Notice of Proposed Rulemaking
and Notice of Public Hearing

Arbitrage Restrictions on
Tax-Exempt Bonds

FI-28-96

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of proposé rulemak-
ing and notice of public hearing.

SUMMARY: This documeh contains
proposé regulatiors on the arbitrage
restrictiors applicabke to tax-exemp
bonds issual by stae ard locd govern-
ments Changs to applicabé law were
mack by the Tax Refom Act of 1986.
Thes proposeé regulatiors affect issu-

33~

ers of tax-exemp bonds armd would
provide guidane for complying with the
arbitrage regulations.

DATES Written commens mud be re-
ceived by Septembe?25, 1996 Requests
to spe& (with outlines of ord com-
mentg at a public hearirg scheduld for
Thursdg, Octobe 24, 1996 at 10 a.m.
mug be receival by Octobe 3, 1996.

ADDRESSES Serd submissios to:
CC.DOM:CORPR (FI-28-96, room
5226 Internd Reveng Service POB
7604 Ben Franklin Station Washington,
DC 20044 In the alternative submis-
siors may be hard deliveral betwea the
hous of 8 am. and 5 p.m. to:
CC:DOM:CORPR (FI-28-96) Courig’s
Desk Internd Revene Service 1111
Constitution Avente NW., Washington,
DC. The public hearirg will be held in
the Commissiongs Conferene Room,
Internd Revene Building, 1111 Consti-
tution Avenue NW., Washington DC.

FOR FURTHER INFORMATION CON-
TACT: Concernig the propose regula-
tions Loretta J. Finge, (202 622-3980;
concerniig submissios and the hearing,
Michad Slaughte (202 622-719 (not
toll-free numbers).

SUPPLEMENARY
INFORMATION:

Paperwok Reductim Act

The collectiors of information con-
tained in this notice of proposd
rulemakirg hawe been submittel to the
Office of Managemen and Budge for
review in accordane with the Pape-
work Reduction Act of 19% (44 U.S.C.
3507).

Commens on the collectiors of infor-
mation shoutl be sert to the Office of
Managemen and Budget Attn: Desk
Officer for the Departmenh of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington DC 20503,
with copies to the Internd Revenue
Service Attn: IRS Repors Clearance
Officer, T:FP, Washington DC 20224.
Commens on the collectiors of infor-
mation shout be receivel by August
26, 1996.

An ageng may not condud or spon-
sa, and a persam is not requirad to
respor to, a collection of information
unles the collection of information dis-
plays a valid contrd numbe:.

The collectiors of information are in
proposé § 1.148-5(d)(6)(v) (vi), and
(vii). This information is required by the
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IRS to verify compliance with section on the purchase date. For this purposmto account. Thus, qualified administra-
148. This information will be used toonly, the fair market value of ative costs increase the payments for, or
establish a rebuttable presumption that aonpurpose investment is adjusted tdecrease the receipts from, the invest-
Treasury obligation is purchased at faitake into account qualified administra-ments.
market value. The likely respondentdive costs allocable to that investment. The proposed regulations would pro-
and/or recordkeepers are state or local Regulations relating to the arbitragevide a special rule to determine quali-
governments. Responses to this collegyield restriction rules are in 88 1.148-0Ofied administrative costs for United
tion of information are required to es-through 1.148-11 and in 8§ 1.148-1TStates Treasury obligations purchased
tablish a rebuttable presumption that &.148-2T, 1.148-3T, 1.148-4T, 1.148-ether than directly from the United
Treasury obligation is purchased at faibT, 1.148-6T, 1.148-9T, 1.148-10T, andstates Treasury.
market value. 1.148-11T. The proposed regulations

Books or records relating to a collec-would clarify and revise certain provi- Proposed Effective Dates

tion of information must be retained assions of these regulations. .
long as their contents may become ma- _ o The regulations are proposed to apply
terial in the administration of any inter- B- Bona fide solicitation to bonds sold on or after the date 60

. . days after the adoption of final regula-
nal revenue law. Generally, tax retums section 1.148-5(d)(6)(iii) provides tio%s. In addition t%ese regulationg are
and tax return information are confidenyhat the purchase price of a guarantee roposed o ap;')Iy ofter that date to

tial, as required by 25 U.S.C. 6103.nyestment contract is treated as its fai ermit an issuer to apply these regula-

Estimated total annual reporting andnarket value on the purchase date if thg,s 1o honds to which certain other
recordkeeping burden: 2,400 hours. ~ iSsuer makes a bona fide solicitation fofeqjations under section 148 apply that
The estimated annual burden pef guaranteed investment contract Fh%ere sold prior to that date.
respondent/recordkeeper varies from Meets the requirements of that section.
hours to 30 hours, depending on indi-The proposed regulations would clarifygpecial Analyses

vidual circumstances, with an estimatedhat a solicitation for a guaranteed in- _ _ _
average of 6 hours. vestment contract is rebuttably presumed It has been determined that this notice

Estimated number of respondentsfo be bona fide if the following require- of proposed rulemaking is not a signifi-
recordkeepers: 400. ments are met: (i) if the issuer uses agant regulatory action as defined in EO
Estimated annual frequency of re-2gent to conduct the bidding process}2866. Therefore, a regulatory assess-
sponses: on occasion. the agent does not bid to provide thement is not required. It also has been
investment; (i) all bidders have equaldetermined that section 553(b) of the
Background opportunity to bid so that, for example,Administrative Procedure Act (5 U.S.C.
: . o bidder is given the opportunity tochapter 5) and the Regulatory Flexibility
This document contains prc’F’OSE(feview other bids (a last look) beforeAct (5 U.S.C. chapter 6) do not apply to
regulations amending the Income Tax,qging: and (i) all bidders are reason-these regulations, and, therefore, a

Regulations (26 CFR part 1) underyp competitive providers of invest- Regulatory Flexibility Analysis is not
section 148 of the Intemnal Revenugnanis of the type purchased. required. Pursuant to section 7805(f) of

Code to provide guidance on _ ~ the Internal Revenue Code, this notice
nonpurpose investments for purposes df. Rebuttable presumption for establishof proposed rulemaking will be submit-

arbitrage yield restrictions under sectioring fair market value ted to the Chief Counsel for Advocacy
148. . g .
Section 1.148-5(d)(6)(iii) provides aof the Small Business Administration for

Explanation of Provisions safe harbor for establishing fair marke£OMment on its impact on small busi-
A Backaround of broposed requlation value for guaranteed investment con!'®SS:

_ g p P 9 _ Stracts. The definition of guaranteed 'n'(t?omments and Public Hearing

Section 148 provides rules concerning/Stment contract generally does no

the use of proceeds of state and locdnclude the purchase of investments for Before these proposed regulations are
bonds to acquire higher yielding invest-2n €scrow for an advance refundingadopted as final regulations, consider-
ments. Section 148(a) provides that, exiransaction. . ation will be given to any written com-
cept as otherwise permitted by section The proposed regulations would proments (a signed original and eight (8)
148, interest on a state or local bondide a rebuttable presumption for estabeopies) that are submitted timely to the
generally is tax-exempt only if the is-lishing fair market value for United IRS. All comments will be available for
suer invests bond proceeds at a yield ncttates Treasury obligations purchase;jublic inspection and copying.
exceeding the bond yield. Section 148(fpther than directly from the United A public hearing has been scheduled
provides, in general, that interest on atates Treasury. The proposed regulgor Thursday, October 24, 1996, at 10
state or local bond is tax-exempt only iftions would apply the principles under-a.m., in the Commissioner’s Conference
the issuer rebates to the United Statd¥ing the safe harbor in the regulationsRoom, Internal Revenue Building, 1111
certain earnings from investing bondfor establishing fair market value for Constitution Avenue, NW., Washington,

proceeds at a vyield exceeding the bonguaranteed investment contracts. DC. Because of access restrictions, visi-
yield. D. Oualified administrative costs tors will not be admitted beyond the
Section 1.148-6(c) provides that gross Q Internal Revenue Building lobby more

proceeds of an issue of bonds are not Section 1.148-5(e)(2)(i) provides inthan 15 minutes before the hearing
allocated to a payment for a nonpurposgeneral that, in determining paymentstarts.

investment in an amount greater thamnd receipts on nonpurpose investments, The rules of 26 CFR 601.601(a)(3)
the fair market value of that investmentqualified administrative costs are takerapply to the hearing.

1996-31 |.R.B. 34



Persons that wish to present orabidder is given the opportunity to re- (F) The issuer retains the items enu-
comments at the hearing must submiview other bids (a last look) before merated in paragraphs (d)(vi) and (vii)
written comments by September 25pidding; and of this section with the bond documents.
1996, and submit an outline of the (C) All bidders are reasonably com- (vi) Copies. The items described in
topics to be discussed and the time to bpetitive providers of investments of thethis paragraph (d)(vi) are a copy of each
devoted to each topic (signed originakype purchased. of the following—
and eight (8) copies) by October 3, (v) Rebuttable presumption for estab- (A) The purchase agreement or con-
1996. lishing fair market value for United firmation and a statement detailing any

A period of 10 minutes will be allot- States Treasury obligations purchase@ral and other terms of the agreement;
ted to each person for making com-other than directly from the United (B) The receipt or other record of the
ments. States TreasuryThe purchase price of amount actually paid by the issuer for

An agenda showing the scheduling oftJnited States Treasury obligations thathe Treasury obligations, including a
the speakers will be prepared after th@re purchased other than directly fronstatement setting out the amount of any
deadline for receiving outlines hasthe United States Treasury is rebuttablyrokerage commission, broker fee, or
passed. Copies of the agenda will b@resumed to be the fair market value omidding fee paid to or by the seller of
available free of charge at the hearingthe purchase date if all of the followingthe Treasury obligations; and

. , requirements are satisfied: (C) Each bid that is received with
Drafting Information (A) The issuer conducts in good faithrespect to the solicitation of the Trea-
o a solicitation for the purchase of Trea-sury obligations (clearly stamped to
tio-rl;ge isr,mEglrpeztitlam\]]t.holgir?éet:e%aﬁirceegué? sury obligations that meets the requireshow date and time when the bid was

Assistant Chief Counsel (Financial Instiments of paragraphs (d)(6)(iv)(A) received) and a description of the bid-

tutions and Products). However, othe%hrough (C) of this section, and theding procedure used.

ssuer receives at least three bona fide () StatementThe item described in
personnel from the IRS and Treasury; g ¢ o providers that have no mate h'( ) h (d)(vii) i
Department participated in their devel-. ¢ ol i the | F this paragraph (d)(vi)) is a statement
opment. rial financial interest In the issue. FOrfrom the issuer, dated as of the issue

this purpose, underwriters and financialjate of the bonds, certifying, under
xoxoxx advisors for an issue are considered tgenalties of perjury, that—

have a material financial interest in the ;
A) If the issuer used an agent to
Proposed Amendments to the Regulgssue. co(nd)uct the bidding process thge agent

tions (B) The issuer purchases the highestjig not bid to provide the investment:

Accordingly, 26 CFR part 1 is pro- Yi€lding Treasury obligations for which gy A\ bigders had equal opportunity
posed to be amended as follows: a qualifying bid is made. to bid so that, for exampl [
: , ple, no bidder

(C) The yield on the Treasury obliga- : ; :
PART 1—INCOME TAXES tions purchased is not significantly Iessgzgoinb?ggzgymty to review other bids

Paragraph 1. The authority citation forthan-the yield then available from the (C) All bidders are reasonably com-
tl ti t d as foll : provider ‘on_reasonably comparable etitive sellers of Treasury obligations;
part L continues 1o read as Tollows: Treasury obligations offered to otherpnd y 9 '

Authority: 26_3 U.S.C. 780,5 e ersons for purchase on terms compfﬂ . .
Par. 2. Section 1.148-5 is amended by, e to those offered to the issuer from (D) The issuer received at least three

adding paragraphs (d)(6)(iv) throughy <ource of funds other than grosQona fide bids from providers that have

(d)(6)(viii) and (e)(2)(iv) to read as proceeds of tax-exempt bonds. If closely’® Material financial interest in the
follows: comparable forward prices are not oflSSUe- (viii) For purposes of paragraphs

d)(6)(v) through (vii) of this section,

?n 16%48_5 Yield and valuation of invest-;erggutr%emg?ge?e{ﬁggSJ?gsguggiz(zégo6 e term iﬁsu.er meanhs only the entity

ents. tax-exempt bonds, a reasonable basis réhat actually issues the .bonds and not a
e xxx this comparison may be by reference t&onduf Pgrrower of the issuer.

- implied forward prices for Treasury ob- (e)

(d) ligations based on standard financial (2) * **

(6) *** formulas. In general, a certificate pro- (iv) Special rule for United States

(iv) Rebuttable presumption for es-yided by an agent conducting the bid-Treasury obligations purchased other
tablishing that a solicitation for a guar- ding process detailing this comparisorthan directly from the United States
anteed investment contract is bona fidegstablishes that this comparability stanTreasury.For Treasury obligations pur-
For purposes of paragraph (d)(6)(iii)(A)dard is met. chased other than directly from the
of this section, a solicitation for a (D) In no event is the yield on any United States Treasury, a fee paid to a
guaranteed investment contract is rebutfreasury obligation purchased less thahidding agent is a qualified administra-
tably presumed to be bona fide if thethe highest yield then available on dive cost only if the following require-
other requirements of paragraphunited States Treasury security — Staténents are satisfied:

(d)(6)(iii) of this section and the follow- and Local Government Series from the (A) The fee must be reasonable. In
ing requirements are satisfied: United States Department of the Treageneral, a fee must be separately stated
(A) If the issuer uses an agent tosury, Bureau of Public Debt, with thein order for the issuer to have a basis
conduct the bidding process, the agersame maturity. for determining that a fee is reasonable.
does not bid to provide the investment; (E) The terms of the agreement toThe fee is presumed to be reasonable if
(B) All bidders have equal opportu- purchase the Treasury obligations aré& does not exceed .02 percent of the
nity to bid so that, for example, noreasonable. amount invested in Treasury obligations.
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(B) The fee must be comparable to
fee that would be charged for a reasor
ably comparable investment of Treasur
obligations if acquired with a source of
funds other than gross proceeds of ta
exempt bonds. This comparability stan
dard must be applied even if no identi
cal investments are customarily acquire
with a source of funds other than gros
proceeds of tax-exempt bonds. In ger
eral, reference must be made to th
bidding fees paid by investors that ar
not issuers of tax-exempt bonds in thos
transactions that are most closely con
parable to the purchase of investment
by the issuer of tax-exempt bonds. Fo
example, reference to the bidding fee
generally paid for the purchase of for:
ward contracts for Treasury obligation:
is ordinarily a reasonable method o
determining whether bidding fees are
reasonable.

* * * * *

Margaret Milner Richardson,
Commissioner of Internal Revenue

(Filed by the Office of the Federal Register or
June 26, 1996, 8:45 a.m., and published in th
issue of the Federal Register for June 27, 1996, ¢
F.R. 33405)



