
not constitute private business use of
the facility if—

(A) The facility is owned by a govern-
mental person;

(B) The operation of the facility by
the independent transmission operator
is approved by the FERC under one or
more provisions of the Federal Power
Act (16 U.S.C. 791a through 825r) (or by
a state authority under comparable
provisions of state law);

(C) No portion of the compensation of
the independent transmission operator
is based on a share of net profits from
the operation of the facility; and

(D) The independent transmission op-
erator does not bear risk of loss of the
facility.

(2) Certain use by nongovernmental per-
sons under output contracts—(i) Trans-
mission facilities. The use of an electric
transmission facility by a nongovern-
mental person pursuant to an output
contract does not constitute private
business use of the facility if—

(A) The facility is owned by a govern-
mental person;

(B) The facility is operated by an
independent transmission operator in a
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manner that satisfies
(2)(1)(ii) of this section; and

(C) The facility is not financed for a
principal purpose of providing that fa-
cility for use by that nongovernmental
person.

(ii) Distribution facilities. The use of
an electric distribution facility by a
nongovernmental person pursuant to
an output contract does not constitute
private business use of the facility if—

(A) The facility is owned by a govern-
mental person;

(B) The facility is available for use
on a nondiscriminatory, open access
basis by buyers and sellers of elec-
tricity in accordance with rates that
are generally applicable and uniformly
applied within the meaning of §1.141-
3(c)(2); and

(C) The facility is not financed for a
principal purpose of providing that fa-
cility for use by that nongovernmental
person (other than a retail end-user).

(3) Ancillary services. The use of an
electric output facility to provide an-
cillary services required to be offered
as part of an open access transmission
tariff under rules promulgated by the
FERC under the Federal Power Act (16
U.S.C. 791a through 825r) (or by a state
regulatory authority under comparable
provisions of state law) does not result
in private business use.

(4) Exceptions to deliberate action
rules—(i) Mandated wheeling. Entering
into a contract for the use of electric
transmission or distribution facilities
is not treated as a deliberate action
under §1.141-2(d) if—

(A) The contract is entered into in
response to (or in anticipation of) an
order by the United States under sec-
tions 211 and 212 of the Federal Power
Act (16 U.S.C. 824j and 824Kk) (or a state
regulatory authority under comparable
provisions of state law); and

(B) The terms of the contract are
bona fide and arm’s-length, and the
consideration paid is consistent with
the provisions of section 212(a) of the
Federal Power Act.

(ii) Actions taken to implement non-dis-
criminatory, open access. An action is
not treated as a deliberate action
under §1.141-2(d) if it is taken to imple-
ment the offering of non-discrimina-
tory, open access tariffs for the use of
electric transmission or distribution

paragraph



Internal Revenue Service, Treasury

facilities in a manner consistent with
rules promulgated by the FERC under
sections 205 and 206 of the Federal
Power Act (16 U.S.C. 824d and 824e) (or
comparable provisions of state law).
This paragraph (g)(4)(ii) does not apply,
however, to the sale, exchange, or
other disposition (within the meaning
of section 1001(a)) of transmission or
distribution facilities to a nongovern-
mental person.

(iii) Application of reasonable expecta-
tions test to certain current refunding
bonds. An action taken or to be taken
with respect to electric transmission or
distribution facilities refinanced by an
issue is not taken into account under
the reasonable expectations test of
§1.141-2(d) if—

(A) The action is described in para-
graph (g)(4)(i) or (ii) of this section;

(B) The bonds of the issue are current
refunding bonds that refund bonds
originally issued before February 23,
1998; and

(C) The weighted average maturity of
the refunding bonds is not greater than
the remaining weighted average matu-
rity of the prior bonds.

(5) Additional transactions as permitted
by the Commissioner. The Commissioner
may, by published guidance, set forth
additional circumstances in which the
use of electric output facilities in a re-
structured electric industry does not
constitute private business use.

(h) Allocations of output facilities and
systems—(1) Facts and circumstances
analysis. Whether output sold under an
output contract is allocated to a par-
ticular facility (for example, a gener-
ating unit), to the entire system of the
seller of that output (net of any uses of
that system output allocated to a par-
ticular facility), or to a portion of a fa-
cility is based on all the facts and cir-
cumstances. Significant factors to be
considered in determining the alloca-
tion of an output contract to financed
property are the following:

(i) The extent to which it is phys-
ically possible to deliver output to or
from a particular facility or system.

(ii) The terms of a contract relating
to the delivery of output (such as deliv-
ery limitations and options or obliga-
tions to deliver power from additional
sources).
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(iii) Whether a contract is entered
into as part of a common plan of fi-
nancing for a facility.

(iv) The method of pricing output
under the contract, such as the use of
market rates rather than rates de-
signed to pay debt service of tax-ex-
empt bonds used to finance a particular
facility.

(2) Ilustrations. The following illus-
trate the factors set forth in paragraph
(h)(1) of this section:

(i) Physical possibility. Output from a
generating unit that is fed directly
into a low voltage distribution system
of the owner of that unit and that can-
not physically leave that distribution
system generally must be allocated to
those receiving electricity through
that distribution system. Output may
be allocated without regard to physical
limitations, however, if exchange or
similar agreements provide output to a
purchaser where, but for the exchange
agreements, it would not be possible
for the seller to provide output to that
purchaser.

(i1) Contract terms relating to perform-
ance. A contract to provide a specified
amount of electricity from a system,
but only when at least that amount of
electricity is being generated by a par-
ticular unit, is allocated to that unit.
For example, a contract to buy 20 MW
of system power with a right to take
up to 40 percent of the actual output of
a specific 50 MW facility whenever
total system output is insufficient to
meet all of the seller’s obligations gen-
erally is allocated to the specific facil-
ity rather than to the system.

(iii) Common plan of financing. A con-
tract entered into as part of a common
plan of financing for a facility gen-
erally is allocated to the facility if
debt service for the issue of bonds is
reasonably expected to be paid, di-
rectly or indirectly, from payments
under the contract.

(iv) Pricing method. Pricing based on
the capital and generating costs of a
particular turbine tends to indicate
that output under the contract is prop-
erly allocated to that turbine.

(3) Transmission and distribution con-
tracts. Whether use under an output
contract for transmission or distribu-
tion is allocated to a particular facility
or to a transmission or distribution
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network is based on all the facts and
circumstances, in a manner similar to
paragraphs (h)(1) and (2) of this section.
In general, the method used to deter-
mine payments under a contract is a
more significant contract term for this
purpose than nominal contract path. In
general, if reasonable and consistently
applied, the determination of use of
transmission or distribution facilities
under an output contract may be based
on a method used by third parties, such
as reliability councils.

(4) Allocation of payments. Payments
for output provided by an output facil-
ity financed with two or more sources
of funding are generally allocated
under the rules in §1.141-4(c).

(i) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1 Joint ownership. Z, an investor-
owned electric utility, and City H agree to
construct an electric generating facility of a
size sufficient to take advantage of the
economies of scale. H will issue $50 million of
its 24-year bonds, and Z will use $100 million
of its funds for construction of a facility
they will jointly own as tenants in common.
Each of the participants will share in the
ownership, output, and operating expenses of
the facility in proportion to its contribution
to the cost of the facility, that is, one-third
by H and two-thirds by Z. H’s bonds will be
secured by H’s ownership interest in the fa-
cility and by revenues to be derived from its
share of the annual output of the facility. H
will need only 50 percent of its share of the
annual output of the facility during the first
20 years of operations. It agrees to sell 10
percent of its share of the annual output to
Z for a period of 20 years pursuant to a con-
tract under which Z agrees to take that
power if available. The facility will begin op-
eration, and Z will begin to receive power, 4
years after the H bonds are issued. The meas-
urement period for the property financed by
the issue is 20 years. H also will sell the re-
maining 40 percent of its share of the annual
output to numerous other private utilities
under contracts of three years or less that
satisfy the exception under paragraph (f)(3)
of this section. No other contracts will be ex-
ecuted obligating any person to purchase
any specified amount of the power for any
specified period of time. No person (other
than Z) will make payments that will result
in a transfer of the burdens of paying debt
service on bonds used directly or indirectly
to provide H’s share of the facilities. The
bonds are not private activity bonds, because
H’s one-third interest in the facility is not
treated as used by the other owners of the fa-
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cility. Although 10 percent of H’s share of
the annual output of the facility will be used
in the trade or business of Z, a nongovern-
mental person, under this section, that por-
tion constitutes not more than 10 percent of
the available output of H’s ownership inter-
est in the facility.

Example 2 Wholesale requirements contract.
(i) City J issues 20-year bonds to acquire an
electric generating facility having a reason-
ably expected economic life substantially
greater than 20 years and a nameplate capac-
ity of 100 MW. The available output of the fa-
cility under paragraph (b)(1) of this section
is approximately 17,520,000 MWh (100 MW x 24
hours x 365 days x 20 years). On the issue
date, J enters into a contract with T, an in-
vestor-owned utility, to provide T with all of
its power requirements for a period of 10
years, commencing on the issue date. J rea-
sonably expects that T will actually pur-
chase an average of 30 MW over the 10-year
period. The contract is taken into account
under the private business tests pursuant to
paragraph (c)(3) of this section because the
term of the contract is substantial relative
to the term of the issue and the amount of
output to be purchased is a substantial por-
tion of the available output.

(ii) Under paragraph (d) of this section, the
amount of reasonably expected private busi-
ness use under this contract is approxi-
mately 15 percent (30 MW x 24 hours x 365
days x 10 years, or 2,628,000 MWh) of the
available output. Accordingly, the issue
meets the private business use test. J rea-
sonably expects that the amount to be paid
for an average of 30 MW of power (less the
operation and maintenance costs directly at-
tributable to generating that 30 MW of
power), will be more than 10 percent of debt
service on the issue on a present-value basis.
Accordingly, the issue meets the private se-
curity or payment test because J reasonably
expects that payment of more than 10 per-
cent of the debt service will be indirectly de-
rived from payments by T. The bonds are pri-
vate activity bonds under paragraph (c) of
this section. Further, if 15 percent of the sale
proceeds of the issue is greater than $15 mil-
lion and the issue meets the private security
or payment test with respect to the $15 mil-
lion output limitation, the bonds are also
private activity bonds under section
141(b)(4). See §1.141-8.

Example 3 Retail contracts. (i) State Agency
M, a political subdivision, issues bonds in
2003 to finance the construction of a gener-
ating facility that will be used to furnish
electricity to M’s retail customers. In 2007,
M enters into a 10-year contract with indus-
trial corporation I. Under the contract, M
agrees to supply I with all of its power re-
quirements during the contract term, and I
agrees to pay for that power at a negotiated
price as it is delivered. The contract does not
require I to pay for any power except to the
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extent I has requirements. In addition, the
contract requires I to pay reasonable and
customary liquidated damages in the event
of a default by I, and permits I to terminate
the contract while it has requirements by
paying M a specified amount that is a rea-
sonable and customary amount for termi-
nating the contract. Any damages or termi-
nation payment by I will be reasonably re-
lated to I’s obligation to buy requirements
that is discharged by the payment. Under
paragraph (c)(3) of this section, the contract
does not meet the benefits and burdens test.
Thus, it is not taken into account under the
private business tests.

(ii) The facts are the same as in paragraph
(i) of this Example 3, except that the contract
requires I to make guaranteed minimum
payments, regardless of I's requirements, in
an amount such that the contract does not
meet the exception for small purchases in
paragraph (f)(1) of this section. Under para-
graph (c)(3)(ii) of this section, the contract
meets the benefits and burdens test because
it obligates I to make payments that are not
contingent on its output requirements. Thus,
it is taken into account under the private
business tests.

Example 4 Allocation of existing contracts to
new facilities. Power Authority K, a political
subdivision created by the legislature in
State X to own and operate certain power
generating facilities, sells all of the power
from its existing facilities to four private
utility systems under contracts executed in
1999, under which the four systems are re-
quired to take or pay for specified portions
of the total power output until the year 2029.
Existing facilities supply all of the present
needs of the four utility systems, but their
future power requirements are expected to
increase substantially beyond the capacity
of K’s current generating system. K issues
20-year bonds in 2004 to construct a large
generating facility. As part of the financing
plan for the bonds, a fifth private utility sys-
tem contracts with K to take or pay for 15
percent of the available output of the new fa-
cility. The balance of the output of the new
facility will be available for sale as required,
but initially it is not anticipated that there
will be any need for that power. The reve-
nues from the contract with the fifth private
utility system will be sufficient to pay less
than 10 percent of the debt service on the
bonds (determined on a present value basis).
The balance, which will exceed 10 percent of
the debt service on the bonds, will be paid
from revenues derived from the contracts
with the four systems initially from sale of
power produced by the old facilities. The
output contracts with all the private utili-
ties are allocated to K’s entire generating
system. See paragraphs (h)(1) and (2) of this
section. Thus, the bonds meet the private
business use test because more than 10 per-
cent of the proceeds will be used in the trade
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or business of a nongovernmental person. In
addition, the bonds meet the private security
or payment test because payment of more
than 10 percent of the debt service, pursuant
to underlying arrangements, will be derived
from payments in respect of property used
for a private business use.

Example 5 Allocation to displaced resource.
Municipal utility MU, a political subdivi-
sion, purchases all of the electricity required
to meet the needs of its customers (1,000 MW)
from B, an investor-owned utility that oper-
ates its own electric generating facilities,
under a 50-year take or pay contract. MU
does not anticipate that it will require addi-
tional electric resources, and any new re-
sources would produce electricity at a higher
cost to MU than its cost under its contract
with B. Nevertheless, B encourages MU to
construct a new generating plant sufficient
to meet MU’s requirements. MU issues obli-
gations to construct facilities that will
produce 1,000 MW of electricity. MU, B, and
I, another investor-owned utility, enter into
an agreement under which MU assigns to I
its rights under MU’s take or pay contract
with B. Under this arrangement, I will pay
MU, and MU will continue to pay B, for the
1,000 MW. I’'s payments to MU will at least
equal the amounts required to pay debt serv-
ice on MU’s bonds. In addition, under para-
graph (h)(1)(iii) of this section, the contract
among MU, B, and I is entered into as part of
a common plan of financing of the MU facili-
ties. Under all the facts and circumstances,
MU’s assignment to I of its rights under the
original take or pay contract is allocable to
MU’s new facilities under paragraph (h) of
this section. Because I is a nongovernmental
person, MU’s bonds are private activity
bonds.

Example 6 Operation of transmission facilities
by regional transmission organization. (i) Pub-
lic Power Agency D is a political subdivision
that owns and operates electric generation,
transmission and distribution facilities. In
2003, D transfers operating control of its
transmission system to a regional trans-
mission organization (RTO), a nongovern-
mental person, pursuant to an operating
agreement that is approved by the FERC
under sections 205 and 206 of the Federal
Power Act. D retains ownership of its facili-
ties. No portion of the RTO’s compensation
is based on a share of net profits from the op-
eration of D’s facilities, and the RTO does
not bear any risk of loss of those facilities.
Under paragraph (g)(1)(ii) of this section, the
RTO’s use of D’s facilities does not con-
stitute a private business use.

(ii) Company A is located in D’s service
territory. In 2004, Power Supplier E, a non-
governmental person, enters into a 10-year
contract with A to supply A’s electricity re-
quirements. The electricity supplied by E to
A will be transmitted over D’s transmission
and distribution facilities. D’s distribution
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facilities are available for use on a non-
discriminatory, open access basis by buyers
and sellers of electricity in accordance with
rates that are generally applicable and uni-
formly applied within the meaning of §1.141-
3(c)(2). D’s facilities are not financed for a
principal purpose of providing the facilities
for use by E. Under paragraph (g)(2) of this
section, the contract between A and E does
not result in private business use of D’s fa-
cilities.

Example 7 Certain actions not treated as de-
liberate actions. The facts are the same as in
Example 6 of this paragraph (i), except that
the RTO’s compensation is based on a share
of net profits from operating D’s facilities. In
addition, D had issued bonds in 1994 to fi-
nance improvements to its transmission sys-
tem. At the time D transfers operating con-
trol of its transmission system to the RTO,
D chooses to apply the private activity bond
regulations of §§1.141-1 through 1.141-15 to
the 1994 bonds. The operation of D’s facilities
by the RTO results in private business use
under §1.141-3 and paragraph (g)(1)(i) of this
section. Under the special exception in para-
graph (g)(4)(ii) of this section, however, the
transfer of control is not treated as a delib-
erate action. Accordingly, the transfer of
control does not cause the 1994 bonds to meet
the private activity bond tests.

Example 8 Current refunding. The facts are
the same as in Example 7 of this paragraph
(i), and in addition D issues bonds in 2004 to
currently refund the 1994 bonds. The weight-
ed average maturity of the 2004 bonds is not
greater than the remaining weighted average
maturity of the 1994 bonds. D chooses to
apply the private activity bond regulations
of §§1.141-1 through 1.141-15 to the refunding
bonds. In general, reasonable expectations
must be separately tested on the date that
refunding bonds are issued under §1.141-2(d).
Under the special exception in paragraph
(2)(4)(iii) of this section, however, the trans-
fer of the financed facilities to the RTO need
not be taken into account in applying the
reasonable expectations test to the refunding
bonds.

[T.D. 9016, 67 FR 59759, Sept. 23, 2002; 67 FR
70845, Nov. 27, 2002]

§1.141-8 $15 million limitation for out-
put facilities.

(a) In general—(1) General rule. Sec-
tion 141(b)(4) provides a special private
activity bond limitation (the $15 mil-
lion output limitation) for issues 5 per-
cent or more of the proceeds of which
are to be used to finance output facili-
ties (other than a facility for the fur-
nishing of water). Under this rule, an
issue consists of private activity bonds
under the private business tests of sec-
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tion 141(b)(1) and (2) if the nonqualified
amount with respect to output facili-
ties financed by the proceeds of the
issue exceeds $15 million. The $15 mil-
lion output limitation applies in addi-
tion to the private business tests of
section 141(b)(1) and (2). Under section
141(b)(4) and paragraph (a)(2) of this
section, the $15 million output limita-
tion is reduced in certain cases. Spe-
cifically, an issue meets the test in sec-
tion 141(b)(4) if both of the following
tests are met:

(i) More than $15 million of the pro-
ceeds of the issue to be used with re-
spect to an output facility are to be
used for a private business use. Invest-
ment proceeds are disregarded for this
purpose if they are not allocated dis-
proportionately to the private business
use portion of the issue.

(ii) The payment of the principal of,
or the interest on, more than $15 mil-
lion of the sale proceeds of the portion
of the issue used with respect to an
output facility is (under the terms of
the issue or any underlying arrange-
ment) directly or indirectly—

(A) Secured by any interest in an
output facility used or to be used for a
private business use (or payments in
respect of such an output facility); or

(B) To be derived from payments
(whether or not to the issuer) in re-
spect of an output facility used or to be
used for a private business use.

(2) Reduction in $15 million output limi-
tation for outstanding issues—(i) General
rule. In determining whether an issue 5
percent or more of the proceeds of
which are to be used with respect to an
output facility consists of private ac-
tivity bonds under the $15 million out-
put limitation, the $15 million limita-
tion on private business use and pri-
vate security or payments is applied by
taking into account the aggregate non-
qualified amounts of any outstanding
bonds of other issues 5 percent or more
of the proceeds of which are or will be
used with respect to that output facil-
ity or any other output facility that is
part of the same project.

(i1) Bonds taken into account. For pur-
poses of this paragraph (a)(2), in apply-
ing the $15 million output limitation to
an issue (the later issue), a tax-exempt
bond of another issue (the earlier issue)
is taken into account if—
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(A) That bond is outstanding on the
issue date of the later issue;

(B) That bond will not be redeemed
within 90 days of the issue date of the
later issue in connection with the re-
funding of that bond by the later issue;
and

(C) 5 percent or more of the sale pro-
ceeds of the earlier issue financed an
output facility that is part of the same
project as the output facility that is fi-
nanced by 5 percent or more of the sale
proceeds of the later issue.

(3) Benefits and burdens test applica-
ble—(i) In general. In applying the $15
million output limitation, the benefits
and burdens test of §1.141-7 applies, ex-
cept that “$15 million” is applied in
place of ‘10 percent’”’, or ‘5 percent’ as
appropriate.

(ii) Earlier issues for the project. If
bonds of an earlier issue are out-
standing and must be taken into ac-
count under paragraph (a)(2) of this
section, the nonqualified amount for
that earlier issue is multiplied by a
fraction, the numerator of which is the
adjusted issue price of the earlier issue
as of the issue date of the later issue,
and the denominator of which is the
issue price of the earlier issue. Pre-
issuance accrued interest as defined in
§1.148-1(b) is disregarded for this pur-
pose.

(b) Definition of project—(1) General
rule. For purposes of paragraph (a)(2) of
this section, project has the meaning
provided in this paragraph. Facilities
that are functionally related and sub-
ordinate to a project are treated as
part of that same project. Facilities
having different purposes or serving
different customer bases are not ordi-
narily part of the same project. For ex-
ample, the following are generally not
part of the same project—

(i) Generation, transmission and dis-
tribution facilities;

(ii) Separate facilities designed to
serve wholesale customers and retail
customers; and

(iii) A peaking unit and a baseload
unit (regardless of the location of the
units).

(2) Separate ownership. Except as oth-
erwise provided in this paragraph
(b)(2), facilities that are not owned by
the same person are not part of the
same project. If different governmental
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persons act in concert to finance a
project, however (for example as par-
ticipants in a joint powers authority),
their interests are aggregated with re-
spect to that project to determine
whether the $15 million output limita-
tion is met. In the case of undivided
ownership interests in a single output
facility, property that is not owned by
different persons is treated as separate
projects only if the separate interests
are financed—

(i) With bonds of different issuers;
and

(ii) Without a principal purpose of
avoiding the limitation in this section.

(3) Generating property—(@i) Property
on same site. In the case of generation
and related facilities, project means
property located at the same site.

(ii) Special rule for generating wunits.
Separate generating units are not part
of the same project if one unit is rea-
sonably expected, on the issue date of
each issue that finances the units, to
be placed in service more than 3 years
before the other. Common facilities or
property that will be functionally re-
lated to more than one generating unit
must be allocated on a reasonable
basis. If a generating unit already is
constructed or is under construction
(the first unit) and bonds are to be
issued to finance an additional gener-
ating unit (the second unit), all costs
for any common facilities paid or in-
curred before the earlier of the issue
date of bonds to finance the second
unit or the commencement of construc-
tion of the second unit are allocated to
the first unit. At the time that bonds
are issued to finance the second unit
(or, if earlier, upon commencement of
construction of that unit), any remain-
ing costs of the common facilities may
be allocated between the first and sec-
ond units so that in the aggregate the
allocation is reasonable.

(4) Transmission and distribution. In
the case of transmission or distribution
facilities, project means functionally
related or contiguous property. Sepa-
rate transmission or distribution facili-
ties are not part of the same project if
one facility is reasonably expected, on
the issue date of each issue that fi-
nances the facilities, to be placed in
service more than 2 years before the
other.
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(5) Subsequent improvements—(i) In
general. An improvement to genera-
tion, transmission or distribution fa-
cilities that is not part of the original
design of those facilities (the original
project) is not part of the same project
as the original project if the construc-
tion, reconstruction, or acquisition of
that improvement commences more
than 3 years after the original project
was placed in service and the bonds
issued to finance that improvement are
issued more than 3 years after the
original project was placed in service.

(ii) Special rule for tramsmission and
distribution facilities. An improvement
to transmission or distribution facili-
ties that is not part of the original de-
sign of that property is not part of the
same project as the original project if
the issuer did not reasonably expect
the need to make that improvement
when it commenced construction of the
original project and the construction,
reconstruction, or acquisition of that
improvement is mandated by the fed-
eral government or a state regulatory
authority to accommodate requests for
wheeling.

(6) Replacement property. For purposes
of this section, property that replaces
existing property of an output facility
is treated as part of the same project
as the replaced property unless—

(i) The need to replace the property
was not reasonably expected on the
issue date or the need to replace the
property occurred more than 3 years
before the issuer reasonably expected
(determined on the issue date of the
bonds financing the property) that it
would need to replace the property; and

(ii) The bonds that finance (and refi-
nance) the output facility have a
weighted average maturity that is not
greater than 120 percent of the reason-
ably expected economic life of the fa-
cility.

(c) Example. The application of the
provisions of this section is illustrated
by the following example:

Example. (i) Power Authority K, a political
subdivision, intends to issue a single issue of
tax-exempt bonds at par with a stated prin-
cipal amount and sale proceeds of $500 mil-
lion to finance the acquisition of an electric
generating facility. No portion of the facility
will be used for a private business use, except
that L, an investor-owned utility, will pur-
chase 10 percent of the output of the facility
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under a take contract and will pay 10 percent
of the debt service on the bonds. The non-
qualified amount with respect to the bonds is
$50 million.

(ii) The maximum amount of tax-exempt
bonds that may be issued for the acquisition
of an interest in the facility in paragraph (i)
of this Example is $465 million (that is, $450
million for the 90 percent of the facility that
is governmentally owned and used plus a
nonqualified amount of $15 million).

[T.D. 9016, 67 FR 59763, Sept. 23, 2002]

§1.141-9 Unrelated or

tionate use test.

dispropor-

(a) General rules—(1) Description of
test. Under section 141(b)(3) (the unre-
lated or disproportionate use test), an
issue meets the private business tests
if the amount of private business use
and private security or payments at-
tributable to unrelated or dispropor-
tionate private business use exceeds 5
percent of the proceeds of the issue.
For this purpose, the private business
use test is applied by taking into ac-
count only use that is not related to
any government use of proceeds of the
issue (unrelated use) and use that is re-
lated but disproportionate to any gov-
ernment use of those proceeds (dis-
proportionate use).

(2) Application of unrelated or dis-
proportionate use test—(i) Order of appli-
cation. The unrelated or dispropor-
tionate use test is applied by first de-
termining whether a private business
use is related to a government use.
Next, private business use that relates
to a government use is examined to de-
termine whether it is disproportionate
to that government use.

(i1) Aggregation of unrelated and dis-
proportionate use. All the unrelated use
and disproportionate use financed with
the proceeds of an issue are aggregated
to determine compliance with the un-
related or disproportionate use test.
The amount of permissible unrelated
and disproportionate private business
use is not reduced by the amount of
private business use financed with the
proceeds of an issue that is neither un-
related use nor disproportionate use.

(iii) Deliberate actions. A deliberate
action that occurs after the issue date
does not result in unrelated or dis-
proportionate use if the issue meets
the conditions of §1.141-12(a).
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(b) Unrelated wuse—(1) In general.
Whether a private business use is re-
lated to a government use financed
with the proceeds of an issue is deter-
mined on a case-by-case basis, empha-
sizing the operational relationship be-
tween the government use and the pri-
vate business use. In general, a facility
that is used for a related private busi-
ness use must be located within, or ad-
jacent to, the governmentally used fa-
cility.

(2) Use for the same purpose as govern-
ment use. Use of a facility by a non-
governmental person for the same pur-
pose as use by a governmental person
is not treated as unrelated use if the
government use is not insignificant.
Similarly, a use of a facility in the
same manner both for private business
use that is related use and private busi-
ness use that is unrelated use does not
result in unrelated use if the related
use is not insignificant. For example, a
privately owned pharmacy in a govern-
mentally owned hospital does not ordi-
narily result in unrelated use solely be-
cause the pharmacy also serves individ-
uals not using the hospital. In addi-
tion, use of parking spaces in a garage
by a nongovernmental person is not
treated as unrelated use if more than
an insignificant portion of the parking
spaces are used for a government use
(or a private business use that is re-
lated to a government use), even
though the use by the nongovern-
mental person is not directly related to
that other use.

(c) Disproportionate use—(1) Definition
of disproportionate use. A private busi-
ness use is disproportionate to a re-
lated government use only to the ex-
tent that the amount of proceeds used
for that private business use exceeds
the amount of proceeds used for the re-
lated government use. For example, a
private use of $100 of proceeds that is
related to a government use of $70 of
proceeds results in $30 of dispropor-
tionate use.

(2) Aggregation of related uses. If two
or more private business uses of the
proceeds of an issue relate to a single
government use of those proceeds,
those private business uses are aggre-
gated to apply the disproportionate use
test.
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(3) Allocation rule. If a private busi-
ness use relates to more than a single
use of the proceeds of the issue (for ex-
ample, two or more government uses of
the proceeds of the issue or a govern-
ment use and a private use), the
amount of any disproportionate use
may be determined by—

(i) Reasonably allocating the pro-
ceeds used for the private business use
among the related uses;

(ii) Aggregating government uses
that are directly related to each other;
or

(iii) Allocating the private business
use to the government use to which it
is primarily related.

(d) Maximum use taken into account.
The determination of the amount of
unrelated use or disproportionate use
of a facility is based on the maximum
amount of reasonably expected govern-
ment use of a facility during the meas-
urement period. Thus, no unrelated use
or disproportionate use arises solely
because a facility initially has excess
capacity that is to be used by a non-
governmental person if the facility will
be completely used by the issuer during
the term of the issue for more than an
insignificant period.

(e) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. School and remote -cafeteria.
County X issues bonds with proceeds of $20
million and uses $18.1 million of the proceeds
for construction of a new school building and
$1.9 million of the proceeds for construction
of a privately operated cafeteria in its ad-
ministrative office building, which is located
at a remote site. The bonds are secured, in
part, by the cafeteria. The $1.9 million of
proceeds is unrelated to the government use
(that is, school construction) financed with
the bonds and exceeds 5 percent of $20 mil-
lion. Thus, the issue meets the private busi-
ness tests.

Example 2. Public safety building and court-
house. City Y issues bonds with proceeds of
$50 million for construction of a new public
safety building ($32 million) and for improve-
ments to an existing courthouse ($15 mil-
lion). Y uses $3 million of the bond proceeds
for renovations to an existing privately oper-
ated cafeteria located in the courthouse. The
bonds are secured, in part, by the cafeteria.
Y’s use of the $3 million for the privately op-
erated cafeteria does not meet the unrelated
or disproportionate use test because these
expenditures are neither unrelated use nor
disproportionate use.
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Example 3. Unrelated garage. City Y issues
bonds with proceeds of $60 million for con-
struction of a new public safety building
($30.5 million) and for improvements to an
existing courthouse ($15 million). Y uses $3
million of the bond proceeds for renovations
to an existing privately operated cafeteria
located in the courthouse. The bonds are se-
cured, in part, by the cafeteria. Y also uses
$1.5 million of the proceeds to construct a
privately operated parking garage adjacent
to a private office building. The private busi-
ness use of the parking garage is unrelated
to any government use of proceeds of the
issue. Since the proceeds used for unrelated
uses and disproportionate uses do not exceed
5 percent of the proceeds, the unrelated or
disproportionate use test is not met.

Example 4. Disproportionate use of garage.
County Z issues bonds with proceeds of $20
million for construction of a hospital with
no private business use ($17 million); renova-
tion of an office building with no private
business use ($1 million); and construction of
a garage that is entirely used for a private
business use ($2 million). The use of the ga-
rage is related to the use of the office build-
ing but not to the use of the hospital. The
private business use of the garage results in
$1 million of disproportionate use because
the proceeds used for the garage ($2 million)
exceed the proceeds used for the related gov-
ernment use ($1 million). The bonds are not
private activity bonds, however, because the
disproportionate use does not exceed 5 per-
cent of the proceeds of the issue.

Example 5. Bonds for multiple projects. (i)
County W issues bonds with proceeds of $80
million for the following purposes: (1) $72
million to construct a County-owned and op-
erated waste incinerator; (2) $1 million for a
County-owned and operated facility for the
temporary storage of hazardous waste prior
to final disposal; (3) $1 million to construct a
privately owned recycling facility located at
a remote site; and (4) $6 million to build a
garage adjacent to the County-owned incin-
erator that will be leased to Company T to
store and repair trucks that it owns and uses
to haul County W refuse. Company T uses 75
percent of its trucks to haul materials to the
incinerator and the remaining 25 percent of
its trucks to haul materials to the tem-
porary storage facility.

(ii) The $1 million of proceeds used for the
recycling facility is used for an unrelated
use. The garage is related use. In addition, 75
percent of the use of the $6 million of pro-
ceeds used for the garage is allocable to the
government use of proceeds at the inciner-
ator. The remaining 25 percent of the pro-
ceeds used for the garage ($1.56 million) re-
lates to the government use of proceeds at
the temporary storage facility. Thus, this
portion of the proceeds used for the garage
exceeds the proceeds used for the temporary
storage facility by $0.5 million and this ex-
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cess is disproportionate use (but not unre-
lated use). Thus, the aggregate amount of
unrelated use and disproportionate use fi-
nanced with the proceeds of the issue is $1.5
million. Alternatively, under paragraph
(c)(3)(iii) of this section, the entire garage
may be treated as related to the government
use of the incinerator and, under that alloca-
tion, the garage is not disproportionate use.
In either event, section 141(b)(3) limits the
aggregate unrelated use and dispropor-
tionate use to $4 million. Therefore, the
bonds are not private activity bonds under
this section.

[T.D. 8712, 62 FR 2297, Jan. 16, 1997]

§1.141-10 Coordination with volume
cap. [Reserved]

§1.141-11 Acquisition of nongovern-
mental output property. [Reserved]

§1.141-12

(a) Conditions to taking remedial ac-
tion. An action that causes an issue to
meet the private business tests or the
private loan financing test is not treat-
ed as a deliberate action if the issuer
takes a remedial action described in
paragraph (d), (e), or (f) of this section
with respect to the nonqualified bonds
and if all of the requirements in para-
graphs (a) (1) through (5) of this section
are met.

(1) Reasonable expectations test met.
The issuer reasonably expected on the
issue date that the issue would meet
neither the private business tests nor
the private loan financing test for the
entire term of the bonds. For this pur-
pose, if the issuer reasonably expected
on the issue date to take a deliberate
action prior to the final maturity date
of the issue that would cause either the
private business tests or the private
loan financing test to be met, the term
of the bonds for this purpose may be
determined by taking into account a
redemption provision if the provisions
of §1.141-2(d)(2)(i1) (A) through (C) are
met.

(2) Maturity mot unreasonably long.
The term of the issue must not be
longer than is reasonably necessary for
the governmental purposes of the issue
(within the meaning of §1.148-1(c)(4)).
Thus, this requirement is met if the
weighted average maturity of the
bonds of the issue is not greater than
120 percent of the average reasonably
expected economic life of the property

Remedial actions.
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financed with the proceeds of the issue
as of the issue date.

(3) Fair market value consideration. Ex-
cept as provided in paragraph (f) of this
section, the terms of any arrangement
that results in satisfaction of either
the private business tests or the pri-
vate loan financing test are bona fide
and arm’s-length, and the new user
pays fair market value for the use of
the financed property. Thus, for exam-
ple, fair market value may be deter-
mined in a manner that takes into ac-
count restrictions on the use of the fi-
nanced property that serve a bona fide
governmental purpose.

(4) Disposition proceeds treated as gross
proceeds for arbitrage purposes. The
issuer must treat any disposition pro-
ceeds as gross proceeds for purposes of
section 148. For purposes of eligibility
for temporary periods under section
148(c) and exemptions from the require-
ment of section 148(f) the issuer may
treat the date of receipt of the disposi-
tion proceeds as the issue date of the
bonds and disregard the receipt of dis-
position proceeds for exemptions based
on expenditure of proceeds under
§1.148-7 that were met before the re-
ceipt of the disposition proceeds.

() Proceeds expended on a govern-
mental purpose. Except for a remedial
action under paragraph (d) of this sec-
tion, the proceeds of the issue that are
affected by the deliberate action must
have been expended on a governmental
purpose before the date of the delib-
erate action.

(b) Effect of a remedial action—(1) In
general. The effect of a remedial action
is to cure use of proceeds that causes
the private business use test or the pri-
vate loan financing test to be met. A
remedial action does not affect applica-
tion of the private security or payment
test.

(2) Effect on bonds that have been ad-
vance refunded. If proceeds of an issue
were used to advance refund another
bond, a remedial action taken with re-
spect to the refunding bond proportion-
ately reduces the amount of proceeds
of the advance refunded bond that is
taken into account under the private
business use test or the private loan fi-
nancing test.

(c) Disposition proceeds—(1) Definition.
Disposition proceeds are any amounts
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(including property, such as an agree-
ment to provide services) derived from
the sale, exchange, or other disposition
(disposition) of property (other than in-
vestments) financed with the proceeds
of an issue.

(2) Allocating disposition proceeds to an
issue. In general, if the requirements of
paragraph (a) of this section are met,
after the date of the disposition, the
proceeds of the issue allocable to the
transferred property are treated as fi-
nancing the disposition proceeds rather
than the transferred property. If a dis-
position is made pursuant to an install-
ment sale, the proceeds of the issue
continue to be allocated to the trans-
ferred property. If an issue does not
meet the requirements for remedial ac-
tion in paragraph (a) of this section or
the issuer does not take an appropriate
remedial action, the proceeds of the
issue are allocable to either the trans-
ferred property or the disposition pro-
ceeds, whichever allocation produces
the greater amount of private business
use and private security or payments.

(38) Allocating disposition proceeds to
different sources of funding. If property
has been financed by different sources
of funding, for purposes of this section,
the disposition proceeds from that
property are first allocated to the out-
standing bonds that financed that
property in proportion to the principal
amounts of those outstanding bonds. In
no event may disposition proceeds be
allocated to bonds that are no longer
outstanding or to a source of funding
not derived from a borrowing (such as
revenues of the issuer) if the disposi-
tion proceeds are not greater than the
total principal amounts of the out-
standing bonds that are allocable to
that property. For purposes of this
paragraph (c)(3), principal amount has
the same meaning as in §1.148-9(b)(2)
and outstanding bonds do not include
advance refunded bonds.

(d) Redemption or defeasance of mon-
qualified bonds—(1) In general. The re-
quirements of this paragraph (d) are
met if all of the nonqualified bonds of
the issue are redeemed. Proceeds of
tax-exempt bonds must not be used for
this purpose, unless the tax-exempt
bonds are qualified bonds, taking into
account the purchaser’s use of the fa-
cility. If the bonds are not redeemed
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within 90 days of the date of the delib-
erate action, a defeasance escrow must
be established for those bonds within 90
days of the deliberate action.

(2) Special rule for dispositions for cash.
If the consideration for the disposition
of financed property is exclusively
cash, the requirements of this para-
graph (d) are met if the disposition pro-
ceeds are used to redeem a pro rata
portion of the nonqualified bonds at
the earliest call date after the delib-
erate action. If the bonds are not re-
deemed within 90 days of the date of
the deliberate action, the disposition
proceeds must be used to establish a
defeasance escrow for those bonds
within 90 days of the deliberate action.

(3) Notice of defeasance. The issuer
must provide written notice to the
Commissioner of the establishment of
the defeasance escrow within 90 days of
the date the defeasance escrow is es-
tablished.

(4) Special limitation. The establish-
ment of a defeasance escrow does not
satisfy the requirements of this para-
graph (d) if the period between the
issue date and the first call date of the
bonds is more than 10% years.

(5) Defeasance escrow defined. A defea-
sance escrow is an irrevocable escrow
established to redeem bonds on their
earliest call date in an amount that,
together with investment earnings, is
sufficient to pay all the principal of,
and interest and call premium on,
bonds from the date the escrow is es-
tablished to the earliest call date. The
escrow may not be invested in higher
yielding investments or in any invest-
ment under which the obligor is a user
of the proceeds of the bonds.

(e) Alternative use of disposition pro-
ceeds—(1) In general. The requirements
of this paragraph (e) are met if—

(i) The deliberate action is a disposi-
tion for which the consideration is ex-
clusively cash;

(ii) The issuer reasonably expects to
expend the disposition proceeds within
two years of the date of the deliberate
action;

(iii) The disposition proceeds are
treated as proceeds for purposes of sec-
tion 141 and are used in a manner that
does not cause the issue to meet either
the private business tests or the pri-
vate loan financing test, and the issuer
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does not take any action subsequent to
the date of the deliberate action to
cause either of these tests to be met;
and

(iv) If the issuer does not use all of
the disposition proceeds for an alter-
native use described in paragraph
(e)(1)(iii) of this section, the issuer uses
those remaining disposition proceeds
for a remedial action that meets para-
graph (d) of this section.

(2) Special rule for use by 501(c)(3) orga-
nizations. If the disposition proceeds
are to be used by a 501(c)(3) organiza-
tion, the nonqualified bonds must in
addition be treated as reissued for pur-
poses of sections 141, 145, 147, 149, and
150 and, under this treatment, satisfy
all of the applicable requirements for
qualified 501(c)(3) bonds. Thus, begin-
ning on the date of the deliberate ac-
tion, nonqualified bonds that satisfy
these requirements must be treated as
qualified 501(c)(3) bonds for all pur-
poses, including sections 145(b) and
150(Db).

(f) Alternative use of facility. The re-
quirements of this paragraph (f) are
met if—

(1) The facility with respect to which
the deliberate action occurs is used in
an alternative manner (for example,
used for a qualifying purpose by a non-
governmental person or used by a
501(c)(3) organization rather than a
governmental person);

(2) The nonqualified bonds are treat-
ed as reissued, as of the date of the de-
liberate action, for purposes of sections
55 through 59 and 141, 142, 144, 145, 146,
147, 149 and 150, and under this treat-
ment, the nonqualified bonds satisfy
all the applicable requirements for
qualified bonds throughout the remain-
ing term of the nonqualified bonds;

(3) The deliberate action does not in-
volve a disposition to a purchaser that
finances the acquisition with proceeds
of another issue of tax-exempt bonds;
and

(4) Any disposition proceeds other
than those arising from an agreement
to provide services (including disposi-
tion proceeds from an installment sale)
resulting from the deliberate action
are used to pay the debt service on the
bonds on the next available payment
date or, within 90 days of receipt, are



Internal Revenue Service, Treasury

deposited into an escrow that is re-
stricted to the yield on the bonds to
pay the debt service on the bonds on
the next available payment date.

(g) Rules for deemed reissuance. For
purposes of determining whether bonds
that are treated as reissued under para-
graphs (e) and (f) of this section are
qualified bonds—

(1) The provisions of the Code and
regulations thereunder in effect as of
the date of the deliberate action apply;
and

(2) For purposes of paragraph (f) of
this section, section 147(d) (relating to
the acquisition of existing property)
does not apply.

(h) Authority of Commissioner to pro-
vide for additional remedial actions. The
Commissioner may, by publication in
the FEDERAL REGISTER or the Internal
Revenue Bulletin, provide additional
remedial actions, including making a
remedial payment to the TUnited
States, under which a subsequent ac-
tion will not be treated as a deliberate
action for purposes of §1.141-2.

(1) Effect of remedial action on con-
tinuing compliance. Solely for purposes
of determining whether deliberate ac-
tions that are taken after a remedial
action cause an issue to meet the pri-
vate business tests or the private loan
financing test—

(1) If a remedial action is taken
under paragraph (d), (e), or (f) of this
section, the private business use or pri-
vate loans resulting from the delib-
erate action are not taken into account
for purposes of determining whether
the bonds are private activity bonds;
and

(2) After a remedial action is taken,
the amount of disposition proceeds is
treated as equal to the proceeds of the
issue that had been allocable to the
transferred property immediately prior
to the disposition. See paragraph (k) of
this section, Example 5.

(j) Nongqualified bonds—(1) Amount of
nonqualified bonds. The percentage of
outstanding bonds that are non-
qualified bonds equals the highest per-
centage of private business use in any
1-year period commencing with the de-
liberate action.

(2) Allocation of nonqualified bonds.
Allocations to nonqualified bonds must
be made on a pro rata basis, except
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that, for purposes of paragraph (d) of
this section (relating to redemption or
defeasance), an issuer may treat bonds
with longer maturities (determined on
a bond-by-bond basis) as the non-
qualified bonds.

(k) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1 Disposition proceeds less than out-
standing bonds used to retire bonds. On June 1,
1997, City C issues 30-year bonds with an
issue price of $10 million to finance the con-
struction of a hospital building. The bonds
have a weighted average maturity that does
not exceed 120 percent of the reasonably ex-
pected economic life of the building. On the
issue date, C reasonably expects that it will
be the only user of the building for the entire
term of the bonds. Six years after the issue
date, C sells the building to Corporation P
for $5 million. The sale price is the fair mar-
ket value of the building, as verified by an
independent appraiser. C uses all of the $5
million disposition proceeds to immediately
retire a pro rata portion of the bonds. The
sale does not cause the bonds to be private
activity bonds because C has taken a reme-
dial action described in paragraph (d) of this
section so that P is not treated as a private
business user of bond proceeds.

Example 2. Lease to nongovernmental person.
The facts are the same as in Example 1, ex-
cept that instead of selling the building, C, 6
years after the issue date, leases the building
to P for 7 years and uses other funds to re-
deem all of the $10 million outstanding bonds
within 90 days of the deliberate act. The
bonds are not treated as private activity
bonds because C has taken the remedial ac-
tion described in paragraph (d) of this sec-
tion.

Example 3. Sale for less than fair market
value. The facts are the same as in Example 1,
except that the fair market value of the
building at the time of the sale to P is $6
million. Because the transfer was for less
than fair market value, the bonds are ineli-
gible for the remedial actions under this sec-
tion. The bonds are private activity bonds
because P is treated as a user of all of the
proceeds and P makes a payment ($6 million)
for this use that is greater than 10 percent of
the debt service on the bonds, on a present
value basis.

Example 4. Fair market value determined tak-
ing into account governmental restrictions. The
facts are the same as in Example 1, except
that the building was used by C only for hos-
pital purposes and C determines to sell the
building subject to a restriction that it be
used only for hospital purposes. After con-
ducting a public bidding procedure as re-
quired by state law, the best price that C is
able to obtain for the building subject to this
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restriction is $4.5 million from P. C uses all
of the $4.5 million disposition proceeds to
immediately retire a pro rata portion of the
bonds. The sale does not cause the bonds to
be private activity bonds because C has
taken a remedial action described in para-
graph (d) of this section so that P is not
treated as a private business user of bond
proceeds.

Example 5. Alternative use of disposition pro-
ceeds. The facts are the same as in Example 1,
except that C reasonably expects on the date
of the deliberate action to use the $6 million
disposition proceeds for another govern-
mental purpose (construction of govern-
mentally owned roads) within two years of
receipt, rather than using the $5 million to
redeem outstanding bonds. C treats these
disposition proceeds as gross proceeds for
purposes of section 148. The bonds are not
private activity bonds because C has taken a
remedial action described in paragraph (e) of
this section. After the date of the deliberate
action, the proceeds of all of the outstanding
bonds are treated as used for the construc-
tion of the roads, even though only $5 mil-
lion of disposition proceeds was actually
used for the roads.

Example 6. Alternative use of financed prop-
erty. The facts are the same as in Example 1,
except that C determines to lease the hos-
pital building to Q, an organization described
in section 501(c)(3), for a term of 10 years
rather than to sell the building to P. In order
to induce Q to provide hospital services, C
agrees to lease payments that are less than
fair market value. Before entering into the
lease, an applicable elected representative of
C approves the lease after a noticed public
hearing. As of the date of the deliberate ac-
tion, the issue meets all the requirements for
qualified 501(c)(3) bonds, treating the bonds
as reissued on that date. For example, the
issue meets the two percent restriction on
use of proceeds of finance issuance costs of
section 147(g) because the issue pays no costs
of issuance from disposition proceeds in con-
nection with the deemed reissuance. C and Q
treat the bonds as qualified 501(c)(3) bonds
for all purposes commencing with the date of
the deliberate action. The bonds are treated
as qualified 501(c)(3) bonds commencing with
the date of the deliberate action.

Example 7. Deliberate action before proceeds
are expended on a governmental purpose. Coun-
ty J issues bonds with proceeds of $10 million
that can be used only to finance a correc-
tional facility. On the issue date of the
bonds, J reasonably expects that it will be
the sole user of the bonds for the useful life
of the facility. The bonds have a weighted
average maturity that does not exceed 120
percent of the reasonably expected economic
life of the facility. After the issue date of the
bonds, but before the facility is placed in
service, J enters into a contract with the
federal government pursuant to which the
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federal government will make a fair market
value, lump sum payment equal to 25 percent
of the cost of the facility. In exchange for
this payment, J provides the federal govern-
ment with priority rights to use of 25 percent
of the facility. J uses the payment received
from the federal government to defease the
nonqualified bonds. The agreement does not
cause the bonds to be private activity bonds
because J has taken a remedial action de-
scribed in paragraph (d) of this section. See
paragraph (a)(5) of this section.

Example 8. Compliance after remedial action.
In 1997, City G issues bonds with proceeds of
$10 million to finance a courthouse. The
bonds have a weighted average maturity
that does not exceed 120 percent of the rea-
sonably expected economic life of the court-
house. G uses $1 million of the proceeds for
a private business use and more than 10 per-
cent of the debt service on the issue is se-
cured by private security or payments. G
later sells one-half of the courthouse prop-
erty to a nongovernmental person for cash.
G immediately redeems 60 percent of the
outstanding bonds. This percentage of out-
standing bonds is based on the highest pri-
vate business use of the courthouse in any 1-
year period commencing with the deliberate
action. For purposes of subsequently apply-
ing section 141 to the issue, G may continue
to use all of the proceeds of the outstanding
bonds in the same manner (that is, for both
the courthouse and the existing private busi-
ness use) without causing the issue to meet
the private business use test. The issue, how-
ever, continues to meet the private security
or payment test. The result would be the
same if D, instead of redeeming the bonds,
established a defeasance escrow for those
bonds, provided that the requirement of
paragraph (d)(4) of this section was met.

[T.D. 8712, 62 FR 2298, Jan. 16, 1997]

§1.141-13 Refunding issues.

(a) In general. Except as provided in
this section, a refunding issue and a
prior issue are tested separately under
section 141. Thus, the determination of
whether a refunding issue consists of
private activity bonds generally does
not depend on whether the prior issue
consists of private activity bonds.

(b) Application of private business use
test and private loan financing test—(1)
Allocation of proceeds. In applying the
private business use test and the pri-
vate loan financing test to a refunding
issue, the proceeds of the refunding
issue are allocated to the same expend-
itures and purpose investments as the
proceeds of the prior issue.
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(2) Determination of amount of private
business use—(i) In general. Except as
provided in paragraph (b)(2)(ii) of this
section, the amount of private business
use of a refunding issue is determined
under §1.141-3(g), based on the meas-
urement period for that issue (for ex-
ample, without regard to any private
business use that occurred prior to the
issue date of the refunding issue).

(ii) Refundings of governmental bonds.
In applying the private business use
test to a refunding issue that refunds a
prior issue of governmental bonds, the
amount of private business use of the
refunding issue is the amount of pri-
vate business use—

(A) During the combined measure-
ment period; or

(B) At the option of the issuer, dur-
ing the period described in paragraph
(b)(2)(1) of this section, but only if,
without regard to the reasonable ex-
pectations test of §1.141-2(d), the prior
issue does not satisfy the private busi-
ness use test, based on a measurement
period that begins on the first day of
the combined measurement period and
ends on the issue date of the refunding
issue.

(iii) Combined measurement period—i(A)
In general. Except as provided in para-
graph (b)(2)(iii)(B) of this section, the
combined measurement period is the pe-
riod that begins on the first day of the
measurement period (as defined in
§1.141-3(g)) for the prior issue (or, in
the case of a series of refundings of
governmental bonds, the first issue of
governmental bonds in the series) and
ends on the last day of the measure-
ment period for the refunding issue.

(B) Transition rule for refundings of
bonds originally issued before May 16,
1997. If the prior issue (or, in the case
of a series of refundings of govern-
mental bonds, the first issue of govern-
mental bonds in the series) was issued
before May 16, 1997, then the issuer, at
its option, may treat the combined
measurement period as beginning on
the date (the transition date) that is
the earlier of December 19, 2005 or the
first date on which the prior issue (or
an earlier issue in the case of a series
of refundings of governmental bonds)
became subject to the 1997 regulations
(as defined in §1.141-15(b)). If the issuer
treats the combined measurement pe-
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riod as beginning on the transition
date in accordance with this paragraph
(b)(2)(iii)(B), then paragraph (c)(2) of
this section shall be applied by treat-
ing the transition date as the issue
date of the earliest issue, by treating
the bonds as reissued on the transition
date at an issue price equal to the
value of the bonds (as determined
under §1.148-4(e)) on that date, and by
disregarding any private security or
private payments before the transition
date.

(iv) Governmental bond. For purposes
of this section, the term governmental
bond means any bond that, when
issued, purported to be a governmental
bond, as defined in §1.150-1(b), or a
qualified 501(c)(3) bond, as defined in
section 145(a).

(v) Special rule for refundings of quali-
fied 501(c)(3) bonds with governmental
bonds. For purposes of applying this
paragraph (b)(2) to a refunding issue
that refunds a qualified 501(c)(3) bond,
any use of the property refinanced by
the refunding issue before the issue
date of the refunding issue by a
501(c)(3) organization with respect to
its activities that do not constitute an
unrelated trade or business under sec-
tion 513(a) is treated as government
use.

(c) Application of private security or
payment test—(1) Separate issue treat-
ment. If the amount of private business
use of a refunding issue is determined
based on the measurement period for
that issue in accordance with para-
graph (b)(2)(1) or (b)(2)(ii)(B) of this sec-
tion, then the amount of private secu-
rity and private payments allocable to
the refunding issue is determined under
§1.141-4 by treating the refunding issue
as a separate issue.

(2) Combined issue treatment. If the
amount of private business use of a re-
funding issue is determined based on
the combined measurement period for
that issue in accordance with para-
graph (b)(2)(ii)(A) of this section, then
the amount of private security and pri-
vate payments allocable to the refund-
ing issue is determined under §1.141-4
by treating the refunding issue and all
earlier issues taken into account in de-
termining the combined measurement
period as a combined issue. For this
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purpose, the present value of the pri-
vate security and private payments is
compared to the present value of the
debt service on the combined issue
(other than debt service paid with pro-
ceeds of any refunding bond). Present
values are computed as of the issue
date of the earliest issue taken into ac-
count in determining the combined
measurement period (the earliest
issue). Except as provided in paragraph
(c)(3) of this section, present values are
determined by using the yield on the
combined issue as the discount rate.
The yield on the combined issue is de-
termined by taking into account pay-
ments on the refunding issue and all
earlier issues taken into account in de-
termining the combined measurement
period (other than payments made with
proceeds of any refunding bond), and
based on the issue price of the earliest
issue. In the case of a refunding of only
a portion of the original principal
amount of a prior issue, the refunded
portion of the prior issue is treated as
a separate issue and any private secu-
rity or private payments with respect
to the prior issue are allocated ratably
between the combined issue and the
unrefunded portion of the prior issue in
a consistent manner based on relative
debt service. See paragraph
(b)(2)(1ii)(B) of this section for special
rules relating to certain refundings of
governmental bonds originally issued
before May 16, 1997.

(3) Special rule for arrangements not
entered into in contemplation of the re-
funding issue. In applying the private
security or payment test to a refunding
issue that refunds a prior issue of gov-
ernmental bonds, the issuer may use
the yield on the prior issue to deter-
mine the present value of private secu-
rity and private payments under ar-
rangements that were not entered into
in contemplation of the refunding
issue. For this purpose, any arrange-
ment that was entered into more than
1 year before the issue date of the re-
funding issue is treated as not entered
into in contemplation of the refunding
issue.

(d) Multipurpose issue allocations—(1)
In general. For purposes of section 141,
unless the context clearly requires oth-
erwise, §1.148-9(h) applies to alloca-
tions of multipurpose issues (as defined
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in §1.148-1(b)), including allocations in-
volving the refunding purposes of the
issue. An allocation under this para-
graph (d) may be made at any time, but
once made may not be changed. An al-
location is not reasonable under this
paragraph (d) if it achieves more favor-
able results under section 141 than
could be achieved with actual separate
issues. The issue to be allocated and
each of the separate issues under the
allocation must consist of one or more
tax-exempt bonds. Allocations made
under this paragraph (d) and §1.148-9(h)
must be consistent for purposes of sec-
tion 141 and section 148.

(2) Exceptions. This paragraph (d) does
not apply for purposes of sections
141(c)(1) and 141(d)(1).

(e) Application of reasonable expecta-
tions test to certain refunding bonds. An
action that would otherwise cause a re-
funding issue to satisfy the private
business tests or the private loan fi-
nancing test is not taken into account
under the reasonable expectations test
of §1.141-2(d) if—

(1) The action is not a deliberate ac-
tion within the meaning of §1.141-
2(d)(3); and

(2) The weighted average maturity of
the refunding bonds is not greater than
the weighted average reasonably ex-
pected economic life of the property fi-
nanced by the prior bonds.

(f) Special rule for refundings of certain
general obligation bonds. Notwith-
standing any other provision of this
section, a refunding issue does not con-
sist of private activity bonds if—

(1) The prior issue meets the require-
ments of §1.141-2(d)(5) (relating to cer-
tain general obligation bond programs
that finance a large number of separate
purposes); or

(2) The refunded portion of the prior
issue is part of a series of refundings of
all or a portion of an issue that meets
the requirements of §1.141-2(d)(5).

(g) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. Measuring private business use. In
2002, Authority A issues tax-exempt bonds
that mature in 2032 to acquire an office
building. The measurement period for the
2002 bonds under §1.141-3(g) is 30 years. At
the time A acquires the building, it enters
into a 10-year lease with a nongovernmental
person under which the nongovernmental
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person will use 5 percent of the building in
its trade or business during each year of the
lease term. In 2007, A issues bonds to refund
the 2002 bonds. The 2007 bonds mature on the
same date as the 2002 bonds and have a meas-
urement period of 25 years under §1.141-3(g).
Under paragraph (b)(2)(ii)(A) of this section,
the amount of private business use of the
proceeds of the 2007 bonds is 1.67 percent,
which equals the amount of private business
use during the combined measurement pe-
riod (5 percent of ¥4 of the 30-year combined
measurement period). In addition, the 2002
bonds do not satisfy the private business use
test, based on a measurement period begin-
ning on the first day of the measurement pe-
riod for the 2002 bonds and ending on the
issue date of the 2007 bonds, because only 5
percent of the proceeds of the 2002 bonds are
used for a private business use during that
period. Thus, under paragraph (b)(2)(ii)(B) of
this section, A may treat the amount of pri-
vate business use of the 2007 bonds as 1 per-
cent (b percent of ¥ of the 25-year measure-
ment period for the 2007 bonds). The 2007
bonds do not satisfy the private business use
test.

Example 2. Combined issue yield computation.
(i) On January 1, 2000, County B issues 20-
year bonds to finance the acquisition of a
municipal auditorium. The 2000 bonds have a
yield of 7.7500 percent, compounded annually,
and an issue price and par amount of $100
million. The debt service payments on the
2000 bonds are as follows:

§1.141-13
Date Debt service

1116 ... 9,996,470
1117 9,996,470
1118 9,996,470
1119 9,996,470
11/20 ... 9,996,470
199,929,400

(ii) On January 1, 2005, B issues 15-year
bonds to refund all of the outstanding 2000
bonds maturing after January 1, 2005 (in the
aggregate principal amount of $86,500,000).
The 2005 bonds have a yield of 6.0000 percent,
compounded annually, and an issue price and
par amount of $89,500,000. The debt service
payments on the 2005 bonds are as follows:

Date Debt service

1/1/06 ... $9,215,167
11/07 9,215,167
1/1/08 9,215,167
1/1/09 ... 9,215,167
1110 ... 9,215,167
1111 9,215,167
1112 9,215,167
1113 9,215,167
1114 9,215,167
1115 ... 9,215,167
1/1/16 ... 9,215,167
1117 9,215,167
1118 9,215,167
1119 9,215,167
1/1/20 ... 9,215,167

138,227,511

Date Debt service (iii) In accordance with §1.141-15(h), B
chooses to apply §1.141-13 (together with the
1/1/01 ... $9,996,470 other provisions set forth in §1.141-15(h)), to
1/1/02 9,996,470  the 2005 bonds. For purposes of determining
m;gi ggggi;g the amount of private security and private
11/05 . 9’996’470 payments with respect to the 2005 bonds, the
1/1/06 .. 9996470 2005 bonds and the refunded portion of the
1/1/07 9,996,470 2000 bonds are treated as a combined issue
1/1/08 9,996,470 under paragraph (c)(2) of this section. The
1/1/09 9,996,470  yield on the combined issue is determined in
171710 9,996,470  gocordance with §§1.148-4, 1.141-4(b)(2)(iii)
Vi yaeo479 and 1.141-13(c)(2). Under this methodology,
1113 9:996:470 the yield on the combined issue is 7.1062 per-
1/1/14 9,996,470 cent per year compounded annually, illus-

1115 ... 9,996,470 trated as follows:

Previous debt ‘
Soreonier | endng, | Totaldebt senie | Presefl e on
of prior issue

/1700 oottt sssenins | eesestenenneenenenies | eesessessesinnnenenes | eeeesesiest s ensenes ($86,500,000.00)
11/01 .. 6,689,793 6,689,793 6,245,945.33
1/1/02 .. 6,689,793 6,689,793 5,831,545.62
11/03 ... 6,689,793 6,689,793 5,444,640.09
1/1/04 ....... 6,689,793 6,689,793 5,083,404.58
1/1/05 .. 6,689,793 6,689,793 4,746,135.95
/1108 oottt | seseesiene s 9,215,167 9,215,167 6,104,023.84
11/07 .. 9,215,167 9,215,167 5,699,040.20
1/1/08 oot | e 9,215,167 9,215,167 5,320,926.00
/1709 oottt | eesene e 9,215,167 9,215,167 4,967,898.55
11110 .. 9,215,167 9,215,167 4,638,293.40
L7272 T TP U RO PPUPRUSURUEN EEUTUPTPPTRRO 9,215,167 9,215,167 4,330,556.57
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Previous debt

service on re- Refunding ; Present value on
Date funded portion debt service Total debt service 1/1/00

of prior issue
T2 | e 9,215,167 9,215,167 4,043,237.15
T | e 9,215,167 9,215,167 3,774,980.51
1114 .. 9,215,167 9,215,167 3,524,521.90
1115 .. 9,215,167 9,215,167 3,290,680.46
1116 ... 9,215,167 9,215,167 3,072,353.70
VAT oo sesnenssnaenanssnns | evesseeseeseinienennens 9,215,167 9,215,167 2,868,512.26
T8 | e 9,215,167 9,215,167 2,678,195.09
1119 .. 9,215,167 9,215,167 2,500,504.89
/1720 s 9,215,167 9,215,167 2,334,603.90
33,448,965 138,227,511 171,676,4760.00 0.00

Example 3. Determination of private payments
allocable to combined issue. The facts are the
same as in Example 2. In addition, on Janu-
ary 1, 2001, B enters into a contract with a
nongovernmental person for the use of the
auditorium. The contract results in a private
payment in the amount of $500,000 on each
January 1 beginning on January 1, 2001, and
ending on January 1, 2020. Under paragraph
(c)(2) of this section, the amount of the pri-

vate payments allocable to the combined
issue is determined by treating the refunded
portion of the 2000 bonds ($86,500,000 principal
amount) as a separate issue, and by allo-
cating the total private payments ratably
between the combined issue and the
unrefunded portion of the 2000 bonds
($13,500,000 principal amount) based on rel-
ative debt service, as follows:

. Percentage | Amount of
pri Debt gﬁmce Deb . of privatg private pl?y-
rivate pay- ebt service on ayments ments allo-

Date mentz Y unrfra.tfundefd combined issue aFI)Io)éabIe to cable to

portion o combined combined

prior issue issue issue
1/1/01 $500,000 | $3,306,677 $6,689,793 66.92 $334,608
1/1/02 .. 500,000 3,306,677 6,689,793 66.92 334,608
1/1/03 500,000 3,306,677 6,689,793 66.92 334,608
1/1/04 500,000 3,306,677 6,689,793 66.92 334,608
1/1/05 .. 500,000 3,306,677 6,689,793 66.92 334,608
1/1/06 .. 500,000 | .... . 9,215,167 100.00 500,000
11/07 .. 500,000 9,215,167 100.00 500,000
1/1/08 .. 500,000 9,215,167 100.00 500,000
1/1/09 .. 500,000 9,215,167 100.00 500,000
11110 .. 500,000 9,215,167 100.00 500,000
1111 . 500,000 9,215,167 100.00 500,000
1112 .. 500,000 9,215,167 100.00 500,000
1113 .. 500,000 9,215,167 100.00 500,000
1114 .. 500,000 9,215,167 100.00 500,000
1115 .. 500,000 9,215,167 100.00 500,000
1116 .. 500,000 9,215,167 100.00 500,000
1117 500,000 9,215,167 100.00 500,000
1/1/18 500,000 9,215,167 100.00 500,000
1119 .. 500,000 9,215,167 100.00 500,000
1/1/20 500,000 9,215,167 100.00 500,000
$10,000,000 | $16,533,385 $171,676,476 | ...cccvvvrernn $9,173,039

Example 4. Refunding taxable bonds and
qualified bonds. (i) In 1999, City C issues tax-
able bonds to finance the construction of a
facility for the furnishing of water. The
bonds are secured by revenues from the facil-
ity. The facility is managed pursuant to a
management contract with a nongovern-
mental person that gives rise to private busi-
ness use. In 2007, C terminates the manage-
ment contract and takes over the operation
of the facility. In 2009, C issues bonds to re-

fund the 1999 bonds. On the issue date of the
2009 bonds, C reasonably expects that the fa-
cility will not be used for a private business
use during the term of the 2009 bonds. In ad-
dition, during the term of the 2009 bonds, the
facility is not used for a private business use.
Under paragraph (b)(2)(i) of this section, the
2009 bonds do not satisfy the private business
use test because the amount of private busi-
ness use is based on the measurement period
for those bonds and therefore does not take
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into account any private business use that
occurred pursuant to the management con-
tract.

(ii) The facts are the same as in paragraph
(i) of this Example 4, except that the 1999
bonds are issued as exempt facility bonds
under section 142(a)(4). The 2009 bonds do not
satisfy the private business use test.

Example 5. Multipurpose issue. In 2001, State
D issues bonds to finance the construction of
two office buildings, Building 1 and Building
2. D expends an equal amount of the proceeds
on each building. D enters into arrangements
that result in 8 percent of Building 1 and 12
percent of Building 2 being used for a private
business use during the measurement period
under §1.141-3(g). These arrangements result
in a total of 10 percent of the proceeds of the
2001 bonds being used for a private business
use. In 2006, D purports to allocate, under
paragraph (d) of this section, an equal
amount of the outstanding 2001 bonds to
Building 1 and Building 2. D also enters into
another private business use arrangement
with respect to Building 1 that results in an
additional 2 percent (and a total of 10 per-
cent) of Building 1 being used for a private
business use during the measurement period.
An allocation is not reasonable under para-
graph (d) of this section if it achieves more
favorable results under section 141 than
could be achieved with actual separate
issues. D’s allocation is unreasonable be-
cause, if permitted, it would result in more
than 10 percent of the proceeds of the 2001
bonds being used for a private business use.

Example 6. Non-deliberate action. In 1998,
City E issues bonds to finance the purchase
of land and construction of a building (the
prior bonds). On the issue date of the prior
bonds, E reasonably expects that it will be
the sole user of the financed property for the
entire term of the bonds. In 2003, the federal
government acquires the financed property
in a condemnation action. In 2006, E issues
bonds to refund the prior bonds (the refund-
ing bonds). The weighted average maturity
of the refunding bonds is not greater than
the reasonably expected economic life of the
financed property. In general, under §1.141-
2(d) and this section, reasonable expectations
must be separately tested on the issue date
of a refunding issue. Under paragraph (e) of
this section, however, the condemnation ac-
tion is not taken into account in applying
the reasonable expectations test to the re-
funding bonds because the condemnation ac-
tion is not a deliberate action within the
meaning of §1.141-2(d)(3) and the weighted
average maturity of the refunding bonds is
not greater than the weighted average rea-
sonably expected economic life of the prop-
erty financed by the prior bonds. Thus, the
condemnation action does not cause the re-
funding bonds to be private activity bonds.

Example 7. Non-transitioned refunding of
bonds subject to 1954 Code. In 1985, County F
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issues bonds to finance a court house. The
1985 bonds are subject to the provisions of
the Internal Revenue Code of 1954. In 2006, F
issues bonds to refund all of the outstanding
1985 bonds. The weighted average maturity
of the 2006 bonds is longer than the remain-
ing weighted average maturity of the 1985
bonds. In addition, the 2006 bonds do not sat-
isfy any transitional rule for refundings in
the Tax Reform Act of 1986, 100 Stat. 2085
(1986). Section 141 and this section apply to
determine whether the 2006 bonds are private
activity bonds including whether, for pur-
poses of §1.141-13(b)(2)(ii)(B), the 1985 bonds
satisfy the private business use test based on
a measurement period that begins on the
first day of the combined measurement pe-
riod for the 2006 bonds and ends on the issue
date of the 2006 bonds.

[T.D. 9234, 70 FR 75032, Dec. 19, 2006]

§1.141-14 Anti-abuse rules.

(a) Authority of Commissioner to reflect
substance of transactions. If an issuer
enters into a transaction or series of
transactions with respect to one or
more issues with a principal purpose of
transferring to nongovernmental per-
sons (other than as members of the
general public) significant benefits of
tax-exempt financing in a manner that
is inconsistent with the purposes of
section 141, the Commissioner may
take any action to reflect the sub-
stance of the transaction or series of
transactions, including—

(1) Treating separate issues as a sin-
gle issue for purposes of the private ac-
tivity bond tests;

(2) Reallocating proceeds to expendi-
tures, property, use, or bonds;

(3) Reallocating payments to use or
proceeds;

(4) Measuring private business use on
a basis that reasonably reflects the
economic benefit in a manner different
than as provided in §1.141-3(g); and

() Measuring private payments or se-
curity on a basis that reasonably re-
flects the economic substance in a
manner different than as provided in
§1.141-4.

(b) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. Reallocating proceeds to indirect
use. City C issues bonds with proceeds of $20
million for the stated purpose of financing
improvements to roads that it owns. As a
part of the same plan of financing, however,
C also agrees to make a loan of $7 million to
Corporation M from its general revenues
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that it otherwise would have used for the
road improvements. The interest rate of the
loan corresponds to the interest rate on a
portion of the issue. A principal purpose of
the financing arrangement is to transfer to
M significant benefits of the tax-exempt fi-
nancing. Although C actually allocates all of
the proceeds of the bonds to the road im-
provements, the Commissioner may reallo-
cate a portion of the proceeds of the bonds to
the loan to M because a principal purpose of
the financing arrangement is to transfer to
M significant benefits of tax-exempt financ-
ing in a manner that is inconsistent with the
purposes of section 141. The bonds are pri-
vate activity bonds because the issue meets
the private loan financing test. The bonds
also meet the private business tests. See also
§§1.141-3(a)(2), 1.141-4(a)(1), and 1.141-5(a),
under which indirect use of proceeds and
payments are taken into account.

Example 2. Taking into account use of
amounts derived from proceeds that would be
otherwise disregarded. County B issues bonds
with proceeds of $10 million to finance the
purchase of land. On the issue date, B rea-
sonably expects that it will be the sole user
of the land. Subsequently, the federal gov-
ernment acquires the land for $3 million in a
condemnation action. B uses this amount to
make a loan to Corporation M. In addition,
the interest rate on the loan reflects the tax-
exempt interest rate on the bonds and thus is
substantially less than a current market
rate. A principal purpose of the arrangement
is to transfer to M significant benefits of the
tax-exempt financing. Although the con-
demnation action is not a deliberate action,
the Commissioner may treat the condemna-
tion proceeds as proceeds of the issue be-
cause a principal purpose of the arrangement
is to transfer to M significant benefits of
tax-exempt financing in a manner incon-
sistent with the purposes of section 141. The
bonds are private activity bonds.

Example 3. Measuring private business use on
an alternative basis. City F issues bonds with
a 30-year term to finance the acquisition of
an industrial building having a remaining
reasonably expected useful economic life of
more than 30 years. On the issue date, F
leases the building to Corporation G for 3
years. F reasonably expects that it will be
the sole user of the building for the remain-
ing term of the bonds. Because of the local
market conditions, it is reasonably expected
that the fair rental value of the industrial
building will be significantly greater during
the early years of the term of the bonds than
in the later years. The annual rental pay-
ments are significantly less than fair market
value, reflecting the interest rate on the
bonds. The present value of these rental pay-
ments (net of operation and maintenance ex-
penses) as of the issue date, however, is ap-
proximately 25 percent of the present value
of debt service on the issue. Under §1.141-3,
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the issue does not meet the private business
tests, because only 10 percent of the proceeds
are used in a trade or business by a non-
governmental person. A principal purpose of
the issue is to transfer to G significant bene-
fits of tax-exempt financing in a manner in-
consistent with the purposes of section 141.
The method of measuring private business
use over the reasonably expected useful eco-
nomic life of financed property is for the ad-
ministrative convenience of issuers of state
and local bonds. In cases where this method
is used in a manner inconsistent with the
purposes of section 141, the Commissioner
may measure private business use on an-
other basis that reasonably reflects eco-
nomic benefit, such as in this case on an an-
nual basis. If the Commissioner measures
private business use on an annual basis, the
bonds are private activity bonds because the
private payment test is met and more than
10 percent of the proceeds are used in a trade
or business by a nongovernmental person.

Example 4. Treating separate issues as a Sin-
gle issue. City D enters into a development
agreement with Corporation T to induce T to
locate its headquarters within D’s city lim-
its. Pursuant to the development agreement,
in 1997 D will issue $20 million of its general
obligation bonds (the 1997 bonds) to purchase
land that it will grant to T. The development
agreement also provides that, in 1998, D will
issue $20 million of its tax increment bonds
(the 1998 bonds), secured solely by the in-
crease in property taxes in a special taxing
district. Substantially all of the property
within the special taxing district is owned by
T or D. T will separately enter into an agree-
ment to guarantee the payment of tax incre-
ment to D in an amount sufficient to retire
the 1998 bonds. The proceeds of the 1998 bonds
will be used to finance improvements owned
and operated by D that will not give rise to
private business use. Treated separately, the
1997 issue meets the private business use
test, but not the private security or payment
test; the 1998 issue meets the private secu-
rity or payment test, but not the private
business use test. A principal purpose of the
financing plan, including the two issues, is
to transfer significant benefits of tax-exempt
financing to T for its headquarters. Thus,
the 1997 issue and the 1998 issue may be
treated by the Commissioner as a single
issue for purposes of applying the private ac-
tivity bond tests. Accordingly, the bonds of
both the 1997 issue and the 1998 issue may be
treated as private activity bonds.

Example 5. Reallocating proceeds. City E ac-
quires an electric generating facility with a
useful economic life of more than 40 years
and enters into a 30-year take or pay con-
tract to sell 30 percent of the available out-
put to investor-owned utility M. E plans to
use the remaining 70 percent of available
output for its own governmental purposes.
To finance the entire cost of the facility, E
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issues $30 million of its series A taxable
bonds at taxable interest rates and $70 mil-
lion series B bonds, which purport to be tax-
exempt bonds, at tax-exempt interest rates.
E allocates all of M’s private business use to
the proceeds of the series A bonds and all of
its own government use to the proceeds of
the series B bonds. The series A bonds have
a weighted average maturity of 15 years,
while the series B bonds have a weighted av-
erage maturity of 26 years. M’s payments
under the take or pay contract are expressly
determined by reference to 30 percent of M’s
total costs (that is, the sum of the debt serv-
ice required to be paid on both the series A
and the series B bonds and all other oper-
ating costs). The allocation of all of M’s pri-
vate business use to the series A bonds does
not reflect economic substance because the
series of transactions transfers to M signifi-
cant benefits of the tax-exempt interest
rates paid on the series B bonds. A principal
purpose of the financing arrangement is to
transfer to M significant benefits of the tax-
exempt financing. Accordingly, the Commis-
sioner may allocate M’s private business use
on a pro rata basis to both the series B bonds
as well as the series A bonds, in which case
the series B bonds are private activity bonds.
Example 6. Allocations respected. The facts
are the same as in Example 5, except that the
debt service component of M’s payments
under the take or pay contract is based ex-
clusively on the amounts necessary to pay
the debt service on the taxable series A
bonds. E’s allocation of all of M’s private
business use to the series A bonds is re-
spected because the series of transactions
does not actually transfer benefits of tax-ex-
empt interest rates to M. Accordingly, the
series B bonds are not private activity bonds.
The result would be the same if M’s pay-
ments under the take or pay contract were
based exclusively on fair market value pric-
ing, rather than the tax-exempt interest
rates on E’s bonds. The result also would be
the same if the series A bonds and the series
B bonds had substantially equivalent weight-
ed average maturities and E and M had en-
tered into a customary contract providing
for payments based on a ratable share of
total debt service. E would not be treated by
the Commissioner in any of these cases as
entering into the contract with a principal
purpose of transferring the benefits of tax-
exempt financing to M in a manner incon-
sistent with the purposes of section 141.

[T.D. 8712, 62 FR 2301, Jan. 16, 1997]

§1.141-15 Effective dates.

(a) Scope. The effective dates of this
section apply for purposes of §§1.141-1
through 1.141-6(a), 1.141-7 through
1.141-14, 1.145-1 through 1.145-2, 1.150-
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1(a)(3) and the definition of bond docu-
ments contained in §1.150-1(b).

(b) Effective dates—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, §§1.141-0 through 1.141-6(a), 1.141-
9 through 1.141-12, 1.141-14, 1.145-1
through 1.145-2(c), and the definition of
bond documents contained in §1.150-
1(b) (the 1997 regulations) apply to
bonds issued on or after May 16, 1997,
that are subject to section 1301 of the
Tax Reform Act of 1986 (100 Stat. 2602).

(2) Certain short-term arrangements.
The provisions of §1.141-3 that refer to
arrangements for 200 days, 100 days, or
50 days apply to any bond sold on or
after November 20, 2001 and may be ap-
plied to any bond outstanding on No-
vember 20, 2001 to which §1.141-3 ap-
plies.

(3) Certain prepayments. Except as
provided in paragraph (c) of this sec-
tion, paragraphs (¢)(2)(ii), (¢)(2)(iii) and
(c)(2)(iv) of §1.141-5 apply to bonds sold
on or after October 3, 2003. Issuers may
apply paragraphs (c)(2)(ii), (e)(2)(ii)
and (c)(2)(iv) of §1.141-5, in whole but
not in part, to bonds sold before Octo-
ber 3, 2003 that are subject to §1.141-5.

(c) Refunding bonds. Except as other-
wise provided in this section, the 1997
regulations (defined in paragraph (b)(1)
of this section) do not apply to any
bonds issued on or after May 16, 1997, to
refund a bond to which those regula-
tions do not apply unless—

(1) The refunding bonds are subject to
section 1301 of the Tax Reform Act of
1986 (100 Stat. 2602); and

(2)(1) The weighted average maturity
of the refunding bonds is longer than—

(A) The weighted average maturity of
the refunded bonds; or

(B) In the case of a short-term obliga-
tion that the issuer reasonably expects
to refund with a long-term financing
(such as a bond anticipation note), 120
percent of the weighted average rea-
sonably expected economic life of the
facilities financed; or

(ii) A principal purpose for the
issuance of the refunding bonds is to
make one or more new conduit loans.

(d) Permissive application of regula-
tions. Except as provided in paragraph
(e) of this section, the 1997 regulations
(defined in paragraph (b)(1) of this sec-
tion) may be applied in whole, but not
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in part, to actions taken before Feb-
ruary 23, 1998, with respect to—

(1) Bonds that are outstanding on
May 16, 1997, and subject to section 141;
or

(2) Refunding bonds issued on or after
May 16, 1997, that are subject to 141.

(e) Permissive application of certain sec-
tions. The following sections may each
be applied to any bonds—

(1) Section 1.141-3(b)(4);

(2) Section 1.141-3(b)(6); and

(3) Section 1.141-12.

(f) Effective dates for certain regula-
tions relating to output facilities—(1) Gen-
eral rule. Except as otherwise provided
in this section, §§1.141-7 and 1.141-8
apply to bonds sold on or after Novem-
ber 22, 2002, that are subject to section
1301 of the Tax Reform Act of 1986 (100
Stat. 2602).

(2) Transition rule for requirements con-
tracts. For bonds otherwise subject to
§§1.141-7 and 1.141-8, §1.141-7(c)(3) ap-
plies to output contracts entered into
on or after September 19, 2002. An out-
put contract is treated as entered into
on or after that date if it is amended
on or after that date, but only if the
amendment results in a change in the
parties to the contract or increases the
amount of requirements covered by the
contract by reason of an extension of
the contract term or a change in the
method for determining such require-
ments. For purposes of this paragraph
(@2)—

(i) The extension of the term of a
contract causes the contract to be
treated as entered into on the first day
of the additional term;

(ii) The exercise by a party of a le-
gally enforceable right that was pro-
vided under a contract before Sep-
tember 19, 2002, on terms that were
fixed and determinable before such
date, is not treated as an amendment
of the contract. For example, the exer-
cise by a purchaser after September 19,
2002 of a renewal option that was pro-
vided under a contract before that
date, on terms identical to the original
contract, is not treated as an amend-
ment of the contract; and

(iii) An amendment that increases
the amount of requirements covered by
the contract by reason of a change in
the method for determining such re-
quirements is treated as a separate
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contract that is entered into as of the
effective date of the amendment, but
only with respect to the increased out-
put to be provided under the contract.

(g8) Refunding bonds for output facili-
ties. Except as otherwise provided in
paragraph (h) or (i) of this section,
§§1.141-7 and 1.141-8 do not apply to any
bonds sold on or after November 22,
2002, to refund a bond to which §§1.141-
7 and 1.141-8 do not apply unless—

(1) The refunding bonds are subject to
section 1301 of the Tax Reform Act of
1986 (100 Stat. 2602); and

(2)(i) The weighted average maturity
of the refunding bonds is longer than—

(A) The weighted average maturity of
the refunded bonds; or

(B) In the case of a short-term obliga-
tion that the issuer reasonably expects
to refund with a long-term financing
(such as a bond anticipation note), 120
percent of the weighted average rea-
sonably expected economic life of the
facilities financed; or

(ii) A principal purpose for the
issuance of the refunding bonds is to
make one or more new conduit loans.

(h) Permissive retroactive application.
Except as provided in paragraphs (d),
(e) or (i) of this section, §§1.141-1
through 1.141-6(a), 1.141-7 through
1.141-14, 1.145-1 through 1.145-2, 1.149(d)-
1(g), 1.150-1(a)(3), the definition of bond
documents contained in §1.150-1(b) and
§1.150-1(c)(3)(ii) may be applied by
issuers in whole, but not in part, to—

(1) Outstanding bonds that are sold
before February 17, 2006, and subject to
section 141; or

(2) Refunding bonds that are sold on
or after February 17, 2006, and subject
to section 141.

(1) Permissive application of certain reg-
ulations relating to output facilities.
Issuers may apply §§1.141-7(f)(3) and
1.141-7(g) to any bonds.

(j) Effective dates for certain regula-
tions relating to refundings. Except as
otherwise provided in this section,
§§1.141-13, 1.145-2(d), 1.149(d)-1(g), 1.150-
1(a)(3) and 1.150-1(c)(3)(ii) apply to
bonds that are sold on or after Feb-
ruary 17, 2006, and that are subject to
the 1997 regulations (defined in para-
graph (b)(1) of this section).

(k) Effective/applicability dates for cer-
tain regulations relating to generally ap-
plicable taxes and payments in lieu of
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tax—(1) In general. Except as otherwise
provided in paragraphs (k)(2) and (k)(3)
of this section, revised §§1.141-4(e)(2),
1.141-4(e)(3) and 1.141-4(e)(5) apply to
bonds sold on or after October 24, 2008
that are otherwise subject to the 1997

Regulations (defined in paragraph
(b)(1) of this section).
(2) Transitional rule for certain

refundings. Paragraph (k)(1) does not
apply to bonds that are issued to re-
fund bonds if—

(i) Either—

(A) The refunded bonds (or the origi-
nal bonds in a series of refundings)
were sold before October 24, 2008, or

(B) The refunded bonds (or the origi-
nal bonds in a series of refundings) sat-
isfied the transitional rule for projects
substantially in progress under para-
graph (k)(3) of this section; and

(ii) The weighted average maturity of
the refunding bonds does not exceed
the remaining weighted average matu-
rity of the refunded bonds.

(3) Transitional rule for certain projects
substantially in progress. Paragraph
(k)(1) of this section does not apply to
bonds issued for projects for which all
of the following requirements are met:

(i) A governmental person (as defined
in §1.141-1) took official action evi-
dencing its preliminary approval of the
project before October 19, 2006, and the
plan of finance for the project in place
at that time contemplated financing
the project with tax-exempt bonds to
be paid or secured by PILOTSs.

(ii) Before October 19, 2006, signifi-
cant expenditures were paid or in-
curred with respect to the project or a
contract was entered into to pay or
incur significant expenditures with re-
spect to the project.

(iii) The bonds for the project (ex-
cluding refunding bonds) are issued on
or before December 31, 2009.

[T.D. 8757, 63 FR 3265, Jan. 22, 1998, as amend-
ed by T.D. 8941, 66 FR 4670, Jan. 18, 2001; T.D.
8967, 66 FR 58062, Nov. 20, 2001; T.D. 9016, 67
FR 59765, Sept. 23, 2002; T.D. 9085, 68 FR 45775,
Aug. 4, 2003; T.D. 9234, 70 FR 75035, Dec. 19,
2005; 71 FR 1971, Jan. 12, 2006; T.D. 9429, 73 FR
63375, Oct. 24, 2008]

§1.141-16 Effective dates for qualified
private activity bond provisions.

(a) Scope. The effective dates of this
section apply for purposes of §§1.142-0
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through 1.142-2, 1.144-0 through 1.144-2,
1.147-0 through 1.147-2, and 1.150-4.

(b) Effective dates. Except as other-
wise provided in this section, the regu-
lations designated in paragraph (a) of
this section apply to bonds issued on or
after May 16, 1997 (the effective date).

(c) Permissive application. The regula-
tions designated in paragraph (a) of
this section may be applied by issuers
in whole, but not in part, to bonds out-
standing on the effective date. For this
purpose, issuers may apply §1.142-2
without regard to paragraph (c)(3)
thereof to failures to properly use pro-
ceeds that occur on or after April 21,
2003.

(d) Certain remedial actions—(1) Gen-
eral rule. The provisions of §1.142-2(e)
apply to failures to properly use pro-
ceeds that occur on or after August 13,
2004 and may be applied by issuers to
failures to properly use proceeds that
occur on or after May 14, 2004, provided
that the bonds are subject to §1.142-2.

(2) Special rule for allocations of non-
qualified bonds. For purposes of §1.142—
2(e)(2), in addition to the allocation
methods permitted in §1.142-2(e)(2), an
issuer may treat bonds with the long-
est maturities (determined on a bond-
by-bond basis) as the mnonqualified
bonds, but only with respect to failures
to properly use proceeds that occur on
or after May 14, 2004, with respect to
bonds sold before August 13, 2004.

[T.D. 8712, 62 FR 2302, Jan. 16, 1997, as amend-
ed by T.D. 9150, 69 FR 50066, Aug. 13, 2004]

§1.142-0 Table of contents.

This section lists the captioned para-
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(5) Definitions.
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(d) When a failure to properly use proceeds
occurs.

(1) Proceeds not spent.

(2) Proceeds spent.

(e) Nonqualified bonds.

(1) Amount of nonqualified bonds.

(2) Allocation of nonqualified bonds.

§1.142-3 Refunding issues. [Reserved]

[T.D. 8712, 62 FR 2302, Jan. 16, 1997, as amend-
ed by T.D. 9150, 69 FR 50066, Aug. 13, 2004]

§1.142-1 Exempt facility bonds.

(a) Overview. Interest on a private ac-
tivity bond is not excludable from
gross income under section 103(a) un-
less the bond is a qualified bond. Under
section 141(e)(1)(A), an exempt facility
bond issued under section 142 may be a
qualified bond.

Under section 142(a), an exempt facil-
ity bond is any bond issued as a part of
an issue using 95 percent or more of the
proceeds for certain exempt facilities.

(b) Scope. Sections 1.142-0 through
1.142-3 apply for purposes of the rules
for exempt facility bonds under section
142, except that, with respect to net
proceeds that have been spent, §1.142-2
does not apply to bonds issued under
section 142(d) (relating to bonds issued
to provide qualified residential rental
projects) and section 142(f) (2) and (4)
(relating to bonds issued to provide
local furnishing of electric energy or
gas).

(c) Effective dates. For effective dates
of §§1.142-0 through 1.142-2, see §1.141-
16.

[T.D. 8712, 62 FR 2302, Jan. 16, 1997]

§1.142-2 Remedial actions.

(a) General rule. If less than 95 per-
cent of the net proceeds of an exempt
facility bond are actually used to pro-
vide an exempt facility, and for no
other purpose, the issue will be treated
as meeting the use of proceeds require-
ment of section 142(a) if the issue
meets the condition of paragraph (b) of
this section and the issuer takes the
remedial action described in paragraph
(c) of this section.

(b) Reasonable expectations require-
ment. The issuer must have reasonably
expected on the issue date that 95 per-
cent of the net proceeds of the issue
would be used to provide an exempt fa-
cility and for no other purpose for the
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entire term of the bonds (disregarding
any redemption provisions). To meet
this condition the amount of the issue
must have been based on reasonable es-
timates about the cost of the facility.

(c) Redemption or defeasance—(1) In
general. The requirements of this para-
graph (c¢) are met if all of the non-
qualified bonds of the issue are re-
deemed on the earliest call date after
the date on which the failure to prop-
erly use the proceeds occurs under
paragraph (d) of this section. Proceeds
of tax-exempt bonds (other than those
described in paragraph (d)(1) of this
section) must not be used for this pur-
pose. If the bonds are not redeemed
within 90 days of the date on which the
failure to properly use proceeds occurs,
a defeasance escrow must be estab-
lished for those bonds within 90 days of
that date.

(2) Notice of defeasance. The issuer
must provide written notice to the
Commissioner of the establishment of
the defeasance escrow within 90 days of
the date the escrow is established.

(3) Special limitation. The establish-
ment of a defeasance escrow does not
satisfy the requirements of this para-
graph (c¢) if the period between the
issue date and the first call date is
more than 10 years.

(4) Special rule for dispositions of per-
sonal property. For dispositions of per-
sonal property exclusively for cash, the
requirements of this paragraph (c) are
met if the issuer expends the disposi-
tion proceeds within 6 months of the
date of the disposition to acquire re-
placement property for the same quali-
fying purpose of the issue under section
142.

(5) Definitions. For purposes of para-
graph (c)(4) of this section, disposition
proceeds means disposition proceeds as
defined in §1.141-12(c).

(d) When a failure to properly use pro-
ceeds occurs—(1) Proceeds not spent. For
net proceeds that are not spent, a fail-
ure to properly use proceeds occurs on
the earlier of the date on which the
issuer reasonably determines that the
financed facility will not be completed
or the date on which the financed facil-
ity is placed in service.

(2) Proceeds spent. For net proceeds
that are spent, a failure to properly use
proceeds occurs on the date on which
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an action is taken that causes the
bonds not to be used for the qualifying
purpose for which the bonds were
issued.

(e) Nonqualified bonds—(1) Amount of
nonqualified bonds. For purposes of this
section, the nonqualified bonds are a
portion of the outstanding bonds in an
amount that, if the remaining bonds
were issued on the date on which the
failure to properly use the proceeds oc-
curs, at least 95 percent of the net pro-
ceeds of the remaining bonds would be
used to provide an exempt facility. If
no proceeds have been spent to provide
an exempt facility, all of the out-
standing bonds are nonqualified bonds.

(2) Allocation of nonqualified bonds.
Allocations of nonqualified bonds must
be made on a pro rata basis, except
that an issuer may treat any bonds of
an issue as the nonqualified bonds so
long as—

(i) The remaining weighted average
maturity of the issue, determined as of
the date on which the nonqualified
bonds are redeemed or defeased (deter-
mination date), and excluding from the
determination the nonqualified bonds
redeemed or defeased by the issuer to
meet the requirements of paragraph (c)
of this section, is not greater than

(ii) The remaining weighted average
maturity of the issue, determined as of
the determination date, but without
regard to the redemption or defeasance
of any bonds (including the non-
qualified bonds) occurring on the deter-
mination date.

[T.D. 8712, 62 FR 2302, Jan. 16, 1997, as amend-
ed by T.D. 9150, 69 FR 50067, Aug. 13, 2004]

§1.142-3 Refunding Issues. [Reserved]

§1.142-4 Use of proceeds to provide a
facility.

(a) In general. [Reserved]

(b) Reimbursement allocations. If an ex-
penditure for a facility is paid before
the issue date of the bonds to provide
that facility, the facility is described
in section 142(a) only if the expenditure
meets the requirements of §1.150-2 (re-
lating to reimbursement allocations).
For purposes of this paragraph (b), if
the proceeds of an issue are used to pay
principal of or interest on an obliga-
tion other than a State or local bond
(for example, temporary construction
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financing of the conduit borrower),
that issue is not a refunding issue, and,
thus, §1.150-2(g) does not apply.

(c) Limitation on use of facilities by
substantial users—(1) In general. If the
original use of a facility begins before
the issue date of the bonds to provide
the facility, the facility is not de-
scribed in section 142(a) if any person
that was a substantial user of the facil-
ity at any time during the 5-year pe-
riod before the issue date or any re-
lated person to that user receives (di-
rectly or indirectly) 5 percent or more
of the proceeds of the issue for the
user’s interest in the facility and is a
substantial user of the facility at any
time during the 5-year period after the
issue date, unless—

(i) An official intent for the facility
is adopted under §1.150-2 within 60 days
after the date on which acquisition,
construction, or reconstruction of that
facility commenced; and

(ii) For an acquisition, no person
that is a substantial user or related
person after the acquisition date was
also a substantial user more than 60
days before the date on which the offi-
cial intent was adopted.

(2) Definitions. For purposes of para-
graph (c¢)(1) of this section, substantial
user has the meaning used in section
147(a)(1), related person has the meaning
used in section 144(a)(3), and a user
that is a governmental unit within the
meaning of §1.103-1 is disregarded.

(d) Effective date—(1) In general. This
section applies to bonds sold on or
after July 8, 1997. See §1.103-8(a)(5) for
rules applicable to bonds sold before
that date.

(2) Elective retroactive application. An
issuer may apply this section to any
bond sold before July 8, 1997.

[T.D. 8718, 62 FR 25506, May 9, 1997]

§1.142(a)(5)-1 Exempt facility bonds:
Sewage facilities.

(a) In general. Under section 103(a), a
private activity bond is a tax-exempt
bond only if it is a qualified bond. A
qualified bond includes an exempt fa-
cility bond, defined as any bond issued
as part of an issue 95 percent or more
of the net proceeds of which are used to
provide a facility specified in section
142. One type of facility specified in
section 142(a) is a sewage facility. This
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section defines the term sewage facility
for purposes of section 142(a).

(b) Definitions—(1) Sewage facility de-
fined. A sewage facility is property—

(i) Except as provided in paragraphs
(b)(2) and (d) of this section, used for
the secondary treatment of waste-
water; however, for property treating
wastewater reasonably expected to
have an average daily raw wasteload
concentration of biochemical oxygen
demand (BOD) that exceeds 350 milli-
grams per liter as oxygen (measured at
the time the influent enters the facil-
ity) (the BOD Ilimit), this paragraph
(b)(1)(1) applies only to the extent the
treatment is for wastewater having an
average daily raw wasteload concentra-
tion of BOD that does not exceed the
BOD limit;

(ii) Used for the preliminary and/or
primary treatment of wastewater but
only to the extent used in connection
with secondary treatment (without re-
gard to the BOD limit described in
paragraph (b)(1)(i) of this section);

(iii) Used for the advanced or tertiary
treatment of wastewater but only to
the extent used in connection with and
after secondary treatment;

(iv) Used for the collection, storage,
use, processing, or final disposal of—

(A) Wastewater, which property is
necessary for such preliminary, pri-
mary, secondary, advanced, or tertiary
treatment; or

(B) Sewage sludge removed during
such preliminary, primary, secondary,
advanced, or tertiary treatment (with-
out regard to the BOD limit described
in paragraph (b)(1)(i) of this section);

(v) Used for the treatment, collec-
tion, storage, use, processing, or final
disposal of septage (without regard to
the BOD limit described in paragraph
(b)(1)(Q) of this section); and

(vi) Functionally related and subordi-
nate to property described in this para-
graph (b)(1), such as sewage disinfec-
tion property.

(2) Special rules and exceptions—(i) Ex-
ception to BOD limit. A facility treating
wastewater with an average daily raw
wasteload concentration of BOD ex-
ceeding the BOD limit will not fail to
qualify as a sewage facility described
in paragraph (b)(1) of this section to
the extent that the failure to satisfy
the BOD limit results from the imple-
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mentation of a federal, state, or local
water conservation program (for exam-
ple, a program designed to promote
water use efficiency that results in
BOD concentrations beyond the BOD
limit).

(i1) Anti-abuse rule for BOD limit. A fa-
cility does not satisfy the BOD limit if
there is any intentional manipulation
of the BOD level to circumvent the
BOD limit (for example, increasing the
volume of water in the wastewater be-
fore the influent enters the facility
with the intention of reducing the BOD
level).

(iii) Authority of Commissioner. In ap-
propriate cases upon application to the
Commissioner, the Commissioner may
determine that facilities employing
technologically advanced or innovative
treatment processes qualify as sewage
facilities if it is demonstrated that
these facilities perform functions that
are consistent with the definition of
sewage facilities described in para-
graph (b)(1) of this section.

(38) Other applicable definitions—(i) Ad-
vanced or tertiary treatment means the
treatment of wastewater after sec-
ondary treatment. Advanced or ter-
tiary treatment ranges from biological
treatment extensions to physical-
chemical separation techniques such as
denitrification, ammonia stripping,
carbon adsorption, and chemical pre-
cipitation.

(ii) Nonconventional pollutants are any
pollutants that are not listed in 40 CFR
401.15, 401.16, or appendix A to part 423.

(iii) Preliminary treatment means
treatment that removes large extra-
neous matter from incoming waste-
water and renders the incoming waste-
water more amenable to subsequent
treatment and handling.

(iv) Pretreatment means a process that
preconditions wastewater to neutralize
or remove toxic, priority, or non-
conventional pollutants that could ad-
versely affect sewers or inhibit a pre-
liminary, primary, secondary, ad-
vanced, or tertiary treatment oper-
ation.

(v) Primary treatment means treat-
ment that removes material that floats
or will settle, usually by screens or set-
tling tanks.
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(vi) Priority pollutants are those pol-
lutants listed in appendix A to 40 CFR
part 423.

(vii) Secondary treatment means the
stage in sewage treatment in which a
bacterial process (or an equivalent
process) consumes the organic parts of
wastes, usually by trickling filters or
an activated sludge process.

(viii) Sewage sludge is defined in 40
CFR 122.2 and includes septage.

(ix) Tozxic pollutants are those pollut-
ants listed in 40 CFR 401.15.

(c) Other property not included in the
definition of a sewage facility. Property
other than property described in para-
graph (b)(1) of this section is not a sew-
age facility. Thus, for example, prop-
erty is not a sewage facility, or func-
tionally related and subordinate prop-
erty, if the property is used for
pretreatment of wastewater (whether
or not this treatment is necessary to
perform preliminary, primary, sec-
ondary, advanced, or tertiary treat-
ment), or the related collection, stor-
age, use, processing, or final disposal of
the wastewater. In addition, property
used to treat, process, or use waste-
water subsequent to the time the
wastewater can be discharged into nav-
igable waters, as defined in 33 U.S.C.
1362, is not a sewage facility.

(d) Allocation of costs. In the case of
property that has both a use described
in paragraph (b)(1) of this section (a
sewage treatment function) and a use
other than sewage treatment, only the
portion of the cost of the property allo-
cable to the sewage treatment function
is taken into account as an expenditure
to provide sewage facilities. The por-
tion of the cost of property allocable to
the sewage treatment function is deter-
mined by allocating the cost of that
property between the property’s sew-
age treatment function and any other
uses by any method which, based on all
the facts and circumstances, reason-
ably reflects a separation of costs for
each use of the property.

(e) Effective date—(1) In general. This
section applies to issues of bonds issued
after February 21, 1995.

(2) Refundings. In the case of a re-
funding bond issued to refund a bond to
which this section does not apply, the
issuer need not apply this section to
that refunding bond. This paragraph
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(e)(2) applies only if the weighted aver-
age maturity of the refunding bonds, as
described in section 147(b), is not great-
er than the remaining weighted aver-
age maturity of the refunded bonds.

[T.D. 8576, 59 FR 66163, Dec. 23, 1994, as
amended by T.D. 9546, Aug. 19, 2011]

§1.142(a)(6)-1 Exempt facility bonds:
solid waste disposal facilities.

(a) In general. This section defines
the term solid waste disposal facility
for purposes of section 142(a)(6).

(b) Solid waste disposal facility. The
term solid waste disposal facility means
a facility to the extent that the facil-
ity—

(1) Processes solid waste (as defined
in paragraph (c) of this section) in a
qualified solid waste disposal process
(as defined in paragraph (d) of this sec-
tion);

(2) Performs a preliminary function
(as defined in paragraph (f) of this sec-
tion); or

(3) Is functionally related and subor-
dinate (within the meaning of §1.103-
8(a)(3)) to a facility described in para-
graph (b)(1) or (b)(2) of this section.

(c) Solid waste—(1) In general. Except
to the extent excluded under paragraph
(c)(2) of this section, for purposes of
section 142(a)(6), the term solid waste
means garbage, refuse, and other solid
material derived from any agricul-
tural, commercial, consumer, govern-
mental, or industrial operation or ac-
tivity if the material meets the re-
quirements of both paragraph (c)(1)(i)
and paragraph (c)(1)(ii) of this section.
For purposes of this section, material
is solid if it is solid at ambient tem-
perature and pressure.

(1) Used material or residual material.
Material meets the requirements of
this paragraph (c)(1)(i) if it is either
used material (as defined in paragraph
(c)(1)()(A)) of this section or residual
material (as defined in paragraph
(c)(1)()(B) of this section).

(A) Used material. The term used mate-
rial means any material that is a prod-
uct of any agricultural, commercial,
consumer, governmental, or industrial
operation or activity, or a component
of any such product or activity, and
that has been used previously. Used
material also includes animal waste
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produced by animals from a biological
process.

(B) Residual material. The term resid-
ual material means material that meets
the requirements of this paragraph
(c)(1)()(B). The material must be a re-
sidual byproduct or excess raw mate-
rial that results from or remains after
the completion of any agricultural,
commercial, consumer, governmental,
or industrial production process or ac-
tivity or from the provision of any
service. In the case of multiple proc-
esses constituting an integrated manu-
facturing or industrial process, the ma-
terial must result from or remain after
the completion of such integrated proc-
ess. As of the issue date of the bonds
used to finance the solid waste disposal
facility, the material must be reason-
ably expected to have a fair market
value that is lower than the value of
all of the products made in that pro-
duction process or lower than the value
of the service that produces such resid-
ual material.

(ii) Reasonably expected introduction
into a qualified solid waste disposal proc-
ess. Material meets the requirements of
this paragraph (c)(1)(ii) if it is reason-
ably expected by the person who gen-
erates, purchases, or otherwise ac-
quires it to be introduced within a rea-
sonable time after such generation,
purchase or acquisition into a qualified
solid waste disposal process described
in paragraph (d) of this section.

(2) Exclusions from solid waste. The fol-
lowing materials do not constitute
solid waste:

(i) Virgin material. Except to the ex-
tent that virgin material constitutes
an input to a final disposal process or
residual material, solid waste excludes
any virgin material. The term virgin
material means material that has not
been processed into an agricultural,
commercial, consumer, governmental,
or industrial product, or a component
of any such product. Further, for this
purpose, material continues to be vir-
gin material after it has been grown,
harvested, mined, or otherwise ex-
tracted from its naturally occurring lo-
cation and cleaned, divided into com-
ponent elements, modified, or en-
hanced, as long as further processing is
required before it becomes an agricul-
tural, commercial, consumer, or indus-
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trial product, or a component of any
such product.

(ii) Solids within liquids and liquid
waste. Solid waste excludes any solid or
dissolved material in domestic sewage
or other significant pollutant in water
resources, such as silt, dissolved or sus-
pended solids in industrial waste water
effluents, dissolved materials in irriga-
tion return flows or other common
water pollutants, and liquid or gaseous
waste.

(iii) Precious metals. Except to the ex-
tent that a precious metal constitutes
an input to a final disposal process and/
or an unrecoverable trace of the par-
ticular precious metal, solid waste ex-
cludes gold, silver, ruthenium, rho-
dium, palladium, osmium, iridium,
platinum, gallium, rhenium, and any
other precious metal material as may
be identified by the Internal Revenue
Service in future public administrative
guidance.

(iv) Haeardous material. Solid waste
excludes any hazardous material that
must be disposed of at a facility that is
subject to final permit requirements
under subtitle C of title II of the Solid
Waste Disposal Act as in effect on the
date of the enactment of the Tax Re-
form Act of 1986 (which is October 22,
1986). See section 142(h)(1) of the Inter-
nal Revenue Code for the definition of
qualified hazardous waste facilities.

(v) Radioactive material. Solid waste
excludes any radioactive material sub-
ject to regulation under the Nuclear
Regulatory Act (10 CFR 1.1 et seq.), as
in effect on the issue date of the bonds.

(d) Qualified solid waste disposal proc-
ess. The term qualified solid waste dis-
posal process means the processing of
solid waste in a final disposal process
(as defined in paragraph (d)(1) of this
section), an energy conversion process
(as defined in paragraph (d)(2) of this
section), or a recycling process (as de-
fined in paragraph (d)(3) of this sec-
tion). Absent an express restriction to
the contrary in this section, a qualified
solid waste disposal process may em-
ploy any biological, engineering, indus-
trial, or technological method.

(1) Final disposal process. The term
final disposal process means the place-
ment of solid waste in a landfill (in-
cluding, for this purpose, the spreading
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of solid waste over land in an environ-
mentally compliant and safe manner
with no intent to remove such solid
waste), the incineration of solid waste
without capturing any useful energy,
or the containment of solid waste with
a reasonable expectation as of the date
of issue of the bonds that the contain-
ment will continue indefinitely and
that the solid waste has no current or
future beneficial use.

(2) Emergy conversion process. The
term energy conversion process means a
thermal, chemical, or other process
that is applied to solid waste to create
and capture synthesis gas, heat, hot
water, steam, or other useful energy.
The energy conversion process begins
at the point of the first application of
such process. The energy conversion
process ends at the point at which the
useful energy is first created, captured,
or incorporated into the form of syn-
thesis gas, heat, hot water, or other
useful energy and before any transfer
or distribution of such synthesis gas,
heat, hot water or other useful energy,
regardless of whether such synthesis
gas, heat, hot water, or other useful en-
ergy constitutes a first useful product
within the meaning of paragraph (e) of
this section.

(3) Recycling process—(i) In general.
The term recycling process means recon-
stituting, transforming, or otherwise
processing solid waste into a useful
product. The recycling process begins
at the point of the first application of
a process to reconstitute or transform
the solid waste into a useful product,
such as decontamination, melting, re-
pulping, shredding, or other processing
of the solid waste to accomplish this
purpose. The recycling process ends at
the point of completion of production
of the first useful product from the
solid waste.

(i1) Refurbishment, repair, or similar ac-
tivities. The term recycling process does
not include refurbishment, repair, or
similar activities. The term refurbish-
ment means the breakdown and re-
assembly of a product if such activity
is done on a product-by-product basis
and if the finished product contains
more than 30 percent of its original
materials or components.

(e) First useful product. The term first
useful product means the first product
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produced from the processing of solid
waste in a solid waste disposal process
that is useful for consumption in agri-
cultural, consumer, commercial, gov-
ernmental, or industrial operation or
activity and that could be sold for such
use, whether or not actually sold. A
useful product includes both a product
useful to an individual consumer as an
ultimate end-use consumer product and
a product useful to an industrial user
as a material or input for processing in
some stage of a manufacturing or pro-
duction process to produce a different
end-use consumer product. The deter-
mination of whether a useful product
has been produced may take into ac-
count operational constraints that af-
fect the point in production when a
useful product reasonably can be ex-
tracted or isolated and sold independ-
ently. For this purpose, the costs of ex-
tracting, isolating, storing, and trans-
porting the product to a market may
only be taken into account as oper-
ational constraints if the product is
not to be used as part of an integrated
manufacturing or industrial process in
the same location as that in which the
product is produced.

(f) Preliminary function. A preliminary
function is a function to collect, sepa-
rate, sort, store, treat, process, dis-
assemble, or handle solid waste that is
preliminary to and directly related to a
qualified solid waste disposal process.

(g8) Mized-use facilities—(1) In general.
If a facility is used for both a qualified
solid waste disposal function (including
a qualified solid waste disposal process
or a preliminary function) and a non-
qualified function (a mixed-use facil-
ity), then the costs of the facility allo-
cable to the qualified solid waste dis-
posal function are determined using
any reasonable method, based on all
the facts and circumstances. See
§1.103-8(a)(1) for allocation rules on
amounts properly allocable to an ex-
empt facility. Facilities qualify as
functionally related and subordinate to
a qualified solid waste disposal func-
tion only to the extent that they are
functionally related and subordinate to
the portion of the mixed-use facility
that is used for one or more qualified
solid waste disposal functions (includ-
ing a qualified solid waste disposal
process or a preliminary function).
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(2) Mixed inputs—(@i) In general. Except
as otherwise provided in paragraph
(2)(2)(ii) of this section, for each facil-
ity (or a portion of a mixed-use facil-
ity) performing a qualified solid waste
disposal process or a preliminary func-
tion, the percentage of the costs of the
property used for such process that are
allocable to a qualified solid waste dis-
posal process or a preliminary function
cannot exceed the average annual per-
centage of solid waste processed in that
qualified solid waste disposal process
or that preliminary function while the
issue is outstanding. The annual per-
centage of solid waste processed in that
qualified solid waste disposal process
or preliminary function for any year is
the percentage, by weight or volume, of
the total materials processed in that
qualified solid waste disposal process
or preliminary function that constitute
solid waste for that year.

(i1) Special rule for mixed-input proc-
esses if at least 65 percent of the materials
processed are solid waste—(A) In general.
Except as otherwise provided in para-
graph (2)(2)(ii)(B) of this section, for
each facility (or a portion of a mixed-
use facility) performing a qualified
solid waste disposal process or prelimi-
nary function, if the annual percentage
of solid waste processed in that quali-
fied solid waste disposal process or pre-
liminary function for each year that
the issue is outstanding (beginning
with the date such facility is placed in
service within the meaning of §1.150—
2(c)) equals at least 65 percent of the
materials processed in that qualified
solid waste disposal process or prelimi-
nary function, then all of the costs of
the property used for such process are
treated as allocable to a qualified solid
waste disposal process. The annual per-
centage of solid waste processed in
such qualified solid waste disposal
process or preliminary function for any
year is the percentage, by weight or
volume, of the total materials proc-
essed in that qualified solid waste dis-
posal process or preliminary function
that constitute solid waste for that
year.

(B) Special rule for extraordinary
events. In the case of an extraordinary
event that is beyond the control of the
operator of a solid waste disposal facil-
ity (such as a natural disaster, strike,
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major utility disruption, or govern-
mental intervention) and that causes a
solid waste disposal facility to be un-
able to meet the 65 percent test under
paragraph (g)(2)(ii)(A) of this section
for a particular year, the percentage of
solid waste processed for that year
equals—

(I) The sum of the amount of solid
waste processed in the solid waste dis-
posal facility for the year affected by
the extraordinary event and the
amount of solid waste processed in the
solid waste disposal facility during the
following two years in excess of the
amount required to meet the general 65
percent threshold for the facility dur-
ing each of such two years; divided by

(2) The total materials processed in
the solid waste disposal facility during
the year affected by the extraordinary
event. If the resulting measure of solid
waste processed for the year affected
by the extraordinary event equals at
least 65 percent, then the facility is
treated as meeting the requirements of
the 65 percent test under paragraph
(2)(2)(i1)(A) of this section for such
year.

(iii) Facilities functionally related and
subordinate to mired-input facilities. Ex-
cept to the extent that facilities are
functionally related and subordinate to
a mixed-input facility that meets the
656 percent test under paragraph
(2)(2)(ii) of this section, facilities qual-
ify as functionally related and subordi-
nate to a mixed-input facility only to
the extent that they are functionally
related and subordinate to the quali-
fied portion of the mixed-input facility
that is used for one or more qualified
solid waste disposal functions (includ-
ing a qualified solid waste disposal
process or a preliminary function).

(h) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. Nonqualified Unused Material—
Cloth. Company A takes wool and weaves it
into cloth and then sells the cloth to a man-
ufacturer to manufacture clothing. The cloth
is material that has not been used previously
as a product of or otherwise used in an agri-
cultural, commercial, consumer, govern-
mental, or industrial operation or activity,
or as a component of any such product or ac-
tivity. Accordingly, the cloth is not solid
waste.
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Example 2. Residual Material—Waste Coal.
Company B mines coal. Some of the ore
mined is a low quality byproduct of coal
mining commonly known as waste coal,
which cannot be converted to energy under a
normal energy-production process because
the BTU content is too low. Waste coal has
the lowest fair market value of any product
produced in Company B’s coal mining proc-
ess. Waste coal is solid waste because it is re-
sidual material within the meaning of para-
graph (c)(1)(i)(B) of this section and Com-
pany B reasonably expects to introduce the
waste coal into a solid waste disposal proc-
ess.

Example 3. Virgin Material—Logs. Company
C cuts down trees and sells the logs to an-
other company, which further processes the
logs into lumber. In order to facilitate ship-
ping, Company C cuts the trees into uniform
logs. The trees are not solid waste because
they are virgin material within the meaning
of paragraph (c)(2)(i) of this section that are
not being introduced into a final disposal
process within the meaning of paragraph
(d)(1) of this section. The division of such
trees into uniform logs does not change the
status of the trees as virgin material.

Example 4. Qualified Solid Waste Disposal
Process—Landfill. Company D plans to con-
struct a landfill. The landfill will not be sub-
ject to the final permit requirements under
subtitle C of title II of the Solid Waste Dis-
posal Act (as in effect on the date of enact-
ment of the Tax Reform Act of 1986). As of
the issue date, Company D expects that the
landfill will be filled entirely with material
that will qualify as solid waste within the
meaning of paragraph (c) of this section.
Placing solid waste into a landfill is a quali-
fied solid waste disposal process. The landfill
is a qualified solid waste disposal facility.

Example 5. Qualified Solid Waste Disposal
Process—Recycling Tires. Company E owns a
facility that converts used tires into roadbed
material. The used tires are used material
within the meaning of paragraph (c)(1)(i)(A)
of this section that qualifies as solid waste.
Between the introduction of the old tires
into the roadbed manufacturing process and
the completion of the roadbed material, the
facility does not create any interim useful
products. The process for the manufacturing
of the roadbed material from the old tires is
a qualified solid waste disposal process as a
recycling process and the facility that con-
verts the tires into roadbed material is a
qualified solid waste disposal facility. This
conclusion would be the same if the recy-
cling process took place at more than one
plant.

Example 6. Qualified Solid Waste Disposal
Process—Energy Conversion Process. Company
F receives solid waste from a municipal gar-
bage collector. Company F burns that solid
waste in an incinerator to remove exhaust
gas and to produce heat. Company F further
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processes the heat in a heat exchanger to
produce steam. Company F further processes
the steam to generate electricity. The en-
ergy conversion process ends with the pro-
duction of steam. The facilities used to burn
the solid waste and to capture the steam as
useful energy are qualified solid waste dis-
posal facilities because they process solid
waste in an energy conversion process. The
generating facilities used to process the
steam further to generate electricity are not
engaged in the energy conversion process
and are not qualified solid waste disposal fa-
cilities.

Example 7. Nonqualified Refurbishment. Com-
pany G purchases used cars and restores
them. This restoration process includes dis-
assembly, cleaning, and repairing of the cars.
Parts that cannot be repaired are replaced.
The restored cars contain at least 30 percent
of the original parts. While the cars are used
material, the refurbishing process is not a
qualified solid waste disposal process. Ac-
cordingly, Company G’s facility is not a
qualified solid waste disposal facility.

Example 8. Qualified Solid Waste Disposal Fa-
cility—First Useful Product Rule—Paper Recy-
cling. (i) Company H employs an integrated
process to re-pulp discarded magazines, clean
the pulp, and produce retail paper towel
products. Operational constraints on Com-
pany H’s process do not allow for reasonable
extraction, isolation, and sale of the cleaned
paper pulp independently without degrada-
tion of the pulp. Company H further proc-
esses the paper pulp into large industrial-
sized rolls of paper which are approximately
12 feet in diameter. At this point in the proc-
ess, Company H could either sell such indus-
trial-sized rolls of paper to another company
for further processing to produce retail paper
products or it could produce those retail
products itself. In general, paper pulp is a
useful product that is bought and sold on the
market as a material for input into manufac-
turing or production processes. The dis-
carded magazines are used material within
the meaning of paragraph (c)(1)(i)(A) of this
section. Company H’s facility is engaged in a
recycling process within the meaning of
paragraph (d)(3) of this section to the extent
that it repulps and cleans the discarded mag-
azines generally and further to the extent
that it produces industrial-sized rolls of
paper under the particular circumstances
here. Specifically, taking into account the
operational constraints on Company H’s fa-
cility that limit its ability reasonably to ex-
tract, isolate, and sell the paper pulp inde-
pendently, the first useful products within
the meaning of paragraph (e) of this section
from Company H’s recycling process are the
industrial-sized rolls of paper. The portion of
Company H’s facility that processes the dis-
carded magazines and produces industrial-
sized rolls of paper is a qualified solid waste
disposal facility, and the portion of Company



§1.142(a)(6)-1

H’s facility that further processes the indus-
trial-sized rolls of paper into retail paper
towels is not a qualified solid waste facility.

(ii) The facts are the same as in paragraph
(i) of this Example 8, except that Company H
is able reasonably to extract the cleaned
paper pulp from the process without degrada-
tion of the pulp and to sell the cleaned paper
pulp at its dock for a price that exceeds its
costs of extracting the pulp from the process.
Therefore, the paper pulp is the first useful
product within the meaning of paragraph (e)
of this section. As a result, the portion of
Company H’s facility that processes the dis-
carded magazines is a qualified solid waste
disposal facility, and the portion of Company
H’s facility that produces industrial-sized
rolls of paper is not a qualified solid waste
disposal facility. If, however, the only rea-
sonable way Company H could sell the pulp
was to transport the pulp to a distant mar-
ket, then the costs of storing and trans-
porting the pulp to the market may be taken
into account in determining whether the
pulp is the first useful product.

Example 9. Preliminary Function—Energy
Conversion Process. (i) Company I owns a
paper mill. At the mill, logs from nearby
timber operations are processed through a
machine that removes bark. The stripped
logs are used to manufacture paper. The
stripped bark has the lowest fair market
value of any product produced from the
paper mill. The stripped bark falls onto a
conveyor belt that transports the bark to a
storage bin that is used to store the bark
briefly until Company I feeds the bark into a
boiler. The conveyor belt and storage bin are
used only for these purposes. The boiler is
used only to create steam by burning the
bark, and the steam is used to generate elec-
tricity. The stripped bark is solid waste be-
cause it is residual material within the
meaning of paragraph (c)(1)(i)(B) of this sec-
tion and Company I expects to introduce the
bark into an energy conversion process with-
in a reasonable period of time. The creation
of steam from the stripped bark is an energy
conversion process that starts with the in-
cineration of the stripped bark. The energy
conversion process is a qualified solid waste
disposal process. The conveyor belt performs
a collection activity that is preliminary and
that is directly related to the solid waste
disposal function. The storage bin performs a
storage function that is preliminary and
that is directly related to the solid waste
disposal function. Thus, the conveyor belt
and storage bin are solid waste disposal fa-
cilities. The bark removal process is not a
preliminary function because it is not di-
rectly related to the energy conversion proc-
ess and it does not become so related merely
because it results in material that is solid
waste.

(ii) The facts are the same as in paragraph
(i) of this Example 9, except that the stripped
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bark represents only 55 percent by weight
and volume of the materials that are trans-
ported by the conveyor belt. The remaining
45 percent of the materials transported by
the conveyor belt are not solid waste and
these other materials are sorted from the
conveyor belt by a sorting machine imme-
diately before the stripped bark arrives at
the storage bin. Fifty-five percent of the
costs of the conveyor belt and the sorting
machine are allocable to solid waste disposal
functions.

Example 10. Preliminary Function—Final Dis-
posal Process. Company J owns a waste trans-
fer station and uses it to collect, sort, and
process solid waste. Company J uses its
trucks to haul the solid waste to the nearest
landfill. At least 65 percent by weight and
volume of the material brought to the trans-
fer station is solid waste. The waste transfer
station and the trucks perform functions
that are preliminary and directly related to
the solid waste disposal function of the land-
fill. Thus, the waste transfer station and the
trucks qualify as solid waste disposal facili-
ties.

Example 11. Mixed-Input Facility. Company
K owns an incinerator financed by an issue
and uses the incinerator exclusively to burn
coal and other solid material to create
steam. Each year while the issue is out-
standing, 40 percent by volume and 45 per-
cent by weight of the solid material that
Company K processes in the conversion proc-
ess is coal. The remainder of the solid mate-
rial is either used material or residual mate-
rial within the meaning of paragraph (c)(1)(1)
of this section. Sixty percent of the costs of
the property used to perform the energy con-
version process are allocable to a solid waste
disposal function.

(1) Effective/Applicability Dates—(1) In
general. Except as otherwise provided
in this paragraph (i), this section ap-
plies to bonds to which section 142 ap-
plies that are sold on or after October
18, 2011.

(2) Elective retroactive application.
Issuers may apply this section, in
whole, but not in part, to outstanding
bonds to which section 142 applies and
which were sold before October 18, 2011.

(8) Certain refunding bonds. An issuer
need not apply this section to bonds
that are issued in a current refunding
to refund bonds to which this section
does not apply if the weighted average
maturity of the refunding bonds is no
longer than the remaining weighted av-
erage maturity of the refunded bonds.

[T.D. 9546, 76 FR 51881, Aug. 19, 2011; 76 FR
55255, Sept. 7, 2011]
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§1.142(f)(4)-1 Manner of making elec-
tion to terminate tax-exempt bond
financing.

(a) Overview. Section 142(f)(4) permits
a person engaged in the local fur-
nishing of electric energy or gas (a
local furnisher) that uses facilities fi-
nanced with exempt facility bonds
under section 142(a)(8) and that ex-
pands its service area in a manner in-
consistent with the requirements of
sections 142(a)(8) and (f) to make an
election to ensure that those bonds will
continue to be treated as exempt facil-
ity bonds. The election must meet the
requirements of paragraphs (b) and (c)
of this section.

(b) Time for making election—(1) In
general. An election under section
142(f)(4)(B) must be filed with the Inter-
nal Revenue Service on or before 90
days after the date of the service area
expansion that causes bonds to cease to
meet the requirements of sections
142(a)(8) and (f).

(2) Date of service area expansion. For
the purposes of this section, the date of
the service area expansion is the first
date on which the local furnisher is au-
thorized to collect revenue for the pro-
vision of service in the expanded area.

(c) Manner of making election. An elec-
tion under section 142(f)(4)(B) must be
captioned “ELECTION TO TERMI-
NATE TAX-EXEMPT BOND FINANC-
ING”’, must be signed under penalties
of perjury by a person who has author-
ity to sign on behalf of the local fur-
nisher, and must contain the following
information—

(1) The name of the local furnisher;

(2) The tax identification number of
the local furnisher;

(3) The complete address of the local
furnisher;

(4) The date of the service area ex-
pansion;

(5) Identification of each bond issue
subject to the election, including the
complete name of each issue, the tax
identification number of each issuer,
the report number of the information
return filed under section 149(e) for
each issue, the issue date of each issue,
the CUSIP number (if any) of the bond
with the latest maturity of each issue,
the issue price of each issue, the ad-
justed issue price of each issue as of
the date of the election, the earliest
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date on which the bonds of each issue
may be redeemed, and the principal
amount of bonds of each issue to be re-
deemed on the earliest redemption
date;

(6) A statement that the local fur-
nisher making the election agrees to
the conditions stated in section
142(f)(4)(B); and

(7) A statement that each issuer of
the bonds subject to the election has
received written notice of the election.

(d) Effect on section 150(b). Except as
provided in paragraph (e) of this sec-
tion, if a local furnisher files an elec-
tion within the period specified in
paragraph (b) of this section, section
150(b) does not apply to bonds identi-
fied in the election during and after
that period.

(e) Effect of failure to meet agreements.
If a local furnisher fails to meet any of
the conditions stated in an election
pursuant to paragraph (c)(6) of this sec-
tion, the election is invalid.

(f) Corresponding provisions of the In-
ternal Revenue Code of 1954. Section
103(b)(4)(E) of the Internal Revenue
Code of 1954 set forth corresponding re-
quirements for the exclusion from
gross income of the interest on bonds
issued for facilities for the local fur-
nishing of electric energy or gas. For
the purposes of this section any ref-
erence to sections 142(a)(8) and (f) of
the Internal Revenue Code of 1986 in-
cludes a reference to the corresponding
portion of section 103(b)(4)(E) of the In-
ternal Revenue Code of 1954.

(g) Effective dates. This section ap-
plies to elections made on or after Jan-
uary 19, 2001.

[T.D. 8941, 66 FR 4671, Jan. 18, 2001]

§1.143(g)-1 Requirements related to
arbitrage.

(a) In general. Under section 143, for
an issue to be an issue of qualified
mortgage bonds or qualified veterans’
mortgage bonds (together, mortgage
revenue bonds), the requirements of
section 143(g) must be satisfied. An
issue satisfies the requirements of sec-
tion 143(g) only if such issue meets the
requirements of paragraph (b) of this
section and, in the case of an issue 95
percent or more of the net proceeds of
which are to be used to provide resi-
dences for veterans, such issue also
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meets the requirements of paragraph
(c) of this section. The requirements of
section 143(g) and this section are ap-
plicable in addition to the require-
ments of section 148 and §§1.148-0
through 1.148-11.

(b) Effective rate of mortgage interest
not to exceed bond yield by more than
1.125 percentage points—(1) Maximum
yield. An issue shall be treated as meet-
ing the requirements of this paragraph
(b) only if the excess of the effective
rate of interest on the mortgages fi-
nanced by the issue, over the yield on
the issue, is not greater over the term
of the issue than 1.125 percentage
points.

(2) Effective rate of interest. (i) In de-
termining the effective rate of interest
on any mortgage for purposes of this
paragraph (b), there shall be taken into
account all fees, charges, and other
amounts borne by the mortgagor that
are attributable to the mortgage or to
the bond issue. Such amounts include
points, commitment fees, origination
fees, servicing fees, and prepayment
penalties paid by the mortgagor.

(ii) Items that shall be treated as
borne by the mortgagor and shall be
taken into account in calculating the
effective rate of interest also include—

(A) All points, commitment fees,
origination fees, or similar charges
borne by the seller of the property; and

(B) The excess of any amounts re-
ceived from any person other than the
mortgagor by any person in connection
with the acquisition of the mortgagor’s
interest in the property over the usual
and reasonable acquisition costs of a
person acquiring like property when
owner-financing is not provided
through the use of mortgage revenue
bonds.

(iii) The following items shall not be
treated as borne by the mortgagor and
shall not be taken into account in cal-
culating the effective rate of interest—

(A) Any expected rebate of arbitrage
profit under paragraph (c) of this sec-
tion; and

(B) Any application fee, survey fee,
credit report fee, insurance charge or
similar settlement or financing cost to
the extent such amount does not ex-
ceed amounts charged in the area in
cases when owner-financing is not pro-
vided through the use of mortgage rev-
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enue bonds. For example, amounts paid
for Federal Housing Administration,
Veterans’ Administration, or similar
private mortgage insurance on an indi-
vidual’s mortgage, or amounts paid for
pool mortgage insurance on a pool of
mortgages, are not taken into account
so long as such amounts do not exceed
the amounts charged in the area with
respect to a similar mortgage, or pool
of mortgages, that is not financed with
mortgage revenue bonds. For this pur-
pose, amounts paid for pool mortgage
insurance include amounts paid to an
entity (for example, the Government
National Mortgage Association, the
Federal National Mortgage Association
(FNMA), the Federal Home Loan Mort-
gage Corporation, or other mortgage
insurer) to directly guarantee the pool
of mortgages financed with the bonds,
or to guarantee a pass-through secu-
rity backed by the pool of mortgages
financed with the bonds.

(C) The following example illustrates
the provisions of this paragraph
(b)(2)(dii):

Example. Housing Authority X issues bonds
intended to be qualified mortgage bonds
under section 143(a). At the time the bonds
are issued, X enters into an agreement with
a group of mortgage lending institutions
(lenders) under which the lenders agree to
originate and service mortgages that meet
certain specified requirements. After origi-
nating a specified amount of mortgages,
each lender issues a ‘‘pass-though security’’
(each, a PTS) backed by the mortgages and
sells the PTS to X. Under the terms of the
PTS, the lender pays X an amount equal to
the regular monthly payments on the mort-
gages (less certain fees), whether or not re-
ceived by the lender (plus any prepayments
and liquidation proceeds in the event of a
foreclosure or other disposition of any mort-
gages). FNMA guarantees the timely pay-
ment of principal and interest on each PTS.
From the payments received from each
mortgagor, the lender pays a fee to FNMA
for its guarantee of the PTS. The amounts
paid to FNMA do not exceed the amounts
charged in the area with respect to a similar
pool of mortgages that is not financed with
mortgage revenue bonds. Under this para-
graph (b)(2)(iii), the fees for the guarantee
provided by FNMA are an insurance charge
because the guarantee is pool mortgage in-
surance. Because the amounts charged for
the guarantee do not exceed the amounts
charged in the area with respect to a similar
pool of mortgages that is not financed with
mortgage revenue bonds, the amounts
charged for the guarantee are not taken into
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account in computing the effective rate of
interest on the mortgages financed with X’s
bonds.

(3) Additional rules. To the extent not
inconsistent with the Tax Reform Act
of 1986, Public Law 99-514 (the 1986
Act), or subsequent law, §6a.103A-2(i)(2)
(other than paragraphs (i)(2)(i) and
(1)(2)({i)(A) through (C)) of this chapter
applies to provide additional rules re-
lating to compliance with the require-
ment that the effective rate of mort-
gage interest not exceed the bond yield
by more than 1.125 percentage points.

(c) Arbitrage and investment gains to be
used to reduce costs of owner-financing.
As provided in section 143(g)(3), certain
earnings on nonpurpose investments
must either be paid or credited to
mortgagors, or paid to the TUnited
States, in certain circumstances. To
the extent not inconsistent with the
1986 Act or subsequent law, §6a.103A-
2(i)(4) of this chapter applies to provide
guidance relating to compliance with
this requirement.

(d) Effective dates—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, §1.143(g)-1 applies to bonds sold
on or after May 23, 2005, that are sub-
ject to section 143.

(2) Permissive retroactive application in
whole. Except as provided in paragraph
(d)(4) of this section, issuers may apply
§1.143(g)-1, in whole, but not in part, to
bonds sold before May 23, 2005, that are
subject to section 143.

(3) Bonds subject to the Internal Rev-
enue Code of 1954. Except as provided in
paragraph (d)(4) of this section and sub-
ject to the applicable effective dates
for the corresponding statutory provi-
sions, an issuer may apply §1.143(g)-1,
in whole, but not in part, to bonds that
are subject to section 103A(i) of the In-
ternal Revenue Code of 1954.

(4) Special rule for pre-July 1, 1993
bonds. To the extent that an issuer ap-
plies this section to bonds issued before
July 1, 1993, §6a.103A-2(i)(3) of this
chapter also applies to the bonds.

[T.D. 9204, 70 FR 29449, May 23, 2005]

§1.144-0 Table of contents.

This section lists the captioned para-
graphs contained in §§1.144-1 and 1.144-
2.
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§1.144-1 Qualified small issue bonds, qualified
student loan bonds, and qualified redevelop-
ment bonds.

(a) Overview.
(b) Scope.
(c) Effective dates.

§1.144-2 Remedial actions.
[T.D. 8712, 62 FR 2303, Jan. 16, 1997]

§1.144-1 Qualified small issue bonds,
qualified student loan bonds, and
qualified redevelopment bonds.

(a) Overview. Interest on a private ac-
tivity bond is not excludable from
gross income under section 103(a) un-
less the bond is a qualified bond. Under
section 141(e)(1)(D), a qualified small
issue bond issued under section 144(a)
may be a qualified bond. Under section
144(a), any qualified small issue bond is
any bond issued as a part of an issue 95
percent or more of the proceeds of
which are to be used to provide certain
manufacturing facilities or certain de-
preciable farm property and which
meets other requirements. Under sec-
tion 141(e)(1)(F) a qualified redevelop-
ment bond issued under section 144(c)
is a qualified bond. Under section
144(c), a qualified redevelopment bond
is any bond issued as a part of an issue
95 percent or more of the net proceeds
of which are to be used for one or more
redevelopment purposes and which
meets certain other requirements.

(b) Scope. Sections 1.144-0 through
1.144-2 apply for purposes of the rules
for small issue bonds under section
144(a) and qualified redevelopment
bonds under section 144(c), except that
§1.144-2 does not apply to the require-
ments for qualified small issue bonds
under section 144(a)(4) (relating to the
limitation on capital expenditures) or
under section 144(a)(10) (relating to the
aggregate limit of tax-exempt bonds
per taxpayer).

(c) Effective dates. For effective dates
of §§1.144-0 through 1.144-2, see §1.141-
16.

[T.D. 8712, 62 FR 2303, Jan. 16, 1997]

§1.144-2 Remedial actions.

The remedial action rules of §1.142-2
apply to qualified small issue bonds
issued under section 144(a) and to
qualified redevelopment bonds issued
under section 144(c), for this purpose
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treating those bonds as exempt facility
bonds and the qualifying purposes for
those bonds as exempt facilities.

[T.D. 8712, 62 FR 2303, Jan. 16, 1997]

§1.145-0 Table of contents.

This section lists the captioned para-
graphs contained in §§1.145-1 and 1.145-
2.

$1.145-1 Qualified 501(c)(3) bonds.
(a) Overview.
(b) Scope.
(c) Effective dates.

$1.145-2 Application of private activity bond
regulations.

(a) In general.

(b) Modification of private business tests.

(c) Exceptions.

(1) Certain provisions relating to govern-
mental programs.

(2) Costs of issuance.

(d) Issuance costs financed by prior issue.

[T.D. 8712, 62 FR 2303, Jan. 16, 1997, as amend-
ed by T.D. 9234, 70 FR 75035, Dec. 19, 2005]

§1.145-1 Qualified 501(c)(3) bonds.

(a) Overview. Interest on a private ac-
tivity bond is not excludable from
gross income under section 103(a) un-
less the bond is a qualified bond. Under
section 141(e)(1)(G), a qualified 501(c)(3)
bond issued under section 145 is a quali-
fied bond. Under section 145, a qualified
501(c)(3) bond is any bond issued as a
part of an issue that satisfies the re-
quirements of sections 145(a) through
(d).

(b) Scope. Sections 1.145-0 through
1.145-2 apply for purposes of section
145(a).

(c) Effective dates. For effective dates
of §§1.145-0 through 1.145-2, see §1.141-
15.

[T.D. 8712, 62 FR 2303, Jan. 16, 1997]

§1.145-2 Application of private activ-
ity bond regulations.

(a) In general. Except as provided in
this section, §§1.141-0 through 1.141-15
apply to section 145(a). For example,
under this section, §1.141-1, and §1.141-
2, an issue ceases to be an issue of
qualified 501(c)(3) bonds if the issuer or
a conduit borrower 501(c)(3) organiza-
tion takes a deliberate action, subse-
quent to the issue date, that causes the
issue to fail to comply with the re-
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quirements of sections 141(e) and 145
(such as an action that results in rev-
ocation of exempt status of the 501(c)(3)
organization).

(b) Modification of private business
tests. In applying §§1.141-0 through
1.141-15 to section 145(a)—

(1) References to governmental per-
sons include 501(c)(3) organizations
with respect to their activities that do
not constitute unrelated trades or busi-
nesses under section 513(a);

(2) References to ‘10 percent’” and
“proceeds’” in the context of the pri-
vate business use test and the private
security or payment test mean ‘5 per-
cent’ and ‘‘net proceeds’’; and

(3) References to the private business
use test in §§1.141-2 and 1.141-12 include
the ownership test of section 145(a)(1).

(c) Exceptions—(1) Certain provisions
relating to govermmental programs. The
following provisions do not apply to
section 145: §1.141-2(d)(4) (relating to
the special rule for dispositions of per-
sonal property in the ordinary course
of an established governmental pro-
gram) and §1.141-2(d)(5) (relating to the
special rule for general obligation bond
programs that finance a large number
of separate purposes).

(2) Costs of issuance. Section 1.141-
3(g)(6) does not apply to section
145(a)(2) to the extent that it provides
that costs of issuance are allocated rat-
ably among the other purposes for
which the proceeds are used. For pur-
poses of section 145(a)(2), costs of
issuance are treated as private business
use.

(d) Issuance costs financed by prior
issue. Solely for purposes of applying
the private business use test to a re-
funding issue under §1.141-13, the use of
proceeds of the prior issue (or any ear-
lier issue in a series of refundings) to
pay issuance costs of the prior issue (or
the earlier issue) is treated as a gov-
ernment use.

[T.D. 8712, 62 FR 2303, Jan. 16, 1997, as amend-
ed by T.D. 9234, 70 FR 75035, Dec. 19, 2005]
§1.147-0 Table of contents.

This section lists the captioned para-
graphs contained in §§1.147-1 and 1.147-
2.
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§1.147-1 Other requirements applicable to
certain private activity bonds.

(a) Overview.
(b) Scope.
(c) Effective dates.

§1.147-2 Remedial actions.
[T.D. 8712, 62 FR 2304, Jan. 16, 1997]

§1.147-1 Other requirements applica-
ble to certain private activity
bonds.

(a) Overview. Interest on a private ac-
tivity bond is not excludable from
gross income under section 103(a) un-
less the bond is a qualified bond. Under
section 147, certain requirements must
be met for a private activity bond to
qualify as a qualified bond.

(b) Scope. Sections 1.147-0 through
1.147-2 apply for purposes of the rules
in section 147 for qualified private ac-
tivity bonds that permit use of pro-
ceeds to acquire land for environ-
mental purposes (section 147(c)(3)), per-
mit use of proceeds for certain re-
habilitations (section 147(d) (2) and (3)),
prohibit use of proceeds to finance
skyboxes, airplanes, gambling estab-
lishments and similar facilities (sec-
tion 147(e)), and require public approval
(section 147(f)), but not for the rules
limiting use of proceeds to acquire land
or existing property under sections
147(c) (1) and (2), and (d)(1).

(c) Effective dates. For effective dates
of §§1.147-0 through 1.147-2, see §1.141-
16.

[T.D. 8712, 62 FR 2304, Jan. 16, 1997]

§1.147-2 Remedial actions.

The remedial action rules of §1.142-2
apply to the rules in section 147 for
qualified private activity bonds that
permit use of proceeds to acquire land
for environmental purposes (section
147(c)(3)), permit use of proceeds for
certain rehabilitations (section 147(d)
(2) and (3)), prohibit use of proceeds to
finance skyboxes, airplanes, gambling
establishments and similar facilities
(section 147(e)), and require public ap-
proval (section 147(f)), for this purpose
treating those private activity bonds
subject to the rules under section 147
as exempt facility bonds and the quali-
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fying purposes for those bonds as ex-
empt facilities.

[T.D. 8712, 62 FR 2304, Jan. 16, 1997]

§1.147(b)-1 Bond maturity limitation-
treatment of working capital.

Section 147(b) does not apply to pro-
ceeds of a private activity bond issue
used to finance working capital ex-
penditures.

[T.D. 8476, 58 FR 33515, June 18, 1993]

§1.148-0 Scope and table of contents.

(a) Overview. Under section 103(a), in-
terest on certain obligations issued by
States and local governments is ex-
cludable from the gross income of the
owners. Section 148 was enacted to
minimize the arbitrage benefits from
investing gross proceeds of tax-exempt
bonds in higher yielding investments
and to remove the arbitrage incentives
to issue more bonds, to issue bonds ear-
lier, or to leave bonds outstanding
longer than is otherwise reasonably
necessary to accomplish the govern-
mental purposes for which the bonds
were issued. To accomplish these pur-
poses, section 148 restricts the direct
and indirect investment of bond pro-
ceeds in higher yielding investments
and requires that certain earnings on
higher yielding investments be rebated
to the United States. Violation of these
provisions causes the bonds in the issue
to become arbitrage bonds, the interest
on which is not excludable from the
gross income of the owners under sec-
tion 103(a). The regulations in §§1.148-1
through 1.148-11 apply in a manner con-
sistent with these purposes.

(b) Scope. Sections 1.148-1 through
1.148-11 apply generally for purposes of
the arbitrage restrictions on State and
local bonds under section 148.

(c) Table of contents. This paragraph
(c) lists the table of contents for
§§1.148-1, 1.148-2, 1.148-3, 1.148-4, 1.148-5,
1.148-6, 1.148-7, 1.148-8, 1.148-9, 1.148-10
and 1.148-11.

§1.148-1 Definitions and elections.

(a) In general.

(b) Certain definitions.

(c) Definition of replacement proceeds.
(1) In general.

(2) Sinking fund.

(3) Pledged fund.

(4) Other replacement proceeds.
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(d) Elections.

(e) Investment-type property.
(1) In general.

(2) Prepayments.

(3) Certain hedges.

$§1.148-2 General arbitrage yield restriction
rules.

(a) In general.

(b) Reasonable expectations.

(1) In general.

(2) Certification of expectations.

(c) Intentional acts.

(d) Materially higher yielding investments.

(1) In general.

(2) Definitions of materially higher yield.

(3) Mortgage loans.

(e) Temporary periods.

(1) In general.

(2) General 3-year temporary period for
capital projects and qualified mortgage
loans.

(3) Temporary period for restricted work-
ing capital expenditures.

(4) Temporary period for pooled financings.

(5) Temporary period for replacement pro-
ceeds.

(6) Temporary period for investment pro-
ceeds.

(7) Other amounts.

(f) Reserve or replacement funds.

(1) General 10 percent limitation on fund-
ing with sale proceeds.

(2) Exception from yield restriction for
reasonably required reserve or replacement
funds.

(3) Certain parity reserve funds.

(g) Minor portion.

(h) Certain waivers permitted.

§1.148-3 General arbitrage rebate rules.

(a) In general.

(b) Definition of rebate amount.

(c) Computation of future value of a pay-
ment or receipt.

(d) Payments and receipts.

(1) Definition of payments.

(2) Definition of receipts.

(3) Special rules for commingled funds.

(e) Computation dates.

(1) In general.

(2) Final computation date.

(f) Amount of required rebate installment
payment.

(1) Amount of interim rebate payments.

(2) Amount of final rebate payment.

(3) Future value of rebate payments.

(g) Time and manner of payment.

(h) Penalty in lieu of loss of tax exemption.

(1) In general.

(2) Interest on underpayments.

(3) Waivers of the penalty.

(4) Application to alternative penalty
under §1.148-7.

(i) Recovery of overpayment of rebate.

(1) In general.
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(2) Limitations on recovery.

(3) Time and manner for requesting refund.
(j) Examples.

(k) Bona fide debt service fund exception.

§1.148-4 Yield on an issue of bonds.

(a) In general.

(b) Computing yield on a fixed yield issue.

(1) In general.

(2) Yield on certain fixed yield bonds sub-
ject to mandatory or contingent early re-
demption.

(3) Yield on certain fixed yield bonds sub-
ject to optional early redemption.

(4) Yield recomputed upon transfer of cer-
tain rights associated with the bond.

(5) Special aggregation rule treating cer-
tain bonds as a single fixed yield bond.

(6) Examples.

(c) Computing yield on a variable yield
issue.

(1) In general.

(2) Payments on bonds included in yield for
a computation period.

(3) Example.

(d) Conversion from variable yield issue to
fixed yield issue.

(e) Value of bonds.

(1) Plain par bonds.

(2) Other bonds.

(f) Qualified guarantees.

(1) In general.

(2) Interest savings.

(3) Guarantee in substance.

(4) Reasonable charge.

(5) Guarantee of purpose investments.

(6) Allocation of qualified guarantee pay-
ments.

(7) Refund or reduction of guarantee pay-
ments.

(g) Yield on certain mortgage revenue and
student loan bonds.

(h) Qualified hedging transactions.

(1) In general.

(2) Qualified hedge defined.

(3) Accounting for qualified hedges.

(4) Certain variable yield bonds treated as
fixed yield bonds.

(5) Contracts entered into before issue date
of hedged bond.

(6) Authority of the Commissioner.

§1.148-5 Yield and valuation of investments.

(a) In general.

(b) Yield on an investment.

(1) In general.

(2) Yield on a separate class of invest-
ments.

(3) Investments to be held beyond issue’s
maturity or beyond temporary period.

(4) Consistent redemption assumptions on
purpose investments.

(5) Student loan special allowance pay-
ments included in yield.

(c) Yield reduction payments to the United
States.



Internal Revenue Service, Treasury

(1) In general.

(2) Manner of payment.

(3) Applicability of special yield reduction
rule.

(d) Value of investments.

(1) In general.

(2) Mandatory valuation of yield restricted
investments at present value.

(3) Mandatory valuation of certain invest-
ments at fair market value.

(4) Special transition rule for transferred
proceeds.

(5) Definition of present value of an invest-
ment.

(6) Definition of fair market value.

(e) Administrative costs of investments.

(1) In general.

(2) Qualified administrative costs on non-
purpose investments.

(3) Qualified administrative costs on pur-
pose investments.

§1.148-6 General allocation and accounting
rules.

(a) In general.

(1) Reasonable accounting methods re-
quired.

(2) Bona fide deviations from accounting
method.

(b) Allocation of gross proceeds to an issue.

(1) One-issue rule and general ordering
rules.

(2) Universal cap on value of nonpurpose
investments allocated to an issue.

(c) Fair market value limit on allocations
to nonpurpose investments.

(d) Allocation of gross proceeds to expendi-
tures.

(1) Expenditures in general.

(2) Treatment of gross proceeds invested in
purpose investments.

(3) Expenditures for working capital pur-
poses.

(4) Expenditures for grants.

(5) Expenditures for reimbursement pur-
poses.

(6) Expenditures of certain commingled in-
vestment proceeds of governmental issues.

(7) Payments to related parties.

(e) Special rules for commingled funds.

(1) In general.

(2) Investments held by a commingled
fund.

(3) Certain expenditures involving a com-
mingled fund.

(4) Fiscal periods.

(5) Unrealized gains and losses on invest-
ments of a commingled fund.

(6) Allocations of commingled funds serv-
ing as common reserve funds or sinking
funds.

§1.146-7 Spending exceptions to the rebate
requirement.

(a) Scope of section.
(1) In general.
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(2) Relationship of spending exceptions.

(3) Spending exceptions not mandatory.

(b) Rules applicable for all spending excep-
tions.

(1) Special transferred proceeds rules.

(2) Application of multipurpose issue rules.

(3) Expenditures for governmental purposes
of the issue.

(4) De minimis rule.

(b) Special definition of reasonably re-
quired reserve or replacement fund.

(6) Pooled financing issue.

(c) 6-month exception.

(1) General rule.

(2) Additional period for certain bonds.

(3) Amounts not included in gross proceeds.

(4) Series of refundings.

(d) 18-month exception.

(1) General rule.

(2) Extension for reasonable retainage.

(3) Gross proceeds.

(4) Application to multipurpose issues.

(e) 2-year exception.

(1) General rule.

(2) Extension for reasonable retainage.

(3) Definitions.

(f) Construction issue.

(1) Definition.

(2) Use of actual facts.

(3) Ownership requirement.

(g) Construction expenditures.

(1) Definition.

(2) Certain acquisitions under turnkey con-
tracts treated as construction expenditures.

(3) Constructed personal property.

(4) Specially developed computer software.

(5) Examples.

(h) Reasonable retainage definition.

(i) Available construction proceeds.

(1) Definition in general.

(2) Earnings on a reasonably required re-
serve or replacement fund.

(3) Reasonable expectations test for future
earnings.

(4) Issuance costs.

(5) One and one-half percent penalty in lieu
of arbitrage rebate.

(6) Payments on purpose investments and
repayments of grants.

(7) Examples.

(j) Election to treat portion of issue used
for construction as separate issue.

(1) In general.

(2) Example.

(k) One and one-half percent penalty in
lieu of arbitrage rebate.

(1) In general.

(2) Application to reasonable retainage.

(3) Coordination with rebate requirement.

(1) Termination of 1% percent penalty.

(1) Termination after initial temporary pe-
riod.

(2) Termination before end of initial tem-
porary period.

(3) Application to reasonable retainage.

(4) Example.

(m) Payment of penalties.
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§1.148-8 Small issuer exception to rebate
requirement.

(a) Scope.

(b) General taxing powers.

(c) Size limitation.

(1) In general.

(2) Aggregation rules.

(3) Certain refunding bonds not taken into
account.

(d) Pooled financings.

(1) Treatment of pool issuer.

(2) Treatment of conduit borrowers.

(e) Refunding issues.

(1) In general.

(2) Multipurpose issues.

$1.148-9 Arbitrage rules for refunding issues.

(a) Scope of application.

(b) Transferred proceeds allocation rule.

(1) In general.

(2) Special definition of principal amount.

(3) Relation of transferred proceeds rule to
universal cap rule.

(4) Limitation
transfers.

(c) Special allocation rules for refunding
issues.

(1) Allocations of investments.

(2) Allocations of mixed escrows to expend-
itures for principal, interest, and redemption
prices on a prior issue.

(d) Temporary periods in refundings.

(1) In general.

(2) Types
refundings.

(e) Reasonably required reserve or replace-
ment funds in refundings.

(f) Minor portions in refundings.

(g) Certain waivers permitted.

(h) Multipurpose issue allocations.

(1) Application of multipurpose issue allo-
cation rules.

(2) Rules on allocations of multipurpose
issues.

(3) Separate purposes of a multipurpose
issue.

(4) Allocations of bonds of a multipurpose
issue.

(5) Limitation on multi-generation alloca-
tions.

(i) Operating rules for separation of prior
issues into refunded and unrefunded por-
tions.

(1) In general.

(2) Allocations of proceeds and investments
in a partial refunding.

(3) References to prior issue.

on multi-generational

of temporary periods in

§1.148-10 Anti-abuse rules and authority of
Commissioner.

(a) Abusive arbitrage device.

(1) In general.

(2) Abusive arbitrage device defined.

(3) Exploitation of tax-exempt interest
rates.

(4) Overburdening the tax-exempt market.
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(b) Consequences of overburdening the tax-
exempt bond market.

(1) In general.

(2) Application.

(c) Anti-abuse rules on excess gross pro-
ceeds of advance refunding issues.

(1) In general.

(2) Definition of excess gross proceeds.

(3) Special treatment of transferred pro-
ceeds.

(4) Special rule for crossover refundings.

(b) Special rule for gross refundings.

(d) Examples.

(e) Authority of the Commissioner to
clearly reflect the economic substance of a
transaction.

(f) Authority of the Commissioner to re-
quire an earlier date for payment of rebate.

(g) Authority of the Commissioner to
waive regulatory limitations.

§1.148-11 Effective/applicability dates.

(a) In general.

(b) Elective retroactive application
whole.

(1) In general.

(2) No elective retroactive application for
18-month spending exception.

(3) No elective retroactive application for
hedges of fixed rate issues.

(4) No elective retroactive application for
safe harbor for establishing fair market
value for guaranteed investment contracts
and investments purchased for a yield re-
stricted defeasance escrow.

(c) Elective retroactive application of cer-
tain provisions.

(1) Retroactive application of overpayment
recovery provisions.

(2) Certain allocations of multipurpose
issues.

(3) Special limitation.

(d) Transition rule excepting certain state
guarantee funds from the definition of re-
placement proceeds.

(1) Certain perpetual trust funds.

(2) Permanent University Fund.

(e) Transition rule regarding special allow-
ance payments.

(f) Transition rule regarding applicability
of yield reduction rule.

(g) Provisions applicable to certain bonds
sold before effective date.

(h) Safe harbor for establishing fair market
value for guaranteed investment contracts
and investments purchased for a yield re-
stricted defeasance escrow.

(i) Special rule for certain broker’s com-
missions and similar fees.

(j) Certain prepayments.

(k) [Reserved]

(1) Additional arbitrage guidance updates.

(1) - (3) [Reserved]

in



Internal Revenue Service, Treasury

(4) Application.
[T.D. 8476, 58 FR 33515, June 18, 1993, as
amended by T.D. 8538, 59 FR 24041, May 10,
1994; T.D. 8718, 62 FR 25506, May 9, 1997; T.D.
9085, 68 FR 45775, Aug. 4, 2003; T.D. 9097, 68 FR
69022, Dec. 11, 2003; T.D. 9701, 79 FR 67351,
Nov. 13, 2014]

§1.148-1 Definitions and elections.

(a) In general. The definitions in this
section and the definitions under sec-
tion 150 apply for purposes of section
148 and §§1.148-1 through 1.148-11.

(b) Certain definitions. The following
definitions apply:

Accounting method means both the
overall method used to account for
gross proceeds of an issue (e.g., the
cash method or a modified accrual
method) and the method used to ac-
count for or allocate any particular
item within that overall accounting
method (e.g., accounting for invest-
ments, expenditures, allocations to and
from different sources, and particular
items of the foregoing).

Annuity contract means annuity con-
tract as defined in section 72.

Available amount means available
amount as defined in §1.148-6(d)(3)(iii).

Bona fide debt service fund means a
fund, which may include proceeds of an
issue, that—

(1) Is used primarily to achieve a
proper matching of revenues with prin-
cipal and interest payments within
each bond year; and

(2) Is depleted at least once each bond
year, except for a reasonable carryover
amount not to exceed the greater of:

(i) the earnings on the fund for the
immediately preceding bond year; or

(ii) one-twelfth of the principal and
interest payments on the issue for the
immediately preceding bond year.

Bond year means, in reference to an
issue, each l-year period that ends on
the day selected by the issuer. The first
and last bond years may be short peri-
ods. If no day is selected by the issuer
before the earlier of the final maturity
date of the issue or the date that is 5
years after the issue date, bond years
end on each anniversary of the issue
date and on the final maturity date.

Capital project or capital projects
means all capital expenditures, plus re-
lated working capital expenditures to
which the de minimis rule under §1.148-
6(d)(3)(ii)(A) applies, that carry out the
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governmental purposes of an issue. For
example, a capital project may include
capital expenditures for one or more
buildings, plus related start-up oper-
ating costs.

Commingled fund means any fund or
account containing both gross proceeds
of an issue and amounts in excess of
$25,000 that are not gross proceeds of
that issue if the amounts in the fund or
account are invested and accounted for
collectively, without regard to the
source of funds deposited in the fund or
account. An open-end regulated invest-
ment company under section 851, how-
ever, is not a commingled fund.

Computation date means each date on
which the rebate amount for an issue is
computed under §1.148-3(e).

Computation period means the period
between computation dates. The first
computation period begins on the issue
date and ends on the first computation
date. Each succeeding computation pe-
riod begins on the date immediately
following the computation date and
ends on the next computation date.

Consistently applied means applied
uniformly within a fiscal period and be-
tween fiscal periods to account for
gross proceeds of an issue and any
amounts that are in a commingled
fund.

De minimis amount means—

(1) In reference to original issue dis-
count (as defined in section 1273(a)(1))
or premium on an obligation—

(i) An amount that does not exceed 2
percent multiplied by the stated re-
demption price at maturity; plus

(ii) Any original issue premium that
is attributable exclusively to reason-
able underwriters’ compensation; and

(2) In reference to market discount
(as defined in section 1278(a)(2)(A)) or
premium on an obligation, an amount
that does not exceed 2 percent multi-
plied by the stated redemption price at
maturity.

Economic accrual method (also known
as the constant interest method or actu-
arial method) means the method of com-
puting yield that is based on the
compounding of interest at the end of
each compounding period.

Fair market value means fair market
value as defined in §1.148-5(d)(6).
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Fired rate investment means any in-
vestment whose yield is fixed and de-
terminable on the issue date.

Fixed yield bond means any bond
whose yield is fixed and determinable
on the issue date using the assump-
tions and rules provided in §1.148-4(b).

Fired yield issue means any issue if
each bond that is part of the issue is a
fixed yield bond.

Gross proceeds means any proceeds
and replacement proceeds of an issue.

Guaranteed investment contract in-
cludes any nonpurpose investment that
has specifically negotiated withdrawal
or reinvestment provisions and a spe-
cifically negotiated interest rate, and
also includes any agreement to supply
investments on two or more future
dates (e.g., a forward supply contract).

Higher wyielding investments means
higher yielding investments as defined
in section 148(b)(1).

Investment means any investment
property as defined in sections 148(b)(2)
and 148(b)(3), and any other tax-exempt
bond.

Investment  proceeds means any
amounts actually or constructively re-
ceived from investing proceeds of an
issue.

Investment-type property is defined in
paragraph (e) of this section.

Issue price means, except as otherwise
provided, issue price as defined in sec-
tions 1273 and 1274. Generally, the issue
price of bonds that are publicly offered
is the first price at which a substantial
amount of the bonds is sold to the pub-
lic. Ten percent is a substantial
amount. The public does not include
bond houses, brokers, or similar per-
sons or organizations acting in the ca-
pacity of underwriters or wholesalers.
The issue price does not change if part
of the issue is later sold at a different
price. The issue price of bonds that are
not substantially identical is deter-
mined separately. The issue price of
bonds for which a bona fide public of-
fering is made is determined as of the
sale date based on reasonable expecta-
tions regarding the initial public offer-
ing price. If a bond is issued for prop-
erty, the applicable Federal tax-ex-
empt rate is used in lieu of the Federal
rate in determining the issue price
under section 1274. The issue price of
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bonds may not exceed their fair market
value as of the sale date.

Issuer generally means the entity
that actually issues the issue, and, un-
less the context or a provision clearly
requires otherwise, each conduit bor-
rower of the issue. For example, rules
imposed on issuers to account for gross
proceeds of an issue apply to a conduit
borrower to account for any gross pro-
ceeds received under a purpose invest-
ment. Provisions regarding elections,
filings, liability for the rebate amount,
and certifications of reasonable expec-
tations apply only to the actual issuer.

Multipurpose issue means an issue the
proceeds of which are used for two or
more separate purposes determined in
accordance with §1.148-9(h).

Net sale proceeds means sale proceeds,
less the portion of those sale proceeds
invested in a reasonably required re-
serve or replacement fund under sec-
tion 148(d) and as part of a minor por-
tion under section 148(e).

Nonpurpose investment means any in-
vestment property, as defined in sec-
tion 148(b), that is not a purpose in-
vestment.

Payment means a payment as defined
in §1.148-3(d) for purposes of computing
the rebate amount, and a payment as
defined in §1.148-5(b) for purposes of
computing the yield on an investment.

Plain par bond means a qualified ten-
der bond or a bond—

(1) Issued with not more than a de
minimis amount of original issue dis-
count or premium;

(2) Issued for a price that does not in-
clude accrued interest other than pre-
issuance accrued interest;

(3) That bears interest from the issue
date at a single, stated, fixed rate or
that is a variable rate debt instrument
under section 1275, in each case with
interest unconditionally payable at
least annually; and

(4) That has a lowest stated redemp-
tion price that is not less than its out-
standing stated principal amount.

Plain par investment means an invest-
ment that is an obligation—

(1) Issued with not more than a de
minimis amount of original issue dis-
count or premium, or, if acquired on a
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date other than the issue date, ac-
quired with not more than a de mini-
mis amount of market discount or pre-
mium;

(2) Issued for a price that does not in-
clude accrued interest other than pre-
issuance accrued interest;

(3) That bears interest from the issue
date at a single, stated, fixed rate or
that is a variable rate debt instrument
under section 1275, in each case with
interest unconditionally payable at
least annually; and

(4) That has a lowest stated redemp-
tion price that is not less than its out-
standing stated principal amount.

Pre-issuance accrued interest means
amounts representing interest that ac-
crued on an obligation for a period not
greater than one year before its issue
date but only if those amounts are paid
within one year after the issue date.

Proceeds means any sale proceeds, in-
vestment proceeds, and transferred
proceeds of an issue. Proceeds do not
include, however, amounts actually or
constructively received with respect to
a purpose investment that are properly
allocable to the immaterially higher
yield under §1.148-2(d) or section 143(g)
or to qualified administrative costs re-
coverable under §1.148-5(e).

Program investment means a purpose
investment that is part of a govern-
mental program in which—

(1) The program involves the origina-
tion or acquisition of purpose invest-
ments;

(2) At least 95 percent (90 percent for
qualified student loans under section
144(b)(1)(A)) of the cost of the purpose
investments acquired under the pro-
gram represents one or more loans to a
substantial number of persons rep-
resenting the general public, States or
political subdivisions, 501(c)(3) organi-
zations, persons who provide housing
and related facilities, or any combina-
tion of the foregoing;

(3) At least 95 percent of the receipts
from the purpose investments are used
to pay principal, interest, or redemp-
tion prices on issues that financed the
program, to pay or reimburse adminis-
trative costs of those issues or of the
program, to pay or reimburse antici-
pated future losses directly related to
the program, to finance additional pur-
pose investments for the same general
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purposes of the program, or to redeem
and retire governmental obligations at
the next earliest possible date of re-
demption;

(4) The program documents prohibit
any obligor on a purpose investment fi-
nanced by the program or any related
party to that obligor from purchasing
bonds of an issue that finance the pro-
gram in an amount related to the
amount of the purpose investment ac-
quired from that obligor; and

(5) The issuer has not waived the
right to treat the investment as a pro-
gram investment.

Purpose investment means an invest-
ment that is acquired to carry out the
governmental purpose of an issue.

Qualified administrative costs means
qualified administrative costs as de-
fined in §1.148-5(e).

Qualified guarantee means a qualified
guarantee as defined in §1.148-4(f).

Qualified hedge means a qualified
hedge as defined in §1.148-4(h)(2).

Reasonable expectations or reasonable-
ness. An issuer’s expectations or ac-
tions are reasonable only if a prudent
person in the same circumstances as
the issuer would have those same ex-
pectations or take those same actions,
based on all the objective facts and cir-
cumstances. Factors relevant to a de-
termination of reasonableness include
the issuer’s history of conduct con-
cerning stated expectations made in
connection with the issuance of obliga-
tions, the level of inquiry by the issuer
into factual matters, and the existence
of covenants, enforceable by bond-
holders, that require implementation
of specific expectations. For a conduit
financing issue, factors relevant to a
determination of reasonableness in-
clude the reasonable expectations of
the conduit borrower, but only if,
under the circumstances, it is reason-
able and prudent for the issuer to rely
on those expectations.

Rebate amount means 100 percent of
the amount owed to the United States
under section 148(f)(2), as further de-
scribed in §1.148-3.

Receipt means a receipt as defined in
§1.148-3(d) for purposes of computing
the rebate amount, and a receipt as de-
fined in §1.148-5(b) for purposes of com-
puting yield on an investment.
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Refunding escrow means one or more
funds established as part of a single
transaction or a series of related trans-
actions, containing proceeds of a re-
funding issue and any other amounts
to provide for payment of principal or
interest on one or more prior issues.
For this purpose, funds are generally
not so established solely because of—

(1) The deposit of proceeds of an issue
and replacement proceeds of the prior
issue in an escrow more than 6 months
apart, or

(2) The deposit of proceeds of com-
pletely separate issues in an escrow.

Replacement proceeds 1is defined
paragraph (c) of this section.

Restricted working capital expenditures
means working capital expenditures
that are subject to the proceeds-spent-
last rule in §1.148-6(d)(3)(i) and are in-
eligible for any exception to that rule.

Sale proceeds means any amounts ac-
tually or constructively received from
the sale of the issue, including
amounts used to pay underwriters’ dis-
count or compensation and accrued in-
terest other than pre-issuance accrued
interest. Sale proceeds also include,
but are not limited to, amounts derived
from the sale of a right that is associ-
ated with a bond, and that is described
in §1.148-4(b)(4). See also §1.148-4(h)(5)
treating amounts received upon the
termination of certain hedges as sale
proceeds.

Stated redemption price means the re-
demption price of an obligation under
the terms of that obligation, including
any call premium.

Transferred proceeds means trans-
ferred proceeds as defined in §1.148-9
(or the applicable corresponding provi-
sion of prior law).

Unconditionally payable means pay-
able under terms in which—

(1) Late payment or nonpayment re-
sults in a significant penalty to the
borrower or reasonable remedies to the
lender, and

(2) It is reasonably certain on the
issue date that the payment will actu-
ally be made.

Value means value determined under
§1.148-4(e) for a bond, and value deter-
mined under §1.148-5(d) for an invest-
ment.

Variable yield bond means any bond
that is not a fixed yield bond.

in
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Variable yield issue means any issue
that is not a fixed yield issue.

Yield means yield computed under
§1.148-4 for an issue, and yield com-
puted under §1.148-5 for an investment.

Yield restricted means required to be
invested at a yield that is not materi-
ally higher than the yield on the issue
under section 148(a) and §1.148-2.

(c) Definition of replacement proceeds—
(1) In general. Amounts are replace-
ment proceeds of an issue if the
amounts have a sufficiently direct
nexus to the issue or to the govern-
mental purpose of the issue to conclude
that the amounts would have been used
for that governmental purpose if the
proceeds of the issue were not used or
to be used for that governmental pur-
pose. For this purpose, governmental
purposes include the expected use of
amounts for the payment of debt serv-
ice on a particular date. The mere
availability or preliminary earmarking
of amounts for a governmental pur-
pose, however, does not in itself estab-
lish a sufficient nexus to cause those
amounts to be replacement proceeds.
Replacement proceeds include, but are
not limited to, sinking funds, pledged
funds, and other replacement proceeds
described in paragraph (c)(4) of this
section, to the extent that those funds
or amounts are held by or derived from
a substantial beneficiary of the issue.
A substantial beneficiary of an issue
includes the issuer and any related
party to the issuer, and, if the issuer is
not a state, the state in which the
issuer is located. A person is not a sub-
stantial beneficiary of an issue solely
because it is a guarantor under a quali-
fied guarantee.

(2) Sinking fund. Sinking fund includes
a debt service fund, redemption fund,
reserve fund, replacement fund, or any
similar fund, to the extent reasonably
expected to be used directly or indi-
rectly to pay principal or interest on
the issue.

(3) Pledged fund—(@i) In general. A
pledged fund is any amount that is di-
rectly or indirectly pledged to pay
principal or interest on the issue. A
pledge need not be cast in any par-
ticular form but, in substance, must
provide reasonable assurance that the
amount will be available to pay prin-
cipal or interest on the issue, even if
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the issuer encounters financial difficul-
ties. A pledge to a guarantor of an
issue is an indirect pledge to secure
payment of principal or interest on the
issue. A pledge of more than 50 percent
of the outstanding stock of a corpora-
tion that is a conduit borrower of the
issue is not treated as a pledge for this
purpose, unless the corporation is
formed or availed of to avoid the cre-
ation of replacement proceeds.

(ii) Negative pledges. An amount is
treated as pledged to pay principal or
interest on an issue if it is held under
an agreement to maintain the amount
at a particular level for the direct or
indirect benefit of the bondholders or a
guarantor of the bonds. An amount is
not treated as pledged under this para-
graph (c)(3)(ii), however, if—

(A) The issuer or a substantial bene-
ficiary may grant rights in the amount
that are superior to the rights of the
bondholders or the guarantor; or

(B) The amount does not exceed rea-
sonable needs for which it is main-
tained, the required level is tested no
more frequently than every 6 months,
and the amount may be spent without
any substantial restriction other than
a requirement to replenish the amount
by the next testing date.

(4) Other replacement proceeds—(i)
Bonds outstanding longer than nec-
essary—(A) In general. Replacement
proceeds arise to the extent that the
issuer reasonably expects as of the
issue date that—

(1) The term of an issue will be longer
than is reasonably necessary for the
governmental purposes of the issue,
and

(2) There will be available amounts
during the period that the issue re-
mains outstanding longer than nec-
essary. Whether an issue is outstanding
longer than necessary is determined
under §1.148-10. Replacement proceeds
are created under this paragraph
(¢)4)(1)(A) at the beginning of each fis-
cal year during which an issue remains
outstanding longer than necessary in
an amount equal to available amounts
of the issuer as of that date.

(B) Safe harbor against creation of re-
placement proceeds. As a safe harbor, re-
placement proceeds do not arise under
paragraph (c)(4)(i)(A) of this section—
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(I) For the portion of an issue that is
to be used to finance restricted work-
ing capital expenditures, if that por-
tion is not outstanding longer than 2
years;

(2) For the portion of an issue (in-
cluding a refunding issue) that is to be
used to finance or refinance capital
projects, if that portion has a weighted
average maturity that does not exceed
120 percent of the average reasonably
expected economic life of the financed
capital projects, determined in the
same manner as under section 147(b); or

(3) For the portion of an issue that is
a refunding issue, if that portion has a
weighted average maturity that does
not exceed the remaining weighted av-
erage maturity of the prior issue, and
the issue of which the prior issue is a
part satisfies paragraph (c¢)(4)A)(B) (1)
or (2) of this section.

(ii) Bonds financing a working capital
reserve—(A) In general. Except as other-
wise provided in paragraph (c)(4)(ii)(B)
of this section, replacement proceeds
arise to the extent a working capital
reserve is, directly or indirectly, fi-
nanced with the proceeds of the issue
(regardless of the expenditure of pro-
ceeds of the issue). Thus, for example,
if an issuer that does not maintain a
working capital reserve borrows to
fund a working capital reserve, the
issuer will have replacement proceeds.
To determine the amount of a working
capital reserve maintained, an issuer
may use the average amount main-
tained as a working capital reserve
during annual periods of at least 1
year, the last of which ends within 1
year before the issue date. For exam-
ple, the amount of a working capital
reserve may be computed using the av-
erage of the beginning or ending
monthly balances of the amount main-
tained as a reserve (net of unexpended
gross proceeds) during the 1 year period
preceding the issue date.

(B) Exception to creation of replacement
proceeds. Replacement proceeds do not
arise under paragraph (c)(4)(ii)(A) of
this section with respect to an issue—

(I) All of the net proceeds of which
are spent within 6 months of the issue
date under section 148(f)(4)(B)(iii)(I); or

(2) That is not subject to the rebate
requirement under the exception pro-
vided by section 148(f)(4)(D).
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(d) Elections. Except as otherwise pro-
vided, any required elections must be
made in writing, and, once made, may
not be revoked without the permission
of the Commissioner.

(e) Investment-type property—(1) In
general. Investment-type property in-
cludes any property, other than prop-
erty described in section 148(b)(2)(A),
(B), (C) or (E), that is held principally
as a passive vehicle for the production
of income. For this purpose, production
of income includes any benefit based
on the time value of money.

(2) Prepayments—(i) In general—(A)
Generally. Except as otherwise provided
in this paragraph (e)(2), a prepayment
for property or services, including a
prepayment for property or services
that is made after the date that the
contract to buy the property or serv-
ices is entered into, also gives rise to
investment-type property if a principal
purpose for prepaying is to receive an
investment return from the time the
prepayment is made until the time
payment otherwise would be made. A
prepayment does not give rise to in-
vestment-type property if—

(I) Prepayments on substantially the
same terms are made by a substantial
percentage of persons who are simi-
larly situated to the issuer but who are
not beneficiaries of tax-exempt financ-
1ng;

(2) The prepayment is made within 90
days of the reasonably expected date of
delivery to the issuer of all of the prop-
erty or services for which the prepay-
ment is made; or

(3) The prepayment meets the re-
quirements of paragraph (e)(2)(iii)(A)
or (B) of this section.

(B) Example. The following example
illustrates an application of this para-
graph (e)(2)(1):

Example. Prepayment after contract is exe-
cuted. In 1998, City A enters into a ten-year
contract with Company Y. Under the con-
tract, Company Y is to provide services to
City A over the term of the contract and in
return City A will pay Company Y for its
services as they are provided. In 2004, City A
issues bonds to finance a lump sum payment
to Company Y in satisfaction of City A’s ob-
ligation to pay for Company Y’s services to
be provided over the remaining term of the
contract. The use of bond proceeds to make
the lump sum payment constitutes a prepay-
ment for services under paragraph (e)(2)(i) of
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this section, even though the payment is
made after the date that the contract is exe-
cuted.

(ii) Customary prepayments. The deter-
mination of whether a prepayment sat-
isfies paragraph (e)(2)(Q)(A)(I) of this
section is generally made based on all
the facts and circumstances. In addi-
tion, a prepayment is deemed to satisfy
paragraph (e)(2)(1)(A)(1) of this section
if—

(A) The prepayment is made for—

(I) Maintenance, repair, or an ex-
tended warranty with respect to per-
sonal property (for example, auto-
mobiles or electronic equipment); or

(2) Updates or maintenance or sup-
port services with respect to computer
software; and

(B) The same maintenance, repair,
extended warranty, updates or mainte-
nance or support services, as applica-
ble, are regularly provided to non-
governmental persons on the same
terms.

(iii) Certain prepayments to acquire a
supply of natural gas or electricity—(A)
Natural gas prepayments. A prepayment
meets the requirements of this para-
graph (e)(2)(iii)(A) if—

(I) It is made by or for one or more
utilities that are owned by a govern-
mental person, as defined in §1.141-1(b)
(each of which is referred to in this
paragraph (e)(2)(iii)(A) as the issuing
municipal utility), to purchase a sup-
ply of natural gas; and

(2) At least 90 percent of the prepaid
natural gas financed by the issue is
used for a qualifying use. Natural gas
is used for a qualifying use if it is to
be—

(i) Furnished to retail gas customers
of the issuing municipal utility who
are located in the natural gas service
area of the issuing municipal utility,
provided, however, that gas used to
produce electricity for sale shall not be
included under this paragraph
(e)(2)A1DH(AX()(D);

(i) Used by the issuing municipal
utility to produce electricity that will
be furnished to retail electric cus-
tomers of the issuing municipal utility
who are located in the electricity serv-
ice area of the issuing municipal util-
ity;

(i1i) Used by the issuing municipal
utility to produce electricity that will
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be sold to a utility that is owned by a
governmental person and furnished to
retail electric customers of the pur-
chaser who are located in the elec-
tricity service area of the purchaser;

(iv) Sold to a utility that is owned by
a governmental person if the require-
ments of paragraph (e)(2)(iii)(A)(2)(i),
(ii) or (iit) of this section are satisfied
by the purchaser (treating the pur-
chaser as the issuing municipal util-
ity); or

(v) Used to fuel the pipeline transpor-
tation of the prepaid gas supply ac-
quired in accordance with this para-
graph (e)(2)(1ii)(A).

(B) Electricity prepayments. A prepay-
ment meets the requirements of this
paragraph (e)(2)({ii)(B) if—

(I) It is made by or for one or more
utilities that are owned by a govern-
mental person (each of which is re-
ferred to in this paragraph (e)(2)(iii)(B)
as the issuing municipal utility) to
purchase a supply of electricity; and

(2) At least 90 percent of the prepaid
electricity financed by the issue is used
for a qualifying use. Electricity is used
for a qualifying use if it is to be—

(1) Furnished to retail electric cus-
tomers of the issuing municipal utility
who are located in the electricity serv-
ice area of the issuing municipal util-
ity; or

(ii) Sold to a utility that is owned by
a governmental person and furnished
to retail electric customers of the pur-
chaser who are located in the elec-
tricity service area of the purchaser.

(C) Service area. For purposes of this
paragraph (e)(2)(iii), the service area of
a utility owned by a governmental per-
son consists of—

(I) Any area throughout which the
utility provided, at all times during
the 5-year period ending on the issue
date—

(i) In the case of a natural gas util-
ity, natural gas transmission or dis-
tribution service; and

(i1) In the case of an electric utility,
electricity distribution service; and

(2) Any area recognized as the service
area of the utility under state or Fed-
eral law.

(D) Retail customer. For purposes of
this paragraph (e)(2)(iii), a retail cus-
tomer is a customer that purchases
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natural gas or electricity, as applica-
ble, other than for resale.

(E) Commodity swaps. A prepayment
does not fail to meet the requirements
of this paragraph (e)(2)(iii) by reason of
any commodity swap contract that
may be entered into between the issuer
and an unrelated party (other than the
gas or electricity supplier), or between
the gas or electricity supplier and an
unrelated party (other than the issuer),
so long as each swap contract is an
independent contract. A swap contract
is an independent contract if the obli-
gation of each party to perform under
the swap contract is not dependent on
performance by any person (other than
the other party to the swap contract)
under another contract (for example, a
gas or electricity supply contract or
another swap contract); provided, how-
ever, that a commodity swap contract
will not fail to be an independent con-
tract solely because the swap contract
may terminate in the event of a failure
of a gas or electricity supplier to de-
liver gas or electricity for which the
swap contract is a hedge.

(F) Remedial action. Issuers may
apply principles similar to the rules of
§1.141-12, including §1.141-12(d) (relat-
ing to redemption or defeasance of non-
qualified bonds) and §1.141-12(e) (relat-
ing to alternative use of disposition
proceeds), to cure a violation of para-
graph (e)(2)(ii1)(A)(2) or (e)(2)(iii)(B)(2)
of this section. For this purpose, the
amount of nonqualified bonds is deter-
mined in the same manner as for out-
put contracts taken into account under
the private business tests, including
the principles of §1.141-7(d), treating
nonqualified sales of gas or electricity
under this paragraph (e)(2)(iii) as satis-
fying the benefits and burdens test
under §1.141-7(c)(1).

(iv) Additional prepayments as per-
mitted by the Commissioner. The Com-
missioner may, by published guidance,
set forth additional circumstances in
which a prepayment does not give rise
to investment-type property.

[T.D. 8476, 58 FR 33517, June 18, 1993; 58 FR
44452, Aug. 23, 1993, as amended by T.D. 8538,
59 FR 24041, May 10, 1994; T.D. 8718, 62 FR
25507, May 9, 1997; T.D. 9085, 68 FR 45775, Aug.
4, 2003]
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§1.148-2 General arbitrage yield re-
striction rules.

(a) In general. Under section 148(a),
the direct or indirect investment of the
gross proceeds of an issue in higher
yielding investments causes the bonds
of the issue to be arbitrage bonds. The
investment of proceeds in higher yield-
ing investments, however, during a
temporary period described in para-
graph (e) of this section, as part of a
reasonably required reserve or replace-
ment fund described in paragraph (f) of
this section, or as part of a minor por-
tion described in paragraph (g) of this
section does not cause the bonds of the
issue to be arbitrage bonds. Bonds are
not arbitrage bonds under this section
as a result of an inadvertent, insub-
stantial error.

(b) Reasonable expectations—(1) In gen-
eral. Except as provided in paragraph
(c) of this section, the determination of
whether an issue consists of arbitrage
bonds under section 148(a) is based on
the issuer’s reasonable expectations as
of the issue date regarding the amount
and use of the gross proceeds of the
issue.

(2) Certification of expectations—@{i) In
general. An officer of the issuer respon-
sible for issuing the bonds must, in
good faith, certify the issuer’s expecta-
tions as of the issue date. The certifi-
cation must state the facts and esti-
mates that form the basis for the
issuer’s expectations. The certification
is evidence of the issuer’s expectations,
but does not establish any conclusions
of law or any presumptions regarding
either the issuer’s actual expectations
or their reasonableness.

(i1) Ezxceptions to certification require-
ment. An issuer is not required to make
a certification for an issue under para-
graph (b)(2)(i) of this section if—

(A) The issuer reasonably expects as
of the issue date that there will be no
unspent gross proceeds after the issue
date, other than gross proceeds in a
bona fide debt service fund (e.g., equip-
ment lease financings in which the

issuer purchases equipment in ex-
change for an installment payment
note); or

(B) The issue price of the issue does
not exceed $1,000,000.

(c) Intentional acts. The taking of any
deliberate, intentional action by the
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issuer or person acting on its behalf
after the issue date in order to earn ar-
bitrage causes the bonds of the issue to
be arbitrage bonds if that action, had it
been expected on the issue date, would
have caused the bonds to be arbitrage
bonds. An intent to violate the require-
ments of section 148 is not necessary
for an action to be intentional.

(d) Materially higher yielding invest-
ments—(1) In general. The yield on in-
vestments is materially higher than
the yield on the issue to which the in-
vestments are allocated if the yield on
the investments over the term of the
issue exceeds the yield on the issue by
an amount in excess of the applicable
definition of materially higher set forth
in paragraph (d)(2) of this section. If
yield restricted investments in the
same class are subject to different defi-
nitions of materially higher, the applica-
ble definition of materially higher that
produces the lowest permitted yield ap-
plies to all the investments in the
class. The yield on the issue is deter-
mined under §1.148-4. The yield on in-
vestments is determined under §1.148-5.

(2) Definitions of materially higher
yield—(1) General rule for purpose and
nonpurpose investments. For invest-
ments that are not otherwise described
in this paragraph (d)(2), materially
higher means one-eighth of 1 percent-
age point.

(ii) Refunding escrows and replacement
proceeds. For investments in a refund-
ing escrow or for investments allocable
to replacement proceeds, materially
higher means one-thousandth of 1 per-
centage point.

(iii) Program investments. For program
investments that are not described in
paragraph (d)(2)(iv) of this section, ma-
terially higher means 1 and one-half
percentage points.

(iv) Student loans. For qualified stu-
dent loans that are program invest-
ments, materially higher means 2 per-
centage points.

(v) Tax-exempt investments. For in-
vestments that are tax-exempt bonds
and are not investment property under
section 148(b)(3), no yield limitation
applies.

(3) Mortgage loans. Qualified mort-
gage loans that satisfy the require-
ments of section 143(g) are treated as
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meeting the requirements of this para-
graph (d).

(e) Temporary periods—(1) In general.
During the temporary periods set forth
in this paragraph (e), the proceeds and
replacement proceeds of an issue may
be invested in higher yielding invest-
ments without causing bonds in the
issue to be arbitrage bonds. This para-
graph (e) does not apply to refunding
issues (see §1.148-9).

(2) General 3-year temporary period for
capital projects and qualified mortgage
loans—(1) In general. The net sale pro-
ceeds and investment proceeds of an
issue reasonably expected to be allo-
cated to expenditures for capital
projects qualify for a temporary period
of 3 years beginning on the issue date
(the 3-year temporary period). The 3-year
temporary period also applies to the
proceeds of qualified mortgage bonds
and qualified veterans’ mortgage bonds
by substituting qualified mortgage loans
in each place that capital projects ap-
pears in this paragraph (e)(2). The 3-
year temporary period applies only if
the issuer reasonably expects to satisfy
the expenditure test, the time test, and
the due diligence test. These rules
apply separately to each conduit loan
financed by an issue (other than quali-
fied mortgage loans), with the expendi-
ture and time tests measured from the
issue date of the issue.

(A) Expenditure test. The expenditure
test is met if at least 85 percent of the
net sale proceeds of the issue are allo-
cated to expenditures on the capital
projects by the end of the 3-year tem-
porary period.

(B) Time test. The time test is met if
the issuer incurs within 6 months of
the issue date a substantial binding ob-
ligation to a third party to expend at
least 5 percent of the net sale proceeds
of the issue on the capital projects. An
obligation is not binding if it is subject
to contingencies within the issuer’s or
a related party’s control.

(C) Due diligence test. The due dili-
gence test is met if completion of the
capital projects and the allocation of
the net sale proceeds of the issue to ex-
penditures proceed with due diligence.

(ii) 5-year temporary period. In the
case of proceeds expected to be allo-
cated to a capital project involving a
substantial amount of construction ex-
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penditures (as defined in §1.148-7), a 5-
year temporary period applies in lieu
of the 3-year temporary period if the
issuer satisfies the requirements of
paragraph (e)(2)(i) of this section ap-
plied by substituting ‘6 years’ in each
place that ‘3 years’ appears, and both
the issuer and a licensed architect or
engineer certify that the longer period
is necessary to complete the capital
project.

(8) Temporary period for restricted
working capital expenditures—(i) General
rule. The proceeds of an issue that are
reasonably expected to be allocated to
restricted working capital expendi-
tures within 13 months after the issue
date qualify for a temporary period of
13 months beginning on the issue date.
Paragraph (e)(2) of this section con-
tains additional temporary period rules
for certain working capital expendi-
tures that are treated as part of a cap-
ital project.

(ii) Longer temporary period for certain
tar anticipation issues. If an issuer rea-
sonably expects to use tax revenues
arising from tax levies for a single fis-
cal year to redeem or retire an issue,
and the issue matures by the earlier of
2 years after the issue date or 60 days
after the last date for payment of those
taxes without interest or penalty, the
temporary period under paragraph
(e)(3)(i) of this section is extended until
the maturity date of the issue.

(4) Temporary period for pooled
financings—(i) In general. Proceeds of a
pooled financing issue reasonably ex-
pected to be used to finance purpose in-
vestments qualify for a temporary pe-
riod of 6 months while held by the
issuer before being loaned to a conduit
borrower. Any otherwise available tem-
porary period for proceeds held by a
conduit borrower, however, is reduced
by the period of time during which
those proceeds were held by the issuer
before being loaned. For example, if
the proceeds of a pooled financing issue
loaned to a conduit borrower would
qualify for a 3-year temporary period,
and the proceeds are held by the issuer
for 5 months before being loaned to the
conduit borrower, the proceeds qualify
for only an additional 31-month tem-
porary period after being loaned to the
conduit borrower. Except as provided
in paragraph (e)(4)(iv) of this section,
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this paragraph (e)(4) does not apply to
any qualified mortgage bond or quali-
fied veterans’ mortgage bond under
section 143.

(ii) Loan repayments—(A) Amount held
by the issuer. The temporary period
under this paragraph (e)(4) for proceeds
from the sale or repayment of any loan
that are reasonably expected to be used
to make or finance new loans is 3
months.

(B) Amounts re-loaned to conduit bor-
rowers. Any temporary period for pro-
ceeds held by a conduit borrower under
a new loan from amounts described in
paragraph (e)(4)(ii)(A) of this section is
determined by treating the date the
new loan is made as the issue date and
by reducing the temporary period by
the period the amounts were held by
the issuer following the last repay-
ment.

(iii) Construction issues. If all or a por-
tion of a pooled financing issue quali-
fies as a construction issue under
§1.148-7(b)(6), paragraph (e)(4)(i) of this
section is applied by substituting ‘2
years” for ‘6 months.”

(iv) Amounts re-loaned for qualified
mortgage loans. The temporary period
under this paragraph (e)(4) for proceeds
from the sale, prepayment, or repay-
ment of any qualified mortgage loan
that are reasonably expected to be used
to make or finance new qualified mort-
gage loans is 3 years.

(5) Temporary period for replacement
proceeds—(1) In general. Except as oth-
erwise provided, replacement proceeds
qualify for a temporary period of 30
days beginning on the date that the
amounts are first treated as replace-
ment proceeds.

(i1) Temporary period for bona fide debt
service funds. Amounts in a bona fide
debt service fund for an issue qualify
for a temporary period of 13 months. If
only a portion of a fund qualifies as a
bona fide debt service fund, only that
portion qualifies for this temporary pe-
riod.

(6) Temporary period for investment
proceeds. Except as otherwise provided
in this paragraph (e), investment pro-
ceeds qualify for a temporary period of
1 year beginning on the date of receipt.

(7T) Other amounts. Gross proceeds not
otherwise eligible for a temporary pe-
riod described in this paragraph (e)
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qualify for a temporary period of 30
days beginning on the date of receipt.

(f) Reserve or replacement funds—(1)
General 10 percent limitation on funding
with sale proceeds. An issue consists of
arbitrage bonds if sale proceeds of the
issue in excess of 10 percent of the stat-
ed principal amount of the issue are
used to finance any reserve or replace-
ment fund, without regard to whether
those sale proceeds are invested in
higher yielding investments. If an issue
has more than a de minimis amount of
original issue discount or premium, the
issue price (net of pre-issuance accrued
interest) is used to measure the 10-per-
cent limitation in lieu of stated prin-
cipal amount. This rule does not limit
the use of amounts other than sale pro-
ceeds of an issue to fund a reserve or
replacement fund.

(2) Ezxception from yield restriction for
reasonably required reserve or replace-
ment funds—(@i) In general. The invest-
ment of amounts that are part of a rea-
sonably required reserve or replace-
ment fund in higher yielding invest-
ments will not cause an issue to con-
sist of arbitrage bonds. A reasonably
required reserve or replacement fund
may consist of all or a portion of one
or more funds, however labelled, de-
rived from one or more sources.
Amounts in a reserve or replacement
fund in excess of the amount that is
reasonably required are not part of a
reasonably required reserve or replace-
ment fund.

(ii) Sice limitation. The amount of
gross proceeds of an issue that qualifies
as a reasonably required reserve or re-
placement fund may not exceed an
amount equal to the least of 10 percent
of the stated principal amount of the
issue, the maximum annual principal
and interest requirements on the issue,
or 125 percent of the average annual
principal and interest requirements on
the issue. If an issue has more than a
de minimis amount of original issue
discount or premium, the issue price of
the issue (net of pre-issuance accrued
interest) is used to measure the 10 per-
cent limitation in lieu of its stated
principal amount. For a reserve or re-
placement fund that secures more than
one issue (e.g. a parity reserve fund),
the size limitation may be measured on
an aggregate basis.
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(iii) Valuation of investments. Invest-
ments in a reasonably required reserve
or replacement fund may be valued in
any reasonable, consistently applied
manner that is permitted under §1.148-
5.

(iv) 150 percent debt service limitation
on investment in nonpurpose investments
for certain private activity bonds. Section
148(d)(3) contains additional limits on
the amount of gross proceeds of an
issue of private activity bonds, other
than qualified 501(c)(3) bonds, that may
be invested in higher yielding nonpur-
pose investments without causing the
bonds to be arbitrage bonds. For pur-
poses of these rules, initial temporary
period means the temporary periods
under paragraphs (e)(2), (e)(3), and
(e)(4) of this section and under §1.148-
9(d)(2)(1), (ii), and (iii).

(3) Certain parity reserve funds. The
limitation contained in paragraph (f)(1)
of this section does not apply to an
issue if the master legal document au-
thorizing the issuance of the bonds
(e.g., a master indenture) was adopted
before August 16, 1986, and that docu-
ment—

(i) Requires a reserve or replacement
fund in excess of 10 percent of the sale
proceeds, but not more than maximum
annual principal and interest require-
ments;

(ii) Is not amended after August 31,
1986 (other than to permit the issuance
of additional bonds as contemplated in
the master legal document); and

(iii) Provides that bonds having a
parity of security may not be issued by
or on behalf of the issuer for the pur-
poses provided under the document
without satisfying the reserve fund re-
quirements of the indenture.

(g) Minor portion. Under section
148(e), a bond of an issue is not an arbi-
trage bond solely because of the invest-
ment in higher yielding investments of
gross proceeds of the issue in an
amount not exceeding the lesser of—

(1) 5 percent of the sale proceeds of
the issue; or

(2) $100,000.

(h) Certain waivers permitted. On or be-
fore the issue date, an issuer may elect
to waive the right to invest in higher
yielding investments during any tem-
porary period under paragraph (e) of
this section or as part of a reasonably
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required reserve or replacement fund
under paragraph (f) of this section. At
any time, an issuer may waive the
right to invest in higher yielding in-
vestments as part of a minor portion
under paragraph (g) of this section.

[T.D. 8476, 58 FR 33520, June 18, 1993; 58 FR
44452, Aug. 23, 1993, as amended by T.D. 8538,
59 FR 24042, May 10, 1994; T.D. 8718, 62 FR
25507, May 9, 1997]

§1.148-3 General
rules.

arbitrage rebate

(a) In general. Section 148(f) requires
that certain earnings on nonpurpose
investments allocable to the gross pro-
ceeds of an issue be paid to the United
States to prevent the bonds in the
issue from being arbitrage bonds. The
arbitrage that must be rebated is based
on the difference between the amount
actually earned on nonpurpose invest-
ments and the amount that would have
been earned if those investments had a
yield equal to the yield on the issue.

(b) Definition of rebate amount. As of
any date, the rebate amount for an
issue is the excess of the future value,
as of that date, of all receipts on non-
purpose investments over the future
value, as of that date, of all payments
on nonpurpose investments.

(c) Computation of future value of a
payment or receipt. The future value of
a payment or receipt at the end of any
period is determined using the eco-
nomic accrual method and equals the
value of that payment or receipt when
it is paid or received (or treated as paid
or received), plus interest assumed to
be earned and compounded over the pe-
riod at a rate equal to the yield on the
issue, using the same compounding in-
terval and financial conventions used
to compute that yield.

(d) Payments and receipts—(1) Defini-
tion of payments. For purposes of this
section, payments are—

(i) Amounts actually or construc-
tively paid to acquire a nonpurpose in-
vestment (or treated as paid to a com-
mingled fund);

(ii) For a nonpurpose investment
that is first allocated to an issue on a
date after it is actually acquired (e.g.,
an investment that becomes allocable
to transferred proceeds or to replace-
ment proceeds) or that becomes subject
to the rebate requirement on a date
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after it is actually acquired (e.g., an in-
vestment allocated to a reasonably re-
quired reserve or replacement fund for
a construction issue at the end of the 2-
year spending period), the value of that
investment on that date;

(iii) For a nonpurpose investment
that was allocated to an issue at the
end of the preceding computation pe-
riod, the value of that investment at
the beginning of the computation pe-
riod;

(iv) On the last day of each bond year
during which there are amounts allo-
cated to gross proceeds of an issue that
are subject to the rebate requirement,
and on the final maturity date, a com-
putation credit of $1,000; and

(v) Yield reduction payments on non-
purpose investments made pursuant to
§1.148-5(c).

(2) Definition of receipts. For purposes
of this section, receipts are—

(i) Amounts actually or construc-
tively received from a nonpurpose in-
vestment (including amounts treated
as received from a commingled fund),
such as earnings and return of prin-
cipal;

(ii) For a nonpurpose investment
that ceases to be allocated to an issue
before its disposition or redemption
date (e.g., an investment that becomes
allocable to transferred proceeds of an-
other issue or that ceases to be allo-
cable to the issue pursuant to the uni-
versal cap under §1.148-6) or that
ceases to be subject to the rebate re-
quirement on a date earlier than its
disposition or redemption date (e.g., an
investment allocated to a fund ini-
tially subject to the rebate require-
ment but that subsequently qualifies
as a bona fide debt service fund), the
value of that nonpurpose investment
on that date; and

(iii) For a nonpurpose investment
that is held at the end of a computa-
tion period, the value of that invest-
ment at the end of that period.

(3) Special rules for commingled funds.
Section 1.148-6(e) provides special rules
to limit certain of the required deter-
minations of payments and receipts for
investments of a commingled fund.

(e) Computation dates—(1) In general.
For a fixed yield issue, an issuer may
treat any date as a computation date.
For a variable yield issue, an issuer:
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(i) May treat the last day of any bond
year ending on or before the latest date
on which the first rebate amount is re-
quired to be paid under paragraph (f) of
this section (the first required payment
date) as a computation date but may
not change that treatment after the
first payment date; and

(ii) After the first required payment
date, must consistently treat either
the end of each bond year or the end of
each fifth bond year as computation
dates and may not change these com-
putation dates after the first required
payment date.

(2) Final computation date. The date
that an issue is discharged is the final
computation date. For an issue retired
within 3 years of the issue date, how-
ever, the final computation date need
not occur before the end of 8 months
after the issue date or during the pe-
riod in which the issuer reasonably ex-
pects that any of the spending excep-
tions under §1.148-7 will apply to the
issue.

(f) Amount of required rebate install-
ment payment—(1) Amount of interim re-
bate payments. The first rebate install-
ment payment must be made for a
computation date that is not later
than 5 years after the issue date. Sub-
sequent rebate installment payments
must be made for a computation date
that is not later than 5 years after the
previous computation date for which
an installment payment was made. A
rebate installment payment must be in
an amount that, when added to the fu-
ture value, as of the computation date,
of previous rebate payments made for
the issue, equals at least 90 percent of
the rebate amount as of that date.

(2) Amount of final rebate payment. For
the final computation date, a final re-
bate payment must be paid in an
amount that, when added to the future
value of previous rebate payments
made for the issue, equals 100 percent
of the rebate amount as of that date.

(3) Future value of rebate payments.
The future value of a rebate payment is
determined under paragraph (c) of this
section. This value is computed by tak-
ing into account recoveries of overpay-
ments.

(g) Time and manner of payment. Each
rebate payment must be paid no later
than 60 days after the computation
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date to which the payment relates.
Any rebate payment paid within this
60-day period may be treated as paid on
the computation date to which it re-
lates. A rebate payment is paid when it
is filed with the Internal Revenue Serv-
ice at the place or places designated by
the Commissioner. A payment must be
accompanied by the form provided by
the Commissioner for this purpose.

(h) Penalty in lieu of loss of tax exemp-
tion—(1) In general. The failure to pay
the correct rebate amount when re-
quired will cause the bonds of the issue
to be arbitrage bonds, unless the Com-
missioner determines that the failure
was not caused by willful neglect and
the issuer promptly pays a penalty to
the United States. If no bond of the
issue is a private activity bond (other
than a qualified 501(c)(3) bond), the
penalty equals 50 percent of the rebate
amount not paid when required to be
paid, plus interest on that amount.
Otherwise, the penalty equals 100 per-
cent of the rebate amount not paid
when required to be paid, plus interest
on that amount.

(2) Interest on underpayments. Interest
accrues at the underpayment rate
under section 6621, beginning on the
date the correct rebate amount is due
and ending on the date 10 days before it
is paid.

(3) Waivers of the penalty. The penalty
is automatically waived if the rebate
amount that the issuer failed to pay
plus interest is paid within 180 days
after discovery of the failure, unless,
the Commissioner determines that the
failure was due to willful neglect, or
the issue is under examination by the
Commissioner at any time during the
period beginning on the date the fail-
ure first occurred and ending on the
date 90 days after the receipt of the re-
bate amount. Generally, extensions of
this 180-day period and waivers of the
penalty in other cases will be granted
by the Commissioner only in unusual
circumstances. For purposes of this
paragraph (h)(3), willful neglect does
not include a failure that is attrib-
utable solely to the permissible retro-
active selection of a short first bond
year if the rebate amount that the
issuer failed to pay is paid within 60
days of the selection of that bond year.
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(4) Application to alternative penalty
under §1.148-7. Paragraphs (h) (1), (2),
and (3) of this section apply to failures
to pay penalty payments under §1.148-
T (alternative penalty amounts) by sub-
stituting alternative penalty amounts for
rebate amount and the last day of each
spending period for computation date.

(i) Recovery of overpayment of rebate—
(1) In general. An issuer may recover an
overpayment for an issue of tax-exempt
bonds by establishing to the satisfac-
tion of the Commissioner that the
overpayment occurred. An overpay-
ment is the excess of the amount paid
to the United States for an issue under
section 148 over the sum of the rebate
amount for the issue as of the most re-
cent computation date and all amounts
that are otherwise required to be paid
under section 148 as of the date the re-
covery is requested.

(2) Limitations on recovery. (i) An over-
payment may be recovered only to the
extent that a recovery on the date that
it is first requested would not result in
an additional rebate amount if that
date were treated as a computation
date.

(ii) Except for overpayments of pen-
alty in lieu of rebate under section
148(f)(4)(C)(vii) and §1.148-7(k), an over-
payment of less than $5,000 may not be
recovered before the final computation
date.

(3) Time and manner for requesting re-
fund. (i) An issuer must request a re-
fund of an overpayment (claim) no
later than the date that is two years
after the final computation date for
the issue to which the overpayment re-
lates (the filing deadline). The claim
must be made using the form provided
by the Commissioner for this purpose.

(ii) The Commissioner may request
additional information to support a
claim. The issuer must file the addi-
tional information by the date speci-
fied in the Commissioner’s request,
which date may be extended by the
Commissioner if unusual cir-
cumstances warrant. An issuer will be
given at least 21 calendar days to re-
spond to a request for additional infor-
mation.

(iii) A claim described in either para-
graph (i)(3)(iii)(A) or (B) of this section
that has been denied by the Commis-
sioner may be appealed to the Office of
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Appeals under this paragraph (i)(3)(iii).
Upon a determination in favor of the
issuer, the Office of Appeals must re-
turn the undeveloped case to the Com-
missioner for further consideration of
the substance of the claim.

(A) A claim is described in this para-
graph (i)(3)(iii)(A) if the Commissioner
asserts that the claim was filed after
the filing deadline.

(B) A claim is described in this para-
graph (1)(3)(iii)(B) if the Commissioner
asserts that additional information to
support the claim was not submitted
within the time specified in the request
for information or in any extension of
such specified time period.

(j) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples.

Example 1. Calculation and payment of rebate
for a fixed yield issue. (i) Facts. On January 1,
1994, City A issues a fixed yield issue and in-
vests all the sale proceeds of the issue ($49
million). There are no other gross proceeds.
The issue has a yield of 7.0000 percent per
year compounded semiannually (computed
on a 30 day month/360 day year basis). City 4
receives amounts from the investment and
immediately expends them for the govern-
mental purpose of the issue as follows:

Date Amount
2/1/94 ... $3,000,000
5/1/94 5,000,000
1/1/95 5,000,000
9/1/95 20,000,000
3/1/96 ... 22,000,000

(ii) First computation date. (A) City A choos-
es January 1, 1999, as its first computation
date. This date is the latest date that may be
used to compute the first required rebate in-
stallment payment. The rebate amount as of
this date is computed by determining the fu-
ture value of the receipts and the payments
for the investment. The compounding inter-
val is each 6-month (or shorter) period and
the 30 day month/360 day year basis is used
because these conventions were used to com-
pute yield on the issue. The future value of
these amounts, plus the computation credit,
as of January 1, 1999, is:

Receipts FV (7.0000
Date (paymeens) pe(rcent)
1/1/94 ... ($49,000,000) |  ($69,119,339)
2/1/94 ... 3,000,000 4,207,602
5/1/94 ... 5,000,000 6,893,079
1/1/95 ... 5,000,000 6,584,045
1/1/95 ... (1,000) (1,317)
9/1/95 ... 20,000,000 25,155,464
1/1/96 ... (1,000) 1,229)
3/1/96 ... 22,000,000 26,735,275
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Receipts FV (7.0000
Date (payments) percent)
1A/97 e (1,000) (1,148)
Rebate amount (1/01/99) | .....ccccovviiiiiinnns 452,432

(B) City A pays 90 percent of the rebate
amount ($407,189) to the United States within
60 days of January 1, 1999.

(iii) Second computation date. (A) On the
next required computation date, January 1,
2004, the future value of the payments and
receipts is:

Receipts FV (7.0000

Date (payments) percent)
1/1/99 it $452,432 $638,200
Rebate amount (1/01/04) ..o | weevvviininens 638,200

(B) As of this computation date, the future
value of the payment treated as made on
January 1, 1999, is $574,380, which equals at
least 90 percent of the rebate amount as of
this computation date ($638,200 x 0.9), and
thus no additional rebate payment is due as
of this date.

(iv) Final computation date. (A) On January
1, 2009, City A redeems all the bonds, and
thus this date is the final computation date.
The future value of the receipts and pay-
ments as of this date is:

Receipts FV (7.0000
Date (payments) percent)
1/1/04 ... $638,200 $900,244
1/1/09 ... (1,000) (1,000)
Rebate amount (1/01/09) ...... | .cceeviviinicnne 899,244

(B) As of this computation date, the future
value of the payment made on January 1,
1999, is $810,220 and thus an additional rebate
payment of $89,024 is due. This payment re-
flects the future value of the 10 percent un-
paid portion, and thus would not be owed had
the issuer paid the full rebate amount as of
any prior computation date.

Example 2. Calculation and payment of rebate
for a variable yield issue. (i) Facts. On July 1,
1994, City B issues a variable yield issue and
invests all of the sale proceeds of the issue
($30 million). There are no other gross pro-
ceeds. As of July 1, 1999, there are nonpur-
pose investments allocated to the issue.
Prior to July 1, 1999, City B receives amounts
from nonpurpose investments and imme-
diately expends them for the governmental
purpose of the issue as follows:

Date Amount
8/1/1994 ...... $5,000,000
711995 ... 8,000,000
12/1/1995 ... 17,000,000
711999 ...... 650,000
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(ii) First computation date. (A) City B treats
the last day of the fifth bond year (July 1,
1999) as a computation date. The yield on the
variable yield issue during the first com-
putation period (the period beginning on the
issue date and ending on the first computa-
tion date) is 6.0000 percent per year com-
pounded semiannually. The value of the non-
purpose investments allocated to the issue as
of July 1, 1999, is $3 million. The rebate
amount as of July 1, 1999, is computed by de-
termining the future value of the receipts
and the payments for the nonpurpose invest-
ments. The compounding interval is each 6-
month (or shorter) period and the 30 day
month/360 day year basis is used because
these conventions were used to compute
yield on the issue. The future value of these
amounts and of the computation date credits
as of July 1, 1999, is:

Receipts (pay- FV (6.0000 per-
Date mgnts()p Y ( cent) P

7/1/1994 ... ($30,000,000) ($40,317,491)
8/1/1994 ... 5,000,000 6,686,560
7/1/1995 ... (1,000) (1,267)
7/1/1995 ... 8,000,000 10,134,161
12/1/1995 . 17,000,000 21,011,112
7/1/1996 ... (1,000) (1,194)
711997 ... (1,000) (1,126)
7/1/1998 ... (1,000) (1,061)
7/1/1999 ... 3,000,000 3,000,000
7/1/1999 ... 650,000 650,000
7/1/1999 ... (1,000) (1,000)
Rebate amount (7/01/

1999) oo 1,158,694

(B) City B pays 90 percent of the rebate
amount ($1,042,824.60) to the United States
within 60 days of July 1, 1999.

(iii) Next computation date. (A) On July 1,
2004, City B redeems all of the bonds. Thus,
the next computation date is July 1, 2004. On
July 30, 1999, City B chose to compute rebate
for periods following the first computation
period by treating the end of each fifth bond
year as a computation date. The yield during
the second computation period is 5.0000 per-
cent per year compounded semiannually. The
computation of the rebate amount as of this
date reflects the value of the nonpurpose in-
vestments allocated to the issue at the end
of the prior computation period. On July 1,
2004, City B sells those nonpurpose invest-
ments for $3,925,000 and expends that amount
for the governmental purpose of the issue.

(B) As of July 1, 2004, the future value of
the rebate amount computed as of July 1,
1999, and of all other payments and receipts
is:

Receipts FV (5.0000
Date (payments) percent)
7/1/1999 ... $1,158,694 $1,483,226
7/1/1999 ... (3,000,000) (3,840,254)
7/1/2000 ... (1,000) (1,218)
7/1/2001 ... (1,000) (1,160)
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Receipts FV (5.0000
Date (payments) percent)

7/1/2002 ... (1,000) (1,104)
7/1/2008 ... (1,000) (1,051)
7/1/2004 ... (2,000) (2,000)
7/1/2004 ... 3,925,000 3,925,000
1,561,439

(C) As of this computation date, the future
value of the payment made on July 1, 1999, is
$1,334,904 and thus an additional rebate pay-
ment of $226,5635 is due.

(D) If the yield during the second computa-
tion period were, instead, 7.0000 percent, the
rebate amount computed as of July 1, 1999,
would be $1,320,891. The future value of the
payment made on July 1, 1999, would be
$1,471,007, and, therefore, City B would have
overpaid the rebate amount by $150,116.

(k) Bona fide debt service fund excep-
tion. Under section 148(f)(4)(A), the re-
bate requirement does not apply to
amounts in certain bona fide debt serv-
ice funds. An issue with an average an-
nual debt service that is not in excess
of $2,500,000 may be treated as satis-
fying the $100,000 limitation in section
148(f)(4)(A)(i).

[T.D. 8476, 58 FR 33522, June 18, 1993; 58 FR
44452, Aug. 23, 1993, as amended by T.D. 8538,
59 FR 24042, May 10, 1994; T.D. 8476, 59 FR
24350, May 11, 1994; T.D. 8718, 62 FR 25507,
May 9, 1997; T.D. 9701, 79 FR 67351, Nov. 13,
2014]

§1.148-4 Yield on an issue of bonds.

(a) In general. The yield on an issue of
bonds is used to apply investment yield
restrictions under section 148(a) and to
compute rebate liability under section
148(f). Yield is computed under the eco-
nomic accrual method using any con-
sistently applied compounding interval
of not more than one year. A short first
compounding interval and a short last
compounding interval may be used.
Yield is expressed as an annual per-
centage rate that is calculated to at
least four decimal places (e.g., 5.2525
percent). Other reasonable, standard fi-
nancial conventions, such as the 30
days per month/360 days per year con-
vention, may be used in computing
yield but must be consistently applied.
The yield on an issue that would be a
purpose investment (absent section
148(b)(3)(A)) is equal to the yield on the
conduit financing issue that financed
that purpose investment. The Commis-
sioner may permit issuers of qualified
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mortgage bonds or qualified student
loan bonds to use a single yield for two
or more issues.

(b) Computing yield on a fixed yield
issue—(1) In general—(i) Yield on an
issue. The yield on a fixed yield issue is
the discount rate that, when used in
computing the present value as of the
issue date of all unconditionally pay-
able payments of principal, interest,
and fees for qualified guarantees on the
issue and amounts reasonably expected
to be paid as fees for qualified guaran-
tees on the issue, produces an amount
equal to the present value, using the
same discount rate, of the aggregate
issue price of bonds of the issue as of
the issue date. Further, payments in-
clude certain amounts properly allo-
cable to a qualified hedge. Yield on a
fixed yield issue is computed as of the
issue date and is not affected by subse-
quent unexpected events, except to the
extent provided in paragraphs (b)(4)
and (h)(3) of this section.

(ii) Yield on a bond. Yield on a fixed
yield bond is computed in the same
manner as yield on a fixed yield issue.

(2) Yield on certain fixed yield bonds
subject to mandatory or contingent early
redemption—(i) In general. The yield on
a fixed yield issue that includes a bond
subject to mandatory early redemption
or expected contingent redemption is
computed by treating that bond as re-
deemed on its reasonably expected
early redemption date for an amount
equal to its value on that date. Reason-
able expectations are determined on
the issue date. A bond is subject to
mandatory early redemption if it is un-
conditionally payable in full before its
final maturity date. A bond is subject
to a contingent redemption if it must
be, or is reasonably expected to be, re-
deemed prior to final maturity upon
the occurrence of a contingency. A con-
tingent redemption is taken into ac-
count only if the contingency is rea-
sonably expected to occur, in which
case the date of occurrence of the con-
tingency must be reasonably esti-
mated. For example, if bonds are rea-
sonably expected to be redeemed early
using excess revenues from general or
special property taxes or benefit as-
sessments or similar amounts, the rea-
sonably expected redemption schedule
is used to determine yield. For pur-
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poses of this paragraph (b)(2)(i), excess
proceeds calls for issues for which the
requirements of §1.148-2(e) (2) or (3) are
satisfied, calamity calls, and
refundings do not cause a bond to be
subject to early redemption. The value
of a bond is determined under para-
graph (e) of this section.

(ii) Substantially identical bonds sub-
ject to mandatory early redemption. If
substantially identical bonds of an
issue are subject to specified manda-
tory redemptions prior to final matu-
rity (e.g., a mandatory sinking fund re-
demption requirement), yield on that
issue is computed by treating those
bonds as redeemed in accordance with
the redemption schedule for an amount
equal to their value. Generally, bonds
are substantially identical if the stated
interest rate, maturity, and payment
dates are the same. In computing the
yield on an issue containing bonds de-
scribed in this paragraph (b)(2)(ii), each
of those bonds must be treated as re-
deemed at its present value, unless the
stated redemption price at maturity of
the bond does not exceed the issue
price of the bond by more than one-
fourth of one percent multiplied by the
product of the stated redemption price
at maturity and the number of years to
the weighted average maturity date of
the substantially identical bonds, in
which case each of those bonds must be
treated as redeemed at its outstanding
stated principal amount, plus accrued,
unpaid interest. Weighted average ma-
turity is determined by taking into ac-
count the mandatory redemption
schedule.

(3) Yield on certain fixed yield bonds
subject to optional early redemption—(i)
In general. If a fixed yield bond is sub-
ject to optional early redemption and
is described in paragraph (b)(3)(ii) of
this section, the yield on the issue con-
taining the bond is computed by treat-
ing the bond as redeemed at its stated
redemption price on the optional re-
demption date that would produce the
lowest yield on the issue.

(ii) Fired yield bonds subject to special
yield calculation rule. A fixed yield bond
is described in this paragraph (b)(3)(ii)
only if it—

(A) Is subject to optional redemption
within five years of the issue date, but
only if the yield on the issue computed
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by assuming all bonds in the issue sub-
ject to redemption within 5 years of
the issue date are redeemed at matu-
rity is more than one-eighth of one per-
centage point higher than the yield on
that issue computed by assuming all
bonds subject to optional redemption
within 5 years of the issue date are re-
deemed at the earliest date for their re-
demption;

(B) Is issued at an issue price that ex-
ceeds the stated redemption price at
maturity by more than one-fourth of
one percent multiplied by the product
of the stated redemption price at matu-
rity and the number of complete years
to the first optional redemption date
for the bond; or

(C) Bears interest at increasing inter-
est rates (i.e., a stepped coupon bond).

(4) Yield recomputed upon transfer of
certain rights associated with the bond.
For purposes of §1.148-3, as of the date
of any transfer, waiver, modification,
or similar transaction (collectively, a
transfer) of any right that is part of the
terms of a bond or is otherwise associ-
ated with a bond (e.g., a redemption
right), in a transaction that is separate
and apart from the original sale of the
bond, the issue is treated as if it were
retired and a new issue issued on the
date of the transfer (reissued). The re-
demption price of the retired issue and
the issue price of the new issue equal
the aggregate values of all the bonds of
the issue on the date of the transfer. In
computing yield on the new issue, any
amounts received by the issuer as con-
sideration for the transfer are taken
into account.

(5) Special aggregation rule treating cer-
tain bonds as a single fixed yield bond.
Two variable yield bonds of an issue
are treated in the aggregate as a single
fixed yield bond if—

(i) Aggregate treatment would result
in the single bond being a fixed yield
bond; and

(ii) The terms of the bonds do not
contain any features that could distort
the aggregate fixed yield from what the
yield would be if a single fixed yield
bond were issued. For example, if an
issue contains a bond bearing interest
at a floating rate and a related bond
bearing interest at a rate equal to a
fixed rate minus that floating rate,
those two bonds are treated as a single
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fixed yield bond only if neither bond
may be redeemed unless the other bond
is also redeemed at the same time.

(6) Examples. The provisions of this
paragraph (b) may be illustrated by the
following examples.

Example 1. No early call—(i) Facts. On Jan-
uary 1, 1994, City A4 issues an issue consisting
of four identical fixed yield bonds. The stat-
ed final maturity date of each bond is Janu-
ary 1, 2004, and no bond is subject to redemp-
tion before this date. Interest is payable on
January 1 of each year at a rate of 6.0000 per-
cent per year on the outstanding principal
amount. The total stated principal amount
of the bonds is $20 million. The issue price of
the bonds $20,060,000.

(ii) Computation. The yield on the issue is
computed by treating the bonds as retired at
the stated maturity under the general rule of
§1.148-4(b)(1). The bonds are treated as re-
deemed for their stated redemption prices.
The yield on the issue is 5.8731 percent per
year compounded semiannually, computed as
follows:

Date Payments Pge(r?:fth:)“

1/1/1995 ... $1,200,000 $1,132,510
1/1/1996 1,200,000 1,068,816
111997 ... 1,200,000 1,008,704
1/1/1998 ... 1,200,000 951,973
1/1/1999 ... 1,200,000 898,433
1/1/2000 ... 1,200,000 847,903
1/1/2001 ... 1,200,000 800,216
1/1/2002 ... 1,200,000 755,210
1/1/2003 ... 1,200,000 712,736
1/1/2004 ... 21,200,000 11,883,498

20,060,000

Example 2. Mandatory calls. (i) Facts. The
facts are the same as in Erample 1. In this
case, however, the bonds are subject to man-
datory sinking fund redemption on January
1 of each year, beginning January 1, 2001. On
each sinking fund redemption date, one of
the bonds is chosen by lottery and is re-
quired to be redeemed at par plus accrued in-
terest.

(ii) Computation. Because the bonds are
subject to specified redemptions, yield on
the issue is computed by treating the bonds
as redeemed in accordance with the redemp-
tion schedule under §1.148-4(b)(2)(ii). Because
the bonds are not sold at a discount, the
bonds are treated as retired at their stated
redemption prices. The yield on the issue is
5.8678 percent per year compounded semi-
annually, computed as follows:

PV (5.8678
Date Payments percent)
1/1/1995 ... $1,200,000 $1,132,569
1/1/1996 ... 1,200,000 1,068,926
1/1/1997 ... 1,200,000 1,008,860
1/1/1998 ... 1,200,000 952,169
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PV (5.8678
Date Payments percent)

1/1/1999 ... 1,200,000 898,664
1/1/2000 ... 1,200,000 848,166
1/1/2001 ... 6,200,000 4,135,942
1/1/2002 ... 5,900,000 3,714,650
1/1/2003 ... 5,600,000 3,327,647
1/1/2004 ... 5,300,000 2,972,407

$20,060,000

Example 3. Optional early call. (i) Facts. On
January 1, 1994, City C issues an issue con-
sisting of three bonds. Each bond has a stat-
ed principal amount of $10 million dollars
and is issued for par. Bond X bears interest
at b percent per year and matures on Janu-
ary 1, 1999. BondY bears interest at 6 percent
per year and matures on January 1, 2002.
Bond Z bears interest at 7 percent per year
and matures on January 1, 2004. Bonds Y and
Z are callable by the issuer at par plus ac-
crued interest after December 31, 1998.

(ii) Computation. (A) The yield on the issue
computed as if each bond is outstanding to
its maturity is 6.0834 percent per year com-
pounded semiannually, computed as follows:

Date Payments Pge(r?:gnstc)m

1/1/1995 ... $1,800,000 $1,695,299
1/1/1996 ... 1,800,000 1,596,689
1/1/1997 ... 1,800,000 1,503,814
1/1/1998 ... 1,800,000 1,416,342
1/1/1999 ... 11,800,000 8,744,830
1/1/2000 ... 1,300,000 907,374
1/1/2001 ... 1,300,000 854,595
1/1/2002 ... 11,300,000 6,996,316
1/1/2008 ... 700,000 408,190
1/1/2004 ... 10,700,000 5,876,551

30,000,000

(B) The yield on the issue computed as if
all bonds are called at the earliest date for
redemption is 5.9126 percent per year com-
pounded semiannually, computed as follows:

PV (5.9126
Date Payments percent)

1/1/1995 ... $1,800,000 $1,698,113
1/1/1996 ... 1,800,000 1,601,994
111997 ... 1,800,000 1,511,315
1/1/1998 ... 1,800,000 1,425,769
1/1/1999 ... 31,800,000 283,762,809

30,000,000

(C) Because the yield on the issue com-
puted by assuming all bonds in the issue sub-
ject to redemption within 5 years of the issue
date are redeemed at maturity is more than
one-eighth of one percentage point higher
than the yield on the issue computed by as-
suming all bonds subject to optional redemp-
tion within 5 years of the issue date are re-
deemed at the earliest date for their redemp-
tion, each bond is treated as redeemed on the
date that would produce the lowest yield for
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the issue. The lowest yield on the issue
would result from a redemption of all the
bonds on January 1, 1999. Thus, the yield on
the issue is 5.9126 percent per year com-
pounded semiannually.

(c) Computing yield on a variable yield
issue—(1) In general. The yield on a
variable yield issue is computed sepa-
rately for each computation period.
The yield for each computation period
is the discount rate that, when used in
computing the present value as of the
first day of the computation period of
all the payments of principal and inter-
est and fees for qualified guarantees
that are attributable to the computa-
tion period, produces an amount equal
to the present value, using the same
discount rate, of the aggregate issue
price (or deemed issue price, as deter-
mined in paragraph (c)(2)(iv) of this
section) of the bonds of the issue as of
the first day of the computation pe-
riod. The yield on a variable yield bond
is computed in the same manner as the
yield on a variable yield issue. Except
as provided in paragraph (c)(2) of this
section, yield on any fixed yield bond
in a variable yield issue is computed in
the same manner as the yield on a
fixed yield issue as provided in para-
graph (b) of this section.

(2) Payments on bonds included in yield
for a computation period—(i) Payments in
general. The payments on a bond that
are attributable to a computation pe-
riod include any amounts actually paid
during the period for principal on the
bond. Payments also include any
amounts paid during the current period
both for interest accruing on the bond
during the current period and for inter-
est accruing during the prior period
that was included in the deemed issue
price of the bond as accrued unpaid in-
terest at the start of the current period
under this paragraph (c)(2). Further,
payments include any amounts prop-
erly allocable to fees for a qualified
guarantee of the bond for the period
and to any amounts properly allocable
to a qualified hedge for the period.

(ii) Payments at actual redemption. If a
bond is actually redeemed during a
computation period, an amount equal
to the greater of its value on the re-
demption date or the actual redemp-
tion price is a payment on the actual
redemption date.
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(iii) Payments for bonds outstanding at
end of computation period. If a bond is
outstanding at the end of a computa-
tion period, a payment equal to the
bond’s value is taken into account on
the last day of that period.

(iv) Issue price for bonds outstanding at
beginning of mext computation period. A
bond outstanding at the end of a com-
putation period is treated as if it were
immediately reissued on the next day
for a deemed issue price equal to the
value from the day before as deter-
mined under paragraph (c¢)(2)(iii) of this
section.

(3) Example. The provisions of this
paragraph (c) may be illustrated by the
following example.

Example. On January 1, 1994, City A issues
an issue of identical plain par bonds in an ag-
gregate principal amount of $1,000,000. The
bonds pay interest at a variable rate on each
June 1 throughout the term of the issue. The
entire principal amount of the bonds plus ac-
crued, unpaid interest is payable on the final
maturity date of January 1, 2000. No bond
year is selected. On June 1, 1994, 1995, 1996,
1997, and 1998, interest in the amounts of
$30,000, $55,000, $57,000, $56,000, and $45,000 is
paid on the bonds. From June 1, 1998, to Jan-
uary 1, 1999, $30,000 of interest accrues on the
bonds. From January 1, 1999, to June 1, 1999,
another $35,000 of interest accrues. On June
1, 1999, the issuer actually pays $65,000 of in-
terest. On January 1, 2000, $1,000,000 of prin-
cipal and $38,000 of accrued interest are paid.
The payments for the computation period
starting on the issue date and ending on Jan-
uary 1, 1999, include all annual interest pay-
ments paid from the issue date to June 1,
1998. Because the issue is outstanding on
January 1, 1999, it is treated as redeemed on
that date for amount equal to its value
(81,000,000 plus accrued, unpaid interest of
$30,000 under paragraph (e)(1) of this section).
Thus, $1,030,000 is treated as paid on January
1, 1999. The issue is then treated as reissued
on January 1, 1999, for $1,030,000. The pay-
ments for the next computation period start-
ing on January 1, 1999, and ending on Janu-
ary 1, 2000, include the interest actually paid
on the bonds during that period ($65,000 on
June 1, 1999, plus $38,000 paid on January 1,
2000). Because the issue was actually re-
deemed on January 1, 2000, an amount equal
to its stated redemption price is also treated
as paid on January 1, 2000.

(d) Conversion from variable yield issue
to fixed yield issue. For purposes of de-
termining yield under this section, as
of the first day on which a variable
yield issue would qualify as a fixed
yield issue if it were newly issued on
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that date (a conversion date), that issue
is treated as if it were reissued as a
fixed yield issue on the conversion
date. The redemption price of the vari-
able yield issue and the issue price of
the fixed yield issue equal the aggre-
gate values of all the bonds on the con-
version date. Thus, for example, for
plain par bonds (e.g., tender bonds), the
deemed issue price would be the out-
standing principal amount, plus ac-
crued unpaid interest. If the conversion
date occurs on a date other than a
computation date, the issuer may con-
tinue to treat the issue as a variable
yield issue until the next computation
date, at which time it must be treated
as converted to a fixed yield issue.

(e) Value of bonds—(1) Plain par bonds.
Except as otherwise provided, the value
of a plain par bond is its outstanding
stated principal amount, plus accrued
unpaid interest. The value of a plain
par bond that is actually redeemed or
treated as redeemed is its stated re-
demption price on the redemption date,
plus accrued, unpaid interest.

(2) Other bonds. The value of a bond
other than a plain par bond on a date is
its present value on that date. The
present value of a bond is computed
under the economic accrual method
taking into account all the uncondi-
tionally payable payments of principal,
interest, and fees for a qualified guar-
antee to be paid on or after that date
and using the yield on the bond as the
discount rate, except that for purposes
of §1.148-6(b)(2) (relating to the uni-
versal cap), these values may be deter-
mined by consistently using the yield
on the issue of which the bonds are a
part. To determine yield on fixed yield
bonds, see paragraph (b)(1) of this sec-
tion. The rules contained in paragraphs
(b)(2) and (b)(3) of this section apply for
this purpose. In the case of bonds de-
scribed in paragraph (b)(2)(ii) of this
section, the present value of those
bonds on any date is computed using
the yield to the final maturity date of
those bonds as the discount rate. In de-
termining the present value of a vari-
able yield bond under this paragraph
(e)(2), the initial interest rate on the
bond established by the interest index
or other interest rate setting mecha-
nism is used to determine the interest
payments on that bond.
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(f) Qualified guarantees—(1) In general.
Fees properly allocable to payments
for a qualified guarantee for an issue
(as determined under paragraph (f)(6)
of this section) are treated as addi-
tional interest on that issue under sec-
tion 148. A guarantee is a qualified
guarantee if it satisfies each of the re-
quirements of paragraphs (f)(2) through
(f)(4) of this section.

(2) Interest savings. As of the date the
guarantee is obtained, the issuer must
reasonably expect that the present
value of the fees for the guarantee will
be less than the present value of the
expected interest savings on the issue
as a result of the guarantee. For this
purpose, present value is computed
using the yield on the issue, deter-
mined with regard to guarantee pay-
ments, as the discount rate.

(3) Guarantee in substance. The ar-
rangement must create a guarantee in
substance. The arrangement must im-
pose a secondary liability that uncon-
ditionally shifts substantially all of
the credit risk for all or part of the
payments, such as payments for prin-
cipal and interest, redemption prices,
or tender prices, on the guaranteed
bonds. Reasonable procedural or ad-
ministrative requirements of the guar-
antee do not cause the guarantee to be
conditional. In the case of a guarantee
against failure to remarket a qualified
tender bond, commercially reasonable
limitations based on credit risk, such
as limitations on payment in the event
of default by the primary obligor or the
bankruptcy of a long-term credit guar-
antor, do not cause the guarantee to be
conditional. The guarantee may be in
any form. The guarantor may not be a
co-obligor. Thus, the guarantor must
not expect to make any payments
other than under a direct-pay letter of
credit or similar arrangement for
which the guarantor will be reimbursed
immediately. The guarantor and any
related parties together must not use
more than 10 percent of the proceeds of
the portion of the issue allocable to the
guaranteed bonds.

(4) Reasonable charge—(@{i) In general.
Fees for a guarantee must not exceed a
reasonable, arm’s-length charge for the
transfer of credit risk. In complying
with this requirement, the issuer may
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not rely on the representations of the
guarantor.

(ii) Fees for services other than transfer
of credit risk must be separately stated. A
fee for a guarantee must not include
any payment for any direct or indirect
services other than the transfer of
credit risk, unless the compensation
for those other services is separately
stated, reasonable, and excluded from
the guarantee fee. Fees for the transfer
of credit risk include fees for the guar-
antor’s overhead and other costs relat-
ing to the transfer of credit risk. For
example, a fee includes payment for
services other than transfer of credit
risk if—

(A) It includes payment for the cost
of underwriting or remarketing bonds
or for the cost of insurance for cas-
ualty to bond-financed property;

(B) It is refundable upon redemption
of the guaranteed bond before the final
maturity date and the amount of the
refund would exceed the portion of the
fee that had not been earned; or

(C) The requirements of §1.148-2(e)(2)
(relating to temporary periods for cap-
ital projects) are not satisfied, and the
guarantor is not reasonably assured
that the bonds will be repaid if the
project to be financed is not completed.

(5) Guarantee of purpose investments.
Except for guarantees of qualified
mortgage loans and qualified student
loans, a guarantee of payments on a
purpose investment is a qualified guar-
antee of the issue if all payments on
the purpose investment reasonably co-
incide with payments on the related
bonds and the payments on the purpose
investment are unconditionally pay-
able no more than 6 months before the
corresponding interest payment and 12
months before the corresponding prin-
cipal payments on the bonds. This
paragraph (f)(b) only applies if, in addi-
tion to satisfying the other require-
ments of this paragraph (f), the guar-
antee is, in substance, a guarantee of
the bonds allocable to that purpose in-
vestment and to no other bonds except
for bonds that are equally and ratably
secured by purpose investments of the
same conduit borrower.

(6) Allocation of qualified guarantee
payments—(@{) In general. Payments for
a qualified guarantee must be allocated
to bonds and to computation periods in
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a manner that properly reflects the
proportionate credit risk for which the
guarantor 1is compensated. Propor-
tionate credit risk for bonds that are
not substantially identical may be de-
termined using any reasonable, con-
sistently applied method. For example,
this risk may be based on the ratio of
the total principal and interest paid
and to be paid on a guaranteed bond to
the total principal and interest paid
and to be paid on all bonds of the guar-
anteed issue. An allocation method
generally is not reasonable, for exam-
ple, if a substantial portion of the fee is
allocated to the construction portion
of the issue and a correspondingly in-
substantial portion is allocated to the
later years covered by the guarantee.
Reasonable letter of credit set up fees
may be allocated ratably during the
initial term of the letter of credit.
Upon an early redemption of a variable
yield bond, fees otherwise allocable to
the period after the redemption are al-
located to remaining outstanding
bonds of the issue or, if none remain
outstanding, to the period before the
redemption.

(i1) Safe harbor for allocation of quali-
fied guarantee fees for wvariable yield
issues. An allocation of non-level pay-
ments for a qualified guarantee for
variable yield bonds is treated as meet-
ing the requirements of paragraph
(f)(6)(1) of this section if, for each bond
year for which the guarantee is in ef-
fect, an equal amount (or for any short
bond year, a proportionate amount of
the equal amount) is treated as paid as
of the beginning of that bond year. The
present value of the annual amounts
must equal the fee for the guarantee
allocated to that bond, with present
value computed as of the first day the
guarantee is in effect by using as the
discount rate the yield on the variable
yield bonds covered by the guarantee,
determined without regard to any fee
allocated under this paragraph
(£)(6)(ii).

(7 Refund or reduction of guarantee
payments. If as a result of an invest-
ment of proceeds of a refunding issue in
a refunding escrow, there will be a re-
duction in, or refund of, payments for a
guarantee (savings), the savings must
be treated as a reduction in the pay-
ments on the refunding issue.
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(g) Yield on certain mortgage revenue
and student loan bonds. For purposes of
section 148 and this section, section
143(2)(2)(C)(ii) applies to the computa-
tion of yield on an issue of qualified
mortgage bonds or qualified veterans’
mortgage bonds. For purposes of apply-
ing section 148 and section 143(g) with
respect to purpose investments allo-
cable to a variable yield issue of quali-
fied mortgage bonds, qualified vet-
erans’ mortgage bonds, or qualified
student loan bonds that is reasonably
expected as of the issue date to convert
to a fixed yield issue, the yield may be
computed over the term of the issue,
and, if the yield is so computed, para-
graph (d) of this section does not apply
to the issue. As of any date, the yield
over the term of the issue is based on—

(1) With respect to any bond of the
issue that has not converted to a fixed
and determinable yield on or before
that date, the actual amounts paid or
received to that date and the amounts
that are reasonably expected (as of
that date) to be paid or received with
respect to that bond over the remain-
ing term of the issue (taking into ac-
count prepayment assumptions under
section 143(g2)(2)(B)(iv), if applicable);
and

(2) With respect to any bond of the
issue that has converted to a fixed and
determinable yield on or before that
date, the actual amounts paid or re-
ceived before that bond converted, if
any, and the amount that was reason-
ably expected (on the date that bond
converted) to be paid or received with
respect to that bond over the remain-
ing term of the issue (taking into ac-
count prepayment assumptions under
section 143(g)(2)(B)(iv), if applicable).

(h) Qualified hedging transactions—(1)
In general. Payments made or received
by an issuer under a qualified hedge (as
defined in paragraph (h)(2) of this sec-
tion) relating to bonds of an issue are
taken into account (as provided in
paragraph (h)(3) of this section) to de-
termine the yield on the issue. Except
as provided in paragraphs (h)(4) and
(h)(5)(ii)(E) of this section, the bonds to
which a qualified hedge relates are
treated as variable yield bonds from
the issue date of the bonds. This para-
graph (h) applies solely for purposes of
sections 143(g), 148, and 149(d).
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(2) Qualified hedge defined. Except as
provided in paragraph (h)(5) of this sec-
tion, the term qualified hedge means a
contract that satisfies each of the fol-
lowing requirements:

(i) Hedge—(A) In general. The con-
tract is entered into primarily to mod-
ify the issuer’s risk of interest rate
changes with respect to a bond (a
hedge). For example, the contract may
be an interest rate swap, an interest
rate cap, a futures contract, a forward
contract, or an option.

(B) Special rule for fixed rate issues. If
the contract modifies the issuer’s risk
of interest rate changes with respect to
a bond that is part of an issue that, ab-
sent the contract, would be a fixed rate
issue, the contract must be entered
into—

(I) No later than 15 days after the
issue date (or the deemed issue date
under paragraph (d) of this section) of
the issue; or

(2) No later than the expiration of a
qualified hedge with respect to bonds of
that issue that satisfies paragraph
(h)(2)(1)(B)(1) of this section; or

(3) No later than the expiration of a
qualified hedge with respect to bonds of
that issue that satisfies either para-
graph (h)(2)(1))(B)(2) of this section or
this paragraph (h)(2)(A)(B)(3).

(C) Contracts with certain acquisition
payments. If a hedge provider makes a
single payment to the issuer (e.g., a
payment for an off-market swap) in
connection with the acquisition of a
contract, the issuer may treat a por-
tion of that contract as a hedge pro-
vided—

(I) The hedge provider’s payment to
the issuer and the issuer’s payments
under the contract in excess of those
that it would make if the contract bore
rates equal to the on-market rates for
the contract (determined as of the date
the parties enter into the contract) are
separately identified in a certification
of the hedge provider; and

(2) The payments described in para-
graph (h)(2)(i)(C)(Z) of this section are
not treated as payments on the hedge.

(i1) No significant investment element—
(A) In general. The contract does not
contain a significant investment ele-
ment. Except as provided in paragraph
(h)(2)(ii)(B) of this section, a contract
contains a significant investment ele-
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ment if a significant portion of any
payment by one party relates to a con-
ditional or unconditional obligation by
the other party to make a payment on
a different date. Examples of contracts
that contain a significant investment
element are a debt instrument held by
the issuer; an interest rate swap re-
quiring any payments other than peri-
odic payments, within the meaning of
§1.446-3 (periodic payments) (e.g., a
payment for an off-market swap or pre-
payment of part or all of one leg of a
swap); and an interest rate cap requir-
ing the issuer’s premium for the cap to
be paid in a single, up-front payment.

(B) Special level payment rule for inter-
est rate caps. An interest rate cap does
not contain a significant investment
element if—

(I) All payments to the issuer by the
hedge provider are periodic payments;

(2) The issuer makes payments for
the cap at the same time as periodic
payments by the hedge provider must
be made if the specified index (within
the meaning of §1.446-3) of the cap is
above the strike price of the cap; and

(3) Each payment by the issuer bears
the same ratio to the notional prin-
cipal amount (within the meaning of
§1.446-3) that is used to compute the
hedge provider’s payment, if any, on
that date.

(iii) Parties. The contract is entered
into between the issuer or the political
subdivision on behalf of which the
issuer issues the bonds (collectively re-
ferred to in this paragraph (h) as the
issuer) and a provider that is not a re-
lated party (the hedge provider).

(iv) Hedged bonds. The contract cov-
ers, in whole or in part, all of one or
more groups of substantially identical
bonds in the issue (i.e., all of the bonds
having the same interest rate, matu-
rity, and terms). Thus, for example, a
qualified hedge may include a hedge of
all or a pro rata portion of each inter-
est payment on the variable rate bonds
in an issue for the first 5 years fol-
lowing their issuance. For purposes of
this paragraph (h), unless the context
clearly requires otherwise, hedged
bonds means the specific bonds or por-
tions thereof covered by a hedge.

(v) Interest based contract. The con-
tract is primarily interest based. A
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contract is interest
based unless—

(A) The hedged bond, without regard
to the contract, is either a fixed rate
bond, a variable rate debt instrument
within the meaning of §1.1275-5 pro-
vided the rate is not based on an objec-
tive rate other than a qualified inverse
floating rate or a qualified inflation
rate, a tax-exempt obligation described
in §1.1275-4(d)(2), or an inflation-in-
dexed debt instrument within the
meaning of §1.1275-7; and

(B) As a result of treating all pay-
ments on (and receipts from) the con-
tract as additional payments on (and
receipts from) the hedged bond, the re-
sulting bond would be substantially
similar to either a fixed rate bond, a
variable rate debt instrument within
the meaning of §1.1275-5 provided the
rate is not based on an objective rate
other than a qualified inverse floating
rate or a qualified inflation rate, a tax-
exempt obligation described in §1.1275-
4(d)(2), or an inflation-indexed debt in-
strument within the meaning of
§1.1275-7. For this purpose, differences
that would not prevent the resulting
bond from being substantially similar
to another type of bond include a dif-
ference between the index used to com-
pute payments on the hedged bond and
the index used to compute payments on
the hedge where one index is substan-
tially the same, but not identical to,
the other; the difference resulting from
the payment of a fixed premium for a
cap (e.g., payments for a cap that are
made in other than level installments);
and the difference resulting from the
allocation of a termination payment
where the termination was not ex-
pected as of the date the contract was
entered into.

(vi) Payments closely correspond. The
payments received by the issuer from
the hedge provider under the contract
correspond closely in time to either the
specific payments being hedged on the
hedged bonds or specific payments re-
quired to be made pursuant to the bond
documents, regardless of the hedge, to
a sinking fund, debt service fund, or
similar fund maintained for the issue
of which the hedged bond is a part.

(vii) Source of payments. Payments to
the hedge provider are reasonably ex-
pected to be made from the same

not primarily
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source of funds that, absent the hedge,
would be reasonably expected to be
used to pay principal and interest on
the hedged bonds.

(viii) Identification. The contract
must be identified by the actual issuer
on its books and records maintained
for the hedged bonds not later than 3
days after the date on which the issuer
and the hedge provider enter into the
contract. The identification must
specify the hedge provider, the terms of
the contract, and the hedged bonds.
The identification must contain suffi-
cient detail to establish that the re-
quirements of this paragraph (h)(2)
and, if applicable, paragraph (h)(4) of
this section are satisfied. In addition,
the existence of the hedge must be
noted on the first form relating to the
issue of which the hedged bonds are a
part that is filed with the Internal Rev-
enue Service on or after the date on
which the contract is identified pursu-
ant to this paragraph (h)(2)(viii).

(3) Accounting for qualified hedges—(i)
In general. Except as otherwise pro-
vided in paragraph (h)(4) of this sec-
tion, payments made or received by the
issuer under a qualified hedge are
treated as payments made or received,
as appropriate, on the hedged bonds
that are taken into account in deter-
mining the yield on those bonds. These
payments are reasonably allocated to
the hedged bonds in the period to
which the payments relate, as deter-
mined under paragraph (h)3)(iii) of
this section. Payments made or re-
ceived by the issuer include payments
deemed made or received when a con-
tract is terminated or deemed termi-
nated under this paragraph (h)(3). Pay-
ments reasonably allocable to the
modification of risk of interest rate
changes and to the hedge provider’s
overhead under this paragraph (h) are
included as payments made or received
under a qualified hedge.

(ii) Exclusions from hedge. If any pay-
ment for services or other items under
the contract is not expressly treated by
paragraph (h)(3)(i) of this section as a
payment under the qualified hedge, the
payment is not a payment with respect
to a qualified hedge.

(iii) Timing and allocation of payments.
Except as provided in paragraphs
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(h)(3)(iv) and (h)(5) of this section, pay-
ments made or received by the issuer
under a qualified hedge are taken into
account in the same period in which
those amounts would be treated as in-
come or deductions under §1.446-4
(without regard to §1.446-4(a)(2)(iv))
and are adjusted as necessary to reflect
the end of a computation period and
the start of a new computation period.

(iv) Termination payments—(A) Termi-
nation defined. A termination of a
qualified hedge includes any sale or
other disposition of the hedge by the
issuer or the acquisition by the issuer
of an offsetting hedge. A deemed termi-
nation occurs when the hedged bonds
are redeemed or when a hedge ceases to
be a qualified hedge of the hedged
bonds. In the case of an assignment by
a hedge provider of its remaining
rights and obligations under the hedge
to a third party or a modification of
the hedging contract, the assignment
or modification is treated as a termi-
nation with respect to the issuer only
if it results in a deemed exchange of
the hedge and a realization event under
section 1001 to the issuer.

(B) General rule. A payment made or
received by an issuer to terminate a
qualified hedge, including loss or gain
realized or deemed realized, is treated
as a payment made or received on the
hedged bonds, as appropriate. The pay-
ment is reasonably allocated to the re-
maining periods originally covered by
the terminated hedge in a manner that
reflects the economic substance of the
hedge.

(C) Special rule for terminations when
bonds are redeemed. Except as otherwise
provided in this paragraph (h)(3)(iv)(C)
and in paragraph (h)3)(iv)(D) of this
section, when a qualified hedge is
deemed terminated because the hedged
bonds are redeemed, the fair market
value of the qualified hedge on the re-
demption date is treated as a termi-
nation payment made or received on
that date. When hedged bonds are re-
deemed, any payment received by the
issuer on termination of a hedge, in-
cluding a termination payment or a
deemed termination payment, reduces,
but not below zero, the interest pay-
ments made by the issuer on the
hedged bonds in the computation pe-
riod ending on the termination date.
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The remainder of the payment, if any,
is reasonably allocated over the bond
years in the immediately preceding
computation period or periods to the
extent necessary to eliminate the ex-
cess.

(D) Special rules for refundings. To the
extent that the hedged bonds are re-
deemed using the proceeds of a refund-
ing issue, the termination payment is
accounted for under paragraph
(h)(3)(iv)(B) of this section by treating
it as a payment on the refunding issue,
rather than the hedged bonds. In addi-
tion, to the extent that the refunding
issue is redeemed during the period to
which the termination payment has
been allocated to that issue, paragraph
(h)(3)(iv)(C) of this section applies to
the termination payment by treating it
as a payment on the redeemed refund-
ing issue.

(B) Safe harbor for allocation of certain
termination payments. A payment to ter-
minate a qualified hedge does not re-
sult in that hedge failing to satisfy the
applicable provisions of paragraph
(h)(3)(iv)(B) of this section if the pay-
ment is allocated in accordance with
this paragraph (h)(3)(iv)(E). For an
issue that is a variable yield issue after
termination of a qualified hedge, an
amount must be allocated to each date
on which the hedge provider’s pay-
ment, if any, would have been made
had the hedge not been terminated.
The amounts allocated to each date
must bear the same ratio to the no-
tional principal amount (within the
meaning of §1.446-3) that would have
been used to compute the hedge pro-
vider’s payment, if any, on that date,
and the sum of the present values of
those amounts must equal the present
value of the termination payment.
Present value is computed as of the
day the qualified hedge is terminated,
using the yield on the hedged bonds,
determined without regard to the ter-
mination payment. The yield used for
this purpose is computed for the period
beginning on the first date the quali-
fied hedge is in effect and ending on the
date the qualified hedge is terminated.
On the other hand, for an issue that is
a fixed yield issue after termination of
a qualified hedge, the termination pay-
ment is taken into account as a single
payment on the date it is paid.
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(4) Certain variable yield bonds treated
as fized yield bonds—(@i) In general. Ex-
cept as otherwise provided in this para-
graph (h)(4), if the issuer of variable
yield bonds enters into a qualified
hedge, the hedged bonds are treated as
fixed yield bonds paying a fixed inter-
est rate if:

(A) Maturity. The term of the hedge is
equal to the entire period during which
the hedged bonds bear interest at vari-
able interest rates, and the issuer does
not reasonably expect that the hedge
will be terminated before the end of
that period.

(B) Payments closely correspond. Pay-
ments to be received under the hedge
correspond closely in time to the
hedged portion of payments on the
hedged bonds. Hedge payments re-
ceived within 15 days of the related
payments on the hedged bonds gen-
erally so correspond.

(C) Aggregate payments fired. Taking
into account all payments made and
received under the hedge and all pay-
ments on the hedged bonds (i.e., after
netting all payments), the issuer’s ag-
gregate payments are fixed and deter-
minable as of a date not later than 15
days after the issue date of the hedged
bonds. Payments on bonds are treated
as fixed for purposes of this paragraph
(h)(4)([{)(C) if payments on the bonds
are based, in whole or in part, on one
interest rate, payments on the hedge
are based, in whole or in part, on a sec-
ond interest rate that is substantially
the same as, but not identical to, the
first interest rate and payments on the
bonds would be fixed if the two rates
were identical. Rates are treated as
substantially the same if they are rea-
sonably expected to be substantially
the same throughout the term of the
hedge. For example, an objective 30-
day tax-exempt variable rate index or
other objective index may be substan-
tially the same as an issuer’s indi-
vidual 30-day interest rate.

(ii) Accounting. Except as otherwise
provided in this paragraph (h)(4)(ii), in
determining yield on the hedged bonds,
all the issuer’s payments on the hedged
bonds and all payments made and re-
ceived on a hedge described in para-
graph (h)(4)(i) of this section are taken
into account. If payments on the bonds
and payments on the hedge are based,
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in whole or in part, on variable interest
rates that are substantially the same
within the meaning of paragraph
(h)(4)(i)(C) of this section (but not iden-
tical), yield on the issue is determined
by treating the variable interest rates
as identical. For example, if variable
rate bonds bearing interest at a weekly
rate equal to the rate necessary to re-
market the bonds at par are hedged
with an interest rate swap under which
the issuer receives payments based on
a short-term floating rate index that is
substantially the same as, but not
identical to, the weekly rate on the
bonds, the interest payments on the
bonds are treated as equal to the pay-
ments received by the issuer under the
swap for purposes of computing the
yield on the bonds.

(iii) Effect of termination—(A) In gen-
eral. Except as otherwise provided in
this paragraph (h)(4)(iii) and paragraph
(h)(5) of this section, the issue of which
the hedged bonds are a part is treated
as if it were reissued as of the termi-
nation date of the qualified hedge cov-
ered by paragraph (h)(4)(i) of this sec-
tion in determining yield on the hedged
bonds for purposes of §1.148-3. The re-
demption price of the retired issue and
the issue price of the new issue equal
the aggregate values of all the bonds of
the issue on the termination date. In
computing the yield on the new issue
for this purpose, any termination pay-
ment is accounted for under paragraph
(h)(3)(iv) of this section, applied by
treating the termination payment as
made or received on the new issue
under this paragraph (h)(4)(iii).

(B) Effect of early termination. Except
as otherwise provided in this paragraph
(h)(4)(iii), the general rules of para-
graph (h)(4)(i) of this section do not
apply in determining the yield on the
hedged bonds for purposes of §1.148-3 if
the hedge is terminated or deemed ter-
minated within 5 years after the issue
date of the issue of which the hedged
bonds are a part. Thus, the hedged
bonds are treated as variable yield
bonds for purposes of §1.148-3 from the
issue date.

(C) Certain terminations disregarded.
This paragraph (h)(4)(iii) does not
apply to a termination if, based on the
facts and circumstances (e.g., taking
into account both the termination and
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any qualified hedge that immediately
replaces the terminated hedge), there
is no change in the yield.

(5) Contracts entered into before issue
date of hedged bond—(i) In general. A
contract does not fail to be a hedge
under paragraph (h)(2)(i) of this section
solely because it is entered into before
the issue date of the hedged bond. How-
ever, that contract must be one to
which either paragraph (h)(5)(ii) or
(h)(5)(iii) of this section applies.

(ii) Contracts expected to be closed sub-
stantially contemporaneously with the
issue date of hedged bond—(A) Applica-
tion. This paragraph (h)(5)(ii) applies to
a contract if, on the date the contract
is identified, the issuer reasonably ex-
pects to terminate or otherwise close
(terminate) the contract substantially
contemporaneously with the issue date
of the hedged bond.

(B) Contract terminated. If a contract
to which this paragraph (h)(5)(ii) ap-
plies is terminated substantially con-
temporaneously with the issue date of
the hedged bond, the amount paid or
received, or deemed to be paid or re-
ceived, by the issuer in connection
with the issuance of the hedged bond to
terminate the contract is treated as an
adjustment to the issue price of the
hedged bond and as an adjustment to
the sale proceeds of the hedged bond
for purposes of section 148. Amounts
paid or received, or deemed to be paid
or received, before the issue date of the
hedged bond are treated as paid or re-
ceived on the issue date in an amount
equal to the future value of the pay-
ment or receipt on that date. For this
purpose, future value is computed
using yield on the hedged bond without
taking into account amounts paid or
received (or deemed paid or received)
on the contract.

(C) Contract not terminated. If a con-
tract to which this paragraph (h)(5)(ii)
applies is not terminated substantially
contemporaneously with the issue date
of the hedged bond, the contract is
deemed terminated for its fair market
value as of the issue date of the hedged
bond. Once a contract has been deemed
terminated pursuant to this paragraph
(h)(5)(1i)(C), payments on and receipts
from the contract are no longer taken
into account under this paragraph (h)
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for purposes of determining yield on
the hedged bond.

(D) Relation to other requirements of a
qualified hedge. Payments made in con-
nection with the issuance of a bond to
terminate a contract to which this
paragraph (h)(5)(ii) applies do not pre-
vent the contract from satisfying the
requirements of paragraph (h)(2)(vi) of
this section.

(E) Fized yield treatment. A bond that
is hedged with a contract to which this
paragraph (h)(5)(ii) applies does not fail
to be a fixed yield bond if, taking into
account payments on the contract and
the payments to be made on the bond,
the bond satisfies the definition of
fixed yield bond. See also paragraph
(h)(4) of this section.

(iii) Contracts expected not to be closed
substantially contemporaneously with the
issue date of hedged bond—(A) Applica-
tion. This paragraph (h)(5)(iii) applies
to a contract if, on the date the con-
tract is identified, the issuer does not
reasonably expect to terminate the
contract substantially contempora-
neously with the issue date of the
hedge bond.

(B) Contract terminated. If a contract
to which this paragraph (h)(5)(iii) ap-
plies is terminated in connection with
the issuance of the hedged bond, the
amount paid or received, or deemed to
be paid or received, by the issuer to
terminate the contract is treated as an
adjustment to the issue price of the
hedged bond and as an adjustment to
the sale proceeds of the hedged bond
for purposes of section 148.

(C) Contract not terminated. If a con-
tract to which this paragraph (h)(5)(iii)
applies is not terminated substantially
contemporaneously with the issue date
of the hedged bond, no payments with
respect to the hedge made by the issuer
before the issue date of the hedged
bond are taken into account under this
section.

(iv) Identification. The identification
required under paragraph (h)(2)(viii) of
this section must specify the reason-
ably expected governmental purpose,
issue price, maturity, and issue date of
the hedged bond, the manner in which
interest is reasonably expected to be
computed, and whether paragraph
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(h)(5)(ii) or (h)(5)(iii) of this section ap-
plies to the contract. If an issuer iden-
tifies a contract under this paragraph
(h)(5)(iv) that would be a qualified
hedge with respect to the anticipated
bond, but does not issue the antici-
pated bond on the identified issue date,
the contract is taken into account as a
qualified hedge of any bond of the
issuer that is issued for the identified
governmental purpose within a reason-
able interval around the identified
issue date of the anticipated bond.

(6) Authority of the Commissioner. The
Commissioner, by publication of a rev-
enue ruling or revenue procedure (see
§601.601(d)(2) of this chapter), may
specify contracts that, although they
do not meet the requirements of para-
graph (h)(2) of this section, are quali-
fied hedges or, although they do not
meet the requirements of paragraph
(h)(4) of this section, cause the hedged
bonds to be treated as fixed yield
bonds.

[T.D. 8476, 58 FR 33524, June 18, 1993; 58 FR
44452, Aug. 23, 1993, as amended by T.D. 8538,
59 FR 24042, May 10, 1994; T.D. 8718, 62 FR
25507, May 9, 1997, T.D. 8838, 64 FR 48547,
Sept. 7, 1999]

§1.148-5 Yield and valuation of invest-
ments.

(a) In general. This section provides
rules for computing the yield and value
of investments allocated to an issue for
various purposes under section 148.

(b) Yield on an investment—(1) In gen-
eral. Except as otherwise provided, the
yield on an investment allocated to an
issue is computed under the economic
accrual method, wusing the same
compounding interval and financial
conventions used to compute the yield
on the issue. The yield on an invest-
ment allocated to an issue is the dis-
count rate that, when used in com-
puting the present value as of the date
the investment is first allocated to the
issue of all unconditionally payable re-
ceipts from the investment, produces
an amount equal to the present value
of all unconditionally payable pay-
ments for the investment. For this pur-
pose, payments means amounts to be
actually or constructively paid to ac-
quire the investment, and receipts
means amounts to be actually or con-
structively received from the invest-
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ment, such as earnings and return of
principal. The yield on a variable rate
investment is determined in a manner
comparable to the determination of the
yield on a variable rate issue. For an
issue of qualified mortgage bonds,
qualified veterans’ mortgage bonds, or
qualified student loan bonds on which
interest is paid semiannually, all reg-
ular monthly loan payments to be re-
ceived during a semiannual debt serv-
ice period may be treated as received
at the end of that period. In addition,
for any conduit financing issue, pay-
ments made by the conduit borrower
are not treated as paid until the con-
duit borrower ceases to receive the
benefit of earnings on those amounts.

(2) Yield on a separate class of invest-
ments—(i) In general. For purposes of
the yield restriction rules of section
148(a) and §1.148-2, yield is computed
separately for each class of invest-
ments. For this purpose, in deter-
mining the yield on a separate class of
investments, the yield on each indi-
vidual investment within the class is
blended with the yield on other indi-
vidual investments within the class,
whether or not held concurrently, by
treating those investments as a single
investment. The yields on investments
that are not within the same class are
not blended.

(ii) Separate classes of investments.
Each of the following is a separate
class of investments—

(A) Each category of yield restricted
purpose investment and program in-
vestment that is subject to a different
definition of materially higher under
§1.148-2(d)(2);

(B) Yield-restricted nonpurpose in-
vestments; and

(C) All other nonpurpose
ments;

(iii) Permissive application of single in-
vestment rules to certain yield restricted
investments for all purposes of section 148.
For all purposes of section 148, if an
issuer reasonably expects as of the
issue date to establish and maintain a
sinking fund solely to reduce the yield
on the investments in a refunding es-
crow, then the issuer may treat all of
the yield restricted nonpurpose invest-
ments in the refunding escrow and that
sinking fund as a single investment
having a single yield, determined under

invest-
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this paragraph (b)(2). Thus, an issuer
may not treat the nonpurpose invest-
ments in a reasonably required reserve
fund and a refunding escrow as a single
investment having a single yield under
this paragraph (b)(2)(iii).

(iv) Mandatory application of single in-
vestment rules for refunding escrows for
all purposes of section 148. For all pur-
poses of section 148, in computing the
yield on yield restricted investments
allocable to proceeds (i.e., sale pro-
ceeds, investment proceeds, and trans-
ferred proceeds) of a refunding issue
that are held in one or more refunding
escrows, the individual investments are
treated as a single investment having a
single yield, whether or not held con-
currently. For example, this single in-
vestment includes both the individual
investments allocable to sale and in-
vestment proceeds of a refunding issue
that are held in one refunding escrow
for a prior issue and the investments
allocable to transferred proceeds of
that refunding issue that are held in
another refunding escrow.

(3) Investments to be held beyond issue’s
maturity or beyond temporary period. In
computing the yield on investments al-
locable to an issue that are to be held
beyond the reasonably expected re-
demption date of the issue, those in-
vestments are treated as sold for an
amount equal to their value on that
date. In computing the yield on invest-
ments that are held beyond an applica-
ble temporary period under §1.148-2, for
purposes of §1.148-2 those investments
may be treated as purchased for an
amount equal to their fair market
value as of the end of the temporary
period.

(4) Comnsistent redemption assumptions
on purpose investments. The yield on
purpose investments allocable to an
issue is computed using the same re-
demption assumptions used to compute
the yield on the issue. Yield on purpose
investments allocable to an issue of
qualified mortgage bonds and qualified
veterans’ mortgage bonds must be de-
termined in a manner that is con-
sistent with, and using the assump-
tions required by, section 143(g)(2)(B).

(5) Student loan special allowance pay-
ments included in yield. Except as pro-
vided in §1.148-11(e), the yield on quali-
fied student loans is computed by in-
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cluding as receipts any special allow-
ance payments made by the Secretary
of Education pursuant to section 438 of
the Higher Education Act of 1965.

(c) Yield reduction payments to the
United States—(1) In general. In deter-
mining the yield on an investment to
which this paragraph (c) applies, any
amount paid to the United States in
accordance with this paragraph (c), in-
cluding a rebate amount, is treated as
a payment for that investment that re-
duces the yield on that investment.

(2) Manner of payment—(1) In general.
Except as otherwise provided in para-
graph (c)(2)(ii) of this section, an
amount is paid under this paragraph (c)
if it is paid to the United States at the
same time and in the same manner as
rebate amounts are required to be paid
or at such other time or in such man-
ner as the Commissioner may pre-
scribe. For example, yield reduction
payments must be made on or before
the date of required rebate installment
payments as described in §§1.148-3(f),
(2), and (h). The provisions of §1.148-3(i)
apply to payments made under this
paragraph (c).

(i1) Special rule for purpose invest-
ments. For purpose investments allo-
cable to an issue—

(A) No amounts are required to be
paid to satisfy this paragraph (c) until
the earlier of the end of the tenth bond
year after the issue date of the issue or
60 days after the date on which the
issue is no longer outstanding; and

(B) For payments made prior to the
date on which the issue is retired, the
issuer need not pay more than 75 per-
cent of the amount otherwise required
to be paid as of the date to which the
payment relates.

(3) Applicability of special yield reduc-
tion rule—(i) Covered investments. This
paragraph (c) applies to—

(A) Nonpurpose investments allo-
cable to proceeds of an issue that quali-
fied for one of the temporary periods
available for capital projects, re-
stricted working capital expenditures,
pooled financings, or investment pro-
ceeds under §1.148-2(e)(2), (e)(3), (e)(4),
or (e)(6), respectively;

(B) Investments allocable to a vari-
able yield issue during any computa-
tion period in which at least 5 percent
of the value of the issue is represented

104



Internal Revenue Service, Treasury

by variable yield bonds, unless the
issue is an issue of hedge bonds (as de-
fined in section 149(g)(3)(A));

(C) Nonpurpose investments allocable
to transferred proceeds of—

(I) A current refunding issue to the
extent necessary to reduce the yield on
those investments to satisfy yield re-
strictions under section 148(a); or

(2) An advance refunding issue to the
extent that investment of the refund-
ing escrows allocable to the proceeds,
other than transferred proceeds, of the
refunding issue in zero-yielding non-
purpose investments is insufficient to
satisfy yield restrictions under section
148(a);

(D) Purpose investments allocable to
qualified student loans under a pro-
gram described in section 144(b)(1)(A);

(E) Nonpurpose investments allo-
cable to gross proceeds of an issue in a
reasonably required reserve or replace-
ment fund or in a fund that, except for
its failure to satisfy the size limitation
in §1.148-2(f)(2)(ii), would qualify as a
reasonably required reserve or replace-
ment fund, but only to the extent
that—

(I) The value of the nonpurpose in-
vestments in the fund is not greater
than 15 percent of the stated principal
amount of the issue, as computed
under §1.148-2(f)(2)(ii), or

(2) The amounts in the fund (other
than investment earnings) are not rea-
sonably expected to be used to pay debt
service on the issue other than in con-
nection with reductions in the amount
required to be in that fund (e.g. a re-
serve fund for a revolving fund loan
program);

(F) Nonpurpose investments allo-
cated to replacement proceeds of a re-
funded issue as a result of the applica-
tion of the universal cap to amounts in
a refunding escrow (see §1.148-
11(c)(1)(ii)); and

(G) Investments described in §1.148-
11(f).

(ii) Exception to yield reduction pay-
ments rule for advance refunding issues.
Paragraph (c)(1) of this section does
not apply to investments allocable to
gross proceeds of an advance refunding
issue, other than—

(A) Transferred proceeds to which
paragraph (¢)(3)(i)(C) of this section ap-
plies;
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(B) Replacement proceeds to which
paragraph (¢)(3)(i)(F) of this section ap-
plies; and

(C) Transferred proceeds to which
paragraph (¢)(3)(i)(E) of this section ap-
plies, but only to the extent necessary
to satisfy yield restriction under sec-
tion 148(a) on those proceeds treating
all investments allocable to those pro-
ceeds as a separate class.

(d) Value of investments—(1) In gen-
eral. Except as otherwise provided, the
value of an investment (including a
payment or receipt on the investment)
on a date must be determined using
one of the following valuation methods
consistently for all purposes of section
148 to that investment on that date:

(i) Plain par investment—outstanding
principal amount. A plain par invest-
ment may be valued at its outstanding
stated principal amount, plus any ac-
crued unpaid interest on that date.

(i) Fizxed rate investment—present
value. A fixed rate investment may be
valued at its present value on that
date.

(iii) Any investment—fair market value.
An investment may be valued at its
fair market value on that date.

(2) Mandatory wvaluation of yield re-
stricted investments at present value. Any
yield restricted investment must be
valued at present value. For example, a
purpose investment or an investment
allocable to gross proceeds in a refund-
ing escrow after the expiration of the
initial temporary period must be val-
ued at present value. See, however,
paragraph (b)(3) of this section.

(3) Mandatory valuation of certain in-
vestments at fair market value—@{i) In
general. Except as provided in para-
graphs (d)(2), (d)(3)(ii), and (d)(4) of this
section, an investment must be valued
at fair market value on the date that it
is first allocated to an issue or first
ceases to be allocated to an issue as a
consequence of a deemed acquisition or
deemed disposition. For example, if an
issuer deposits existing investments
into a sinking fund for an issue, those
investments must be valued at fair
market value as of the date first depos-
ited into the fund.

(i1) Ezception to fair market value re-
quirement for transferred proceeds alloca-
tions, universal cap allocations, and com-
mingled funds. Paragraph (d)(3)(i) of
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this section does not apply if the in-
vestment is allocated from one issue to
another issue as a result of the trans-
ferred proceeds allocation rule under
§1.148-9(b) or the universal cap rule
under §1.148-6(b)(2), provided that both
issues consist exclusively of tax-ex-
empt bonds. In addition, paragraph
(d)(3)(1) of this section does not apply
to investments in a commingled fund
(other than a bona fide debt service
fund) unless it is an investment being
initially deposited in or withdrawn
from a commingled fund described in
§1.148-6(e)(b)(iii).

(4) Special transition rule for trans-
ferred proceeds. The value of a nonpur-
pose investment that is allocated to
transferred proceeds of a refunding
issue on a transfer date may not exceed
the value of that investment on the
transfer date used for purposes of ap-
plying the arbitrage restrictions to the
refunded issue.

(5) Definition of present value of an in-
vestment. Except as otherwise provided,
present value of an investment is com-
puted under the economic accrual
method, using the same compounding
interval and financial conventions used
to compute the yield on the issue. The
present value of an investment on a
date is equal to the present value of all
unconditionally payable receipts to be
received from and payments to be paid
for the investment after that date,
using the yield on the investment as
the discount rate.

(6) Definition of fair market value—(@i)
In general. The fair market value of an
investment is the price at which a will-
ing buyer would purchase the invest-
ment from a willing seller in a bona
fide, arm’s-length transaction. Fair
market value generally is determined
on the date on which a contract to pur-
chase or sell the nonpurpose invest-
ment becomes binding (i.e., the trade
date rather than the settlement date).
Except as otherwise provided in this
paragraph (d)(6), an investment that is
not of a type traded on an established
securities market, within the meaning
of section 1273, is rebuttably presumed
to be acquired or disposed of for a price
that is not equal to its fair market
value. The fair market value of a
United States Treasury obligation that
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is purchased directly from the United
States Treasury is its purchase price.

(ii) Safe harbor for establishing fair
market value for certificates of deposit.
This paragraph (d)(6)(ii) applies to a
certificate of deposit that has a fixed
interest rate, a fixed payment sched-
ule, and a substantial penalty for early
withdrawal. The purchase price of such
a certificate of deposit is treated as its
fair market value on the purchase date
if the yield on the certificate of deposit
is not less than—

(A) The yield on reasonably com-
parable direct obligations of the United
States; and

(B) The highest yield that is pub-
lished or posted by the provider to be
currently available from the provider
on reasonably comparable certificates
of deposit offered to the public.

(iii) Safe harbor for establishing fair
market value for guaranteed investment
contracts and investments purchased for a
yield restricted defeasance escrow. The
purchase price of a guaranteed invest-
ment contract and the purchase price
of an investment purchased for a yield
restricted defeasance escrow will be
treated as the fair market value of the
investment on the purchase date if all
of the following requirements are satis-
fied:

(A) The issuer makes a bona fide so-
licitation for the purchase of the in-
vestment. A bona fide solicitation is a
solicitation that satisfies all of the fol-
lowing requirements:

(I) The bid specifications are in writ-
ing and are timely forwarded to poten-
tial providers.

(2) The bid specifications include all
material terms of the bid. A term is
material if it may directly or indi-
rectly affect the yield or the cost of the
investment.

(3) The bid specifications include a
statement notifying potential pro-
viders that submission of a bid is a rep-
resentation that the potential provider
did not consult with any other poten-
tial provider about its bid, that the bid
was determined without regard to any
other formal or informal agreement
that the potential provider has with
the issuer or any other person (whether
or not in connection with the bond
issue), and that the bid is not being
submitted solely as a courtesy to the
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issuer or any other person for purposes
of satisfying the requirements of para-
graph (d)(6)(iii)(B)(I) or (2) of this sec-
tion.

(4) The terms of the bid specifica-
tions are commercially reasonable. A
term is commercially reasonable if
there is a legitimate business purpose
for the term other than to increase the
purchase price or reduce the yield of
the investment. For example, for so-
licitations of investments for a yield
restricted defeasance escrow, the hold
firm period must be no longer than the
issuer reasonably requires.

(5) For purchases of guaranteed in-
vestment contracts only, the terms of
the solicitation take into account the
issuer’s reasonably expected deposit
and drawdown schedule for the
amounts to be invested.

(6) All potential providers have an
equal opportunity to bid. For example,
no potential provider is given the op-
portunity to review other bids (i.e., a
last look) before providing a bid.

(7) At least three reasonably com-
petitive providers are solicited for bids.
A reasonably competitive provider is a
provider that has an established indus-
try reputation as a competitive pro-
vider of the type of investments being
purchased.

(B) The bids received by the issuer
meet all of the following requirements:

(I) The issuer receives at least three
bids from providers that the issuer so-
licited under a bona fide solicitation
meeting the requirements of paragraph
(d)(6)(iii)(A) of this section and that do
not have a material financial interest
in the issue. A lead underwriter in a
negotiated underwriting transaction is
deemed to have a material financial in-
terest in the issue until 15 days after
the issue date of the issue. In addition,
any entity acting as a financial advisor
with respect to the purchase of the in-
vestment at the time the bid specifica-
tions are forwarded to potential pro-
viders has a material financial interest
in the issue. A provider that is a re-
lated party to a provider that has a
material financial interest in the issue
is deemed to have a material financial
interest in the issue.

(2) At least one of the three bids de-
scribed in paragraph (d)(6)(iii)(B)(I1) of
this section is from a reasonably com-

§1.148-5

petitive provider, within the meaning
of paragraph (d)(6)(iii)(A)(7) of this sec-
tion.

(3) If the issuer uses an agent to con-
duct the bidding process, the agent did
not bid to provide the investment.

(C) The winning bid meets the fol-
lowing requirements:

(1) Guaranteed investment contracts. If
the investment is a guaranteed invest-
ment contract, the winning bid is the
highest yielding bona fide bid (deter-
mined net of any broker’s fees).

(2) Other investments. If the invest-
ment is not a guaranteed investment
contract, the following requirements
are met:

(1) The winning bid is the lowest cost
bona fide bid (including any broker’s
fees). The lowest cost bid is either the
lowest cost bid for the portfolio or, if
the issuer compares the bids on an in-
vestment-by-investment basis, the ag-
gregate cost of a portfolio comprised of
the lowest cost bid for each invest-
ment. Any payment received by the
issuer from a provider at the time a
guaranteed investment contract is pur-
chased (e.g., an escrow float contract)
for a yield restricted defeasance escrow
under a bidding procedure meeting the
requirements of this paragraph
(d)(6)(iii) is taken into account in de-
termining the lowest cost bid.

(ii) The lowest cost bona fide bid (in-
cluding any broker’s fees) is not great-
er than the cost of the most efficient
portfolio comprised exclusively of
State and Local Government Series Se-
curities from the United States Depart-
ment of the Treasury, Bureau of Public
Debt. The cost of the most efficient
portfolio of State and Local Govern-
ment Series Securities is to be deter-
mined at the time that bids are re-
quired to be submitted pursuant to the
terms of the bid specifications.

(7i1) If State and Local Government
Series Securities from the United
States Department of the Treasury,
Bureau of Public Debt are not available
for purchase on the day that bids are
required to be submitted pursuant to
terms of the bid specifications because
sales of those securities have been sus-
pended, the cost comparison of para-
graph (d)(6)(iii) (C)(2)(ii) of this section
is not required.
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(D) The provider of the investments
or the obligor on the guaranteed in-
vestment contract certifies the admin-
istrative costs that it pays (or expects
to pay, if any) to third parties in con-
nection with supplying the investment.

(E) The issuer retains the following
records with the bond documents until
three years after the last outstanding
bond is redeemed:

(I) For purchases of guaranteed in-
vestment contracts, a copy of the con-
tract, and for purchases of investments
other than guaranteed investment con-
tracts, the purchase agreement or con-
firmation.

(2) The receipt or other record of the
amount actually paid by the issuer for
the investments, including a record of
any administrative costs paid by the
issuer, and the certification under
paragraph (d)(6)(iii)(D) of this section.

(3) For each bid that is submitted,
the name of the person and entity sub-
mitting the bid, the time and date of
the bid, and the bid results.

(4) The bid solicitation form and, if
the terms of the purchase agreement or
the guaranteed investment contract
deviated from the bid solicitation form
or a submitted bid is modified, a brief
statement explaining the deviation and
stating the purpose for the deviation.
For example, if the issuer purchases a
portfolio of investments for a yield re-
stricted defeasance escrow and, in
order to satisfy the yield restriction re-
quirements of section 148, an invest-
ment in the winning bid is replaced
with an investment with a lower yield,
the issuer must retain a record of the
substitution and how the price of the
substitute investment was determined.
If the issuer replaces an investment in
the winning bid portfolio with another
investment, the purchase price of the
new investment is not covered by the
safe harbor unless the investment is
bid under a bidding procedure meeting
the requirements of this paragraph
(A)(6)(iii).

(5) For purchases of investments
other than guaranteed investment con-
tracts, the cost of the most efficient
portfolio of State and Local Govern-
ment Series Securities, determined at
the time that the bids were required to
be submitted pursuant to the terms of
the bid specifications.
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(e) Administrative costs of investments—
(1) In general. Except as otherwise pro-
vided in this paragraph (e), an alloca-
tion of gross proceeds of an issue to a
payment or a receipt on an investment
is not adjusted to take into account
any costs or expenses paid, directly or
indirectly, to purchase, carry, sell, or
retire the investment (administrative
costs). Thus, these administrative
costs generally do not increase the
payments for, or reduce the receipts
from, investments.

(2) Qualified administrative costs on
nonpurpose investments—(@{i) In general.
In determining payments and receipts
on nonpurpose investments, qualified
administrative costs are taken into ac-
count. Thus, qualified administrative
costs increase the payments for, or de-
crease the receipts from, the invest-
ments. Qualified administrative costs
are reasonable, direct administrative
costs, other than carrying costs, such
as separately stated brokerage or sell-
ing commissions, but not legal and ac-
counting fees, recordkeeping, custody,
and similar costs. General overhead
costs and similar indirect costs of the
issuer such as employee salaries and of-
fice expenses and costs associated with
computing the rebate amount under
section 148(f) are not qualified adminis-
trative costs. In general, administra-
tive costs are not reasonable unless
they are comparable to administrative
costs that would be charged for the
same investment or a reasonably com-
parable investment if acquired with a
source of funds other than gross pro-
ceeds of tax-exempt bonds.

(i1) Special rule for administrative costs
of nonpurpose investments in certain reg-
ulated investment companies and commin-
gled funds. Qualified administrative
costs include all reasonable adminis-
trative costs, without regard to the
limitation on indirect costs under
paragraph (e)(2)(i) of this section, in-
curred by:

(A) Regulated investment companies. A
publicly offered regulated investment
company (as defined in section
67(c)(2)(B)); and

(B) External commingled funds. A wide-
ly held commingled fund in which no
investor in the fund owns more than 10
percent of the beneficial interest in the
fund. For purposes of this paragraph

108



Internal Revenue Service, Treasury

(e)(2)(ii)(B), a fund is treated as widely
held only if, during the immediately
preceding fixed, semiannual period cho-
sen by the fund (e.g., semiannual peri-
ods ending June 30 and December 31),
the fund had a daily average of more
than 15 investors that were not related
parties, and the daily average amount
each investor had invested in the fund
was not less than the lesser of $500,000
and 1 percent of the daily average of
the total amount invested in the fund.
For purposes of this paragraph
(e)(2)(i1)(B), an investor will be treated
as owning not more than 10 percent of
the beneficial interest in the fund if, on
the date of each deposit by the investor
into the fund, the total amount the in-
vestor and any related parties have on
deposit in the fund is not more than 10
percent of the total amount that all in-
vestors have on deposit in the fund.
For purposes of the preceding sentence,
the total amount that all investors
have on deposit in the fund is equal to
the sum of all deposits made by the in-
vestor and any related parties on the
date of those deposits and the closing
balance in the fund on the day before
those deposits. If any investor in the
fund owns more than 10 percent of the
beneficial interest in the fund, the fund
does not qualify under this paragraph
(e)(2)(i1)(B) until that investor makes
sufficient withdrawals from the fund to
reduce its beneficial interest in the
fund to 10 percent or less.

(iii) Special rule for guaranteed invest-
ment contracts and investments purchased
for a yield restricted defeasance escrow—
(A) In general. An amount paid for a
broker’s commission or similar fee
with respect to a guaranteed invest-
ment contract or investments pur-
chased for a yield restricted defeasance
escrow is a qualified administrative
cost if the fee is reasonable within the
meaning of paragraph (e)(2)(i) of this
section.

(B) Safe harbor—(1) In general. A bro-
ker’s commission or similar fee with
respect to the acquisition of a guaran-
teed investment contract or invest-
ments purchased for a yield restricted
defeasance escrow is reasonable within
the meaning of paragraph (e)(2)(i) of
this section to the extent that—
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(1) The amount of the fee that the
issuer treats as a qualified administra-
tive cost does not exceed the lesser of:

(4) $30,000 and

(B) 0.2% of the computational base
or, if more, $3,000; and

(i1) For any issue, the issuer does not
treat as qualified administrative costs
more than $85,000 in brokers’ commis-
sions or similar fees with respect to all
guaranteed investment contracts and
investments for yield restricted defea-
sance escrows purchased with gross
proceeds of the issue.

(2) Computational base. For purposes
of paragraph (e)(2)(iii)(B)(1) of this sec-
tion, computational base shall mean—

(i) For a guaranteed investment con-
tract, the amount of gross proc