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Mission of the Service

The purpose of the Internal Revenue Service is to
collect the proper amount of tax revenue at the least
cost; serve the public by continually improving the

quality of our products and services; and perform in a
manner warranting the highest degree of public
confidence in our integrity, efficiency and fairness.

Statement of Principles
of Internal Revenue
Tax Administration
The function of the Internal Revenue Service is to
administer the Internal Revenue Code. Tax policy
for raising revenue is determined by Congress.

With this in mind, it is the duty of the Service to
carry out that policy by correctly applying the laws
enacted by Congress; to determine the reasonable
meaning of various Code provisions in light of the
Congressional purpose in enacting them; and to
perform this work in a fair and impartial manner,
with neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the
Code. It is the responsibility of each person in the
Service, charged with the duty of interpreting the
law, to try to find the true meaning of the statutory
provision and not to adopt a strained construction in
the belief that he or she is ‘‘protecting the revenue.’’
The revenue is properly protected only when we as-
certain and apply the true meaning of the statute.

The Service also has the responsibility of applying
and administering the law in a reasonable,
practical manner. Issues should only be raised by
examining officers when they have merit, never
arbitrarily or for trading purposes. At the same
time, the examining officer should never hesitate
to raise a meritorious issue. It is also important
that care be exercised not to raise an issue or to
ask a court to adopt a position inconsistent with
an established Service position.

Administration should be both reasonable and
vigorous. It should be conducted with as little
delay as possible and with great cour tesy and
considerateness. It should never try to overreach,
and should be reasonable within the bounds of law
and sound administration. It should, however, be
vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax
devices and fraud.
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Introduction

The Internal Revenue Bulletin is the authoritative instru-
ment of the Commissioner of Internal Revenue for
announcing official rulings and procedures of the Inter-
nal Revenue Service and for publishing Treasury Deci-
sions, Executive Orders, Tax Conventions, legislation,
court decisions, and other items of general interest. It is
published weekly and may be obtained from the Superin-
tendent of Documents on a subscription basis. Bulletin
contents of a permanent nature are consolidated semi-
annually into Cumulative Bulletins, which are sold on a
single-copy basis.

It is the policy of the Service to publish in the Bulletin all
substantive rulings necessary to promote a uniform
application of the tax laws, including all rulings that
supersede, revoke, modify, or amend any of those
previously published in the Bulletin. All published rulings
apply retroactively unless otherwise indicated. Proce-
dures relating solely to matters of internal management
are not published; however, statements of internal
practices and procedures that affect the rights and
duties of taxpayers are published.

Revenue rulings represent the conclusions of the Ser-
vice on the application of the law to the pivotal facts
stated in the revenue ruling. In those based on positions
taken in rulings to taxpayers or technical advice to
Service field offices, identifying details and information
of a confidential nature are deleted to prevent unwar-
ranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not
have the force and effect of Treasury Department
Regulations, but they may be used as precedents.
Unpublished rulings will not be relied on, used, or cited
as precedents by Service personnel in the disposition of
other cases. In applying published rulings and proce-
dures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be consid-
ered, and Service personnel and others concerned are
cautioned against reaching the same conclusions in
other cases unless the facts and circumstances are
substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on
provisions of the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows:
Subpart A, Tax Conventions, and Subpart B, Legislation
and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and
Subparts. Also included in this part are Bank Secrecy
Act Administrative Rulings. Bank Secrecy Act Administra-
tive Rulings are issued by the Department of the
Treasury’s Office of the Assistant Secretary (Enforce-
ment).

Part IV.—Items of General Interest.
With the exception of the Notice of Proposed Rulemak-
ing and the disbarment and suspension list included in
this part, none of these announcements are consoli-
dated in the Cumulative Bulletins.

The first Bulletin for each month includes an index for
the matters published during the preceding month.
These monthly indexes are cumulated on a quarterly and
semiannual basis, and are published in the first Bulletin
of the succeeding quarterly and semi-annual period,
respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents U.S. Government Printing Office, Washington, D.C. 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986
Section 141.—Private Activity
Bond; Qualified Bond

T.D. 8712

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Definition of Private Activity Bonds
AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations on the definition of
private activity bonds applicable to tax-
exempt bonds issued by state and local
governments. These final regulations re-
flect changes to the applicable law that
were made by the Technical and Miscel-
laneous Revenue Act of 1988. These
regulations affect issuers of tax-exempt
bonds and provide needed guidance for
applying the private activity bond re-
strictions.

DATES: These regulations are effective
May 16, 1997.

For dates of applicability of these
regulations, see §§ 1.141–15, 1.141–16,
1.148–6(a)(3) and 1.148–6(d)(1)(iii) of
these regulations.

FOR FURTHER INFORMATION CON-
TACT: Loretta J. Finger or Nancy M.
Lashnits, (202) 622–3980 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information con-
tained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3507) under control
number 1545–1451. Responses to these
collections of information are manda-
tory. Pursuant to comments received, the
collections of information have been
amended, but the estimated annual bur-
den per respondent/recordkeeper has not
changed.
An agency may not conduct or spon-

sor, and a person is not required to
respond to, a collection of information
unless the collection of information dis-
plays a valid control number.
The estimated average annual burden

hours per respondent/recordkeeper: 3
hours.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service, Attn:
IRS Reports Clearance Officer, T:FP,
Washington, DC 20024, and to theOf-
fice of Management and Budget, Attn:
Desk Officer for the Department of the
Treasury, Office of Information and
Regulatory Affairs, Washington, DC
20503.
Books or records relating to collec-

tions of information must be retained as
long as their contents may become ma-
terial in the administration of any inter-
nal revenue law. Generally, tax returns
and tax return information are confiden-
tial, as required by 26 U.S.C. 6103.

Background

Removal of existing regulations for re-
pealed sections

Prior to the enactment of the Tax
Reduction and Simplification Act of
1977 (Pub. L. 95–30), sections 141
through 144 contained provisions of the
Internal Revenue Code of 1954 relating
to the standard deduction. Sections 141
(‘‘Standard Deduction’’), 142 (‘‘Indi-
viduals Not Eligible for Standard De-
duction’’), and 144 (‘‘Election of Stan-
dard Deduction’’) were repealed by
section 101(d)(1) of that act. Section
143 (‘‘Determination of Marital Status’’)
was redesignated section 7703 by sec-
tion 1301(j)(2) of the Tax Reform Act of
1986 (Pub. L. 99–514). Therefore, exist-
ing regulations §§ 1.141–1, 1.142–1,
1.142–2, 1.144–1, 1.144–2, and 1.144–3
are being removed from the Code of
Federal Regulations (CFR), and regula-
tion § 1.143–1 is being redesignated
§ 1.7703–1.

Proposed Regulations

On December 30, 1994, proposed
regulations (FI–72–88 [1995–1 C.B.
859]) were published in theFederal
Register (59 FR 67658) to provide
guidance under the Internal Revenue
Code of 1986 (Code) in sections 141
(relating to private activity bonds and to
qualified bonds), 142 (relating to
exempt-facility bonds), 145 (relating to
qualified 501(c)(3) bonds), 147 (relating
to other requirements applicable to cer-
tain private activity bonds), 148 (relating
to arbitrage), 150 (relating to change of
use), and 1394 (relating to enterprise
zone facility bonds). All subsequent ref-
erences in this preamble to Code sec-

tions are to the Internal Revenue Code
of 1986. On June 8, 1995, the IRS held
a public hearing on the proposed regula-
tions. Written comments responding to
the proposed regulations were received.
On May 31, 1996, final regulations

(FI–72–88) were published in theFed-
eral Register (61 FR 106) to provide
guidance under Code section 1394 to
address the issues relating to enterprise
zone facility bonds. After consideration
of all the comments, certain of the
proposed regulations under Code sec-
tions 141, 142, 144, 145, 147, 148, and
150 are adopted as revised by this
Treasury decision. The principal revi-
sions to the proposed regulations are
discussed below.

Explanation of Provisions

Certain commentators suggested that
the proposed regulations, with certain
modifications, be published again as
proposed regulations. A number of other
commentators suggested that the pro-
posed regulations, with certain modifica-
tions, should be promulgated as final
regulations to provide certainty at the
earliest possible time. After considering
these comments, the IRS and Treasury
concluded that state and local govern-
ment issuers would benefit from the
adoption of the proposed regulations,
with certain modifications made in re-
sponse to comments, as final regula-
tions.

A. Section 1.141–1 Definitions and
rules of general application

Replaced amounts. The proposed
regulations provide that the proceeds
taken into account under the private
activity bond tests include certain re-
placement proceeds that are reasonably
expected to be available during the
project period.
The final regulations treat replaced

amounts also as arising to the extent
that the issuer reasonably expects that
the term of the issue will be longer than
is reasonably necessary for the govern-
mental purposes of the issue, in the
same manner as replacement proceeds
arise under the arbitrage regulations un-
der Code section 148. Thus, replaced
amounts may arise under the private
activity bond tests if an issuer reason-
ably expects that there will be available
amounts during the period that the
bonds remain outstanding longer than
necessary for the governmental purposes
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of the issue and if those amounts are
used for purposes that are inconsistent
with the private activity bond tests.

B. Section 1.141–2 Private activity bond
tests

1. Clarification of reasonable expecta-
tions test. Under the proposed regula-
tions the private activity bond tests
depend on both reasonable expectations
as of the issue date and subsequent
deliberate actions of the issuer.
The final regulations clarify that, in

general, the reasonable expectations test
is met only if the issuer reasonably
expects, as of the issue date, that no
action or event during the entire term of
the bonds will cause either the private
business tests or the private loan financ-
ing test to be met. The final regulations
further provide, however, that, if certain
conditions are met, the period of ex-
pected compliance needs to extend only
to a mandatory redemption date. This
special rule is intended to accommodate
issuers that reasonably expect that bond-
financed property may be used by non-
governmental persons during the stated
term of the issue, but have not entered
into any arrangement with a nongovern-
mental person that will use the property
and are unable to predict the timing of
that nongovernmental use. This special
rule does not permit, however, reason-
ably expected ‘‘recycling’’ of disposition
proceeds because the special rule re-
quires redemption of all nonqualified
bonds.
2. Definition of deliberate action. The

proposed regulations generally provide
that any action within the control of an
issuer is treated as a deliberate action
and that, if the financed property was
designed differently than is reasonably
necessary for the governmental purposes
of the issuer, an action with respect to
that property is treated as deliberate,
even if it is not within the issuer’s
control. Commentators suggested that
deliberate action should be more nar-
rowly defined.
The final regulations make certain

changes that narrow the scope of the
deliberate action rule to minimize ad-
ministrative burden on state and local
governments. First, the special rule for
property that is ‘‘designed differently’’ is
deleted. The reasonable expectations test
adequately addresses the concerns of
this special rule. Second, the final regu-
lations clarify that an action taken by a
state or local government in response to
a regulatory directive of the federal
government is not a deliberate action.

Finally, the final regulations provide
that, if certain conditions are met, dispo-
sitions of personal property in the ordi-
nary course of an established govern-
mental program are not treated as a
deliberate action.
3. Special rule for general obligation

bond programs that finance a large
number of separate purposes. The pro-
posed regulations provide a special ex-
ception to the definition of disposition
proceeds that is intended to minimize
the administrative burden of tracing the
use of proceeds of general obligation
bonds that finance a large number of
projects. Commentators suggested that
this exception should be available for
other types of bonds and that fewer
conditions should apply to the excep-
tion.
The final regulations provide a similar

rule that is broadly stated as an excep-
tion to the rule that a deliberate action
after the issue date can cause an issue to
meet the private activity bond tests. This
exception is intended to provide relief
for ‘‘cash flow’’ general obligation pro-
grams, where issuers use the proceeds of
an issue for a large number of projects
and spend proceeds promptly. These
programs merit special treatment in part
because they further the purposes of the
arbitrage rules.
4. When a deliberate action occurs.

The proposed regulations provide that a
deliberate action occurs on the earlier of
the date the parties agree on the consid-
eration for the new use or the date on
which the new use occurs. Commenta-
tors suggested that the regulations
should not treat a deliberate action as
occurring before the date on which new
private business use actually com-
mences, in part because it may not be
possible to take a remedial action with
disposition proceeds before the date on
which the disposition proceeds are re-
ceived.
The final regulations provide in gen-

eral that a deliberate action occurs on
the date the issuer enters into a binding
contract with a nongovernmental person
for use of the financed property that is
not subject to any material contingen-
cies. In most cases, material conditions
to closing a transaction that results in
private business use will be treated as
material contingencies so that this date
will not occur before the date of receipt
of disposition proceeds.

C. Section 1.141–3 Definition of private
business use

1. Economic benefit as private busi-

ness use. Under the proposed regula-
tions, economic benefit to a nongovern-
mental person may be treated as private
business use, even if the nongovernmen-
tal person has no special legal rights to
use the financed property.
Commentators suggested that the pri-

vate business use test should not be met
unless special legal rights are provided
to a nongovernmental person pursuant to
an arrangement, and that mere economic
benefit is insufficient to give rise to
private business use.
The final regulations largely adopt

these suggestions. The final regulations
provide, however, that, if the financed
property is not available for use by the
general public, a nongovernmental per-
son may be treated as a private business
user of the property based on all of the
facts and circumstances, even if that
nongovernmental person has no special
legal entitlements to use of the property.
2. Ownership. The proposed regula-

tions provide that ownership of property
by a nongovernmental person is private
business use of that property.
Commentators suggested that owner-

ship for this purpose should be defined
to mean ownership for general federal
income tax purposes and that mere
holding of title to property by a nongov-
ernmental person should not necessarily
give rise to private business use. Com-
mentators further suggested that certain
customary financing structures that re-
quire a nongovernmental person to be a
nominal owner of financed property
should be accommodated.
The final regulations adopt these sug-

gestions.
3. Discharge of a primary legal obli-

gation. The proposed regulations provide
that the use of bond proceeds to provide
property that discharges a primary and
unconditional legal obligation of a non-
governmental person results in private
business use of that property.
Commentators suggested that this rule

be deleted from the final regulations.
Many commentators indicated that this
rule would interfere with traditional tax
assessment bond financings for govern-
mental projects such as roads and side-
walks. Some commentators also indi-
cated that certain state and local
governments may be required or encour-
aged under state law to enter into devel-
opment agreements with private devel-
opers that could result in private
business use of governmental projects
under the discharge of a primary legal
obligation rule.

5



The final regulations adopt this com-
ment by deleting this rule.
4. Management contracts. The pro-

posed regulations provide that manage-
ment contracts other than qualified man-
agement contracts result in private
business use of the managed property.
Commentators suggested that the

qualified management contract rules
should be safe harbors, not substantive
rules, and that a management contract
should give rise to private business use
only if it transfers a proprietary interest
in financed property to a manager that is
a nongovernmental person. Commenta-
tors suggested that the permissible con-
tract terms for qualified management
contracts should be further extended and
that limitations on the contract term
based on useful life of the financed
property should be deleted. In addition,
commentators suggested that contracts
for incidental services, such as janitorial
and equipment repair services, should
never give rise to private business use
of financed property.
The final regulations provide more

flexible accommodation for management
contracts that implement cost-saving
‘‘privatization’’ measures for state and
local governments, but continue to re-
flect the view that Congress intended
that a management contract can give
rise to private business use even if it
does not in substance transfer a
leasehold or ownership interest to a
nongovernmental person for general fed-
eral income tax purposes. Thus, the final
regulations do not adopt the rule that a
management contract gives rise to pri-
vate business use only if it transfers a
proprietary interest to a nongovernmen-
tal service provider. The final regula-
tions provide that the determination of
whether a management contract that
does not meet the qualified management
contract safe harbors gives rise to pri-
vate business use is based on all of the
facts and circumstances. In general, a
management contract gives rise to pri-
vate business use if the compensation
under the contract is based on net
profits. The final regulations further pro-
vide, however, that contracts for services
solely incidental to the primary govern-
mental function or functions of a fi-
nanced facility do not otherwise give
rise to private business use under the
management contract rules. In addition,
the final regulations clarify the standards
to be applied in determining whether a
management contract is properly charac-
terized as a lease.

A separate revenue procedure estab-
lishes safe harbors which expand the
types of management contracts that do
not result in private business use. This
revenue procedure in particular permits
longer term management contracts for
public utility facilities and systems, re-
laxes certain of the requirements for
permitted compensation arrangements,
and deletes the requirement that the
issuer not control the service provider.
5. Research agreements. The pro-

posed regulations set forth bright line
rules for determining when corporate-
sponsored research agreements and co-
operative research agreements do not
give rise to private business use. These
rules apply only to basic research.
The final regulations provide a facts

and circumstances rule, and a separate
revenue procedure establishes safe har-
bors for determining when corporate-
sponsored research agreements and co-
operative research agreements do not
give rise to private business use. This
revenue procedure also expands the
definition of basic research, for purposes
of Code section 141, to include any
original investigation for the advance-
ment of scientific knowledge not having
a specific commercial objective.
6. Exception for general public use.

The proposed regulations contain de-
tailed quantitative rules for determining
when use of financed property by a
nongovernmental person is disregarded
because the nongovernmental person is
treated as using the property as a mem-
ber of the general public. The proposed
regulations also provide that use by a
nongovernmental person of financed
property is not treated as general public
use if the property provides a significant
economic benefit to the nongovernmen-
tal person because it is functionally and
integrally related to other property used
by the nongovernmental person.
Commentators suggested that the

quantitative rules for defining general
public use should be deleted, because
they are not sufficiently flexible to ac-
commodate the wide variety of state and
local government financings and be-
cause they disproportionately affect
small local governments.
The final regulations largely delete

the quantitative approach in the pro-
posed regulations for general public use.
Instead, the final regulations adopt a
more qualitative test focusing on
whether financed property 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. This approach is more con-
sistent with the requirement in Code
section 141 that any activity carried on
by a person that is not a natural person
is treated as a trade or business activity.
Because the final regulations generally
do not treat mere economic benefit as
private business use, the rules for func-
tionally and integrally related property
are deleted. In light of this narrower
definition of private business use, the
special system improvement rules have
also been deleted. The final regulations
retain the rule in the proposed regula-
tions that use under an arrangement that
conveys priority rights is not use on the
same basis as the general public and
clarifies that an arrangement for long-
term use (defined as more than 180
days) is not treated as general public
use. The final regulations provide that
use of financed property by a nongov-
ernmental person that is not general
public use is not necessarily private
business use. Under the approach taken
in the final regulations, the definition of
general public use is significant for
determining when economic benefit
alone can give rise to private business
use and for determining the permitted
terms of short-term arrangements that
are not treated as private business use.
7. Exceptions for short-term arrange-

ments. The proposed regulations provide
that a lease or similar arrangement that
has a term of 1 year or less and that is
not renewed or renewable is generally
disregarded. Commentators suggested
that longer term arrangements should be
disregarded.
The final regulations provide different

exceptions for various short-term con-
tracts. The exceptions for short-term
contracts are based on a hierarchy de-
pending on how broadly contracts with
the same terms are offered to other
users. Under this approach, a contract
that is available to the general public
may have a term up to 180 days; a
contract not treated as general public
use, but offered on the basis of gener-
ally applicable or uniformly applied
rates, may have a term of up to 90 days;
and a specially negotiated contract that
provides fair market value compensation
may have a term of up to 30 days. In
each case, the exception applies only if
the property is not financed for a princi-
pal purpose of providing that property
for use by the nongovernmental person
entering into the contract. The final
regulations delete the 1-year exception
for non-renewable short-term contracts
because the final regulations adopt a
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more flexible rule for measuring private
business use, as discussed below.
8. Exception for temporary use by

developers. The proposed regulations
provide an exception for temporary use
by a developer of an improvement that
carries out an essential governmental
function during an initial development
period not exceeding 3 years.
Commentators suggested that the

3-year limitation on the exception is too
short for many developments and that a
requirement that development proceed
with reasonable speed should suffice.
The final regulations largely adopt

this comment. This approach focuses
more on whether financed property serv-
ing an essential governmental function
is transferred to a governmental person
with reasonable speed than on a specific
time frame for development of the prop-
erty benefited by the improvement.
9. Exceptions for incidental use and

qualified improvements. The final regu-
lations remove certain conditions to ex-
ceptions for incidental use and qualified
improvements.
10. Measurement of private business

use. The proposed regulations generally
provide that private business use is
measured on an annual basis, except for
private business use of output facilities.
Commentators suggested that private
business use should be measured on an
average or cumulative basis over the
term of an issue.
The final regulations largely adopt the

suggestion that private business use
should be measured over the term of an
issue. In general, the percentage of
private business use of financed prop-
erty is determined according to the
average annual private business use of
that property over the measurement pe-
riod. The measurement period begins on
the later of the issue date of the 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. For
certain bonds that are issued in contem-
plation of refinancing, such as bond
anticipation notes, the measurement pe-
riod is based on the final maturity date
of any bond of the refunding issue.
Under an anti-abuse rule, however, if an
issuer extends the term of an issue for a
principal purpose of increasing the per-
mitted amount of private business use,
the Commissioner may determine the
amount of private business use accord-
ing to the greatest percentage of private
business use in any 1-year period. Fur-

ther, if an issuer reasonably expects on
the issue date that bonds will be re-
deemed before the final maturity of the
issue because of a deliberate action, the
measurement period ends on the reason-
ably expected date of redemption. In
addition, for arrangements that result in
ownership of financed property by a
nongovernmental person, the amount of
private business use is the greatest per-
centage of private business use in any
1-year period.
This approach of looking to the aver-

age amount of private business use over
the expected economic life of financed
property is more consistent with the
approach adopted for measuring private
payments and security, which also in
effect looks over the term of an issue.
This approach also provides issuers with
significantly greater flexibility to spread
out de minimis private business use over
the term of an issue.
The final regulations adopt the

measurement-over-the-term rule for pri-
vate business use, however, only for
purposes of determining whether an is-
sue has no more than the permitted
amount of private business use (that is,
in most cases, the 10 percent threshold).
This general approach reflects the view
that adoption of the measurement-over-
the-term rule for purposes other than the
de minimis rules would be unduly com-
plex to administer and could distort the
economic substance.
This general approach also simplifies

the regulations by providing a single
rule for measuring private business use
that applies to both output facilities and
other governmental facilities. The final
regulations reflect the view that all
governmental facilities generally would
benefit from more flexible private busi-
ness use measurement rules.
11. Determining average use within

an annual period. The proposed regula-
tions generally provide that the average
amount of private business use within a
year is based on the amount of time
financed property is actually used for
private business use as a percentage of
total time for all actual use, provided
that significant differences in fair market
value of different times of use must be
taken into account.
Some commentators suggested that

the average amount of private business
use should be based on a comparison of
time of private business use to time the
financed property is available for use,
not to time it is actually used.
The final regulations continue to de-

termine private business use for certain

purposes as a percentage of actual use.
This method more accurately reflects
economic substance. The final regula-
tions also clarify that, in certain cases,
the determination of fair market value of
private business use must take into
account the amount of private payments
for that use.

D. Section 1.141–4 Private security or
payment test

1. Payments not directly made by
private business users. The proposed
regulations provide that payments made
with respect to property used for a
private business use are taken into ac-
count under the private payment test,
even if not made by persons that are
private business users of proceeds. Com-
mentators suggested that payments by
persons that are not private business
users should be taken into account only
if they can be imputed to a private
business user of proceeds.
The final regulations retain the gen-

eral rule in the proposed regulations but
clarify that only payments made for the
period of private business use are taken
into account. The definition of private
business use in the final regulations
narrows the application of this general
rule.
2. Allocation of private payments to

different sources of funding. The pro-
posed regulations provide that a pay-
ment from a private business user of
property may be allocated first to repay
any costs of the property paid by the
issuer from a source other than a bor-
rowing (‘‘equity’’). The proposed regula-
tions also provide, however, that, if a
payment is made for property financed
with two or more issues (including
issues that are not tax-exempt), the
payment must be allocated among those
issues according to the relative amount
of proceeds of those issues used to
finance the property. Commentators gen-
erally favored the rule permitting alloca-
tions first to equity, but suggested that
the same rule should apply to costs
financed with taxable bonds.
The final regulations provide a more

general facts and circumstances test for
the allocation of private payments that
looks to the nexus between the private
payment and both the property financed
and the source of funding. Thus, under
the approach of the final regulations,
allocations of private payments first to
equity before other sources of funding
are generally permitted only to the ex-
tent that there is a specific nexus be-
tween the payment and a prior expendi-
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ture. The final regulations do not adopt
the recommendation that issuers also be
permitted in all cases to allocate private
payments first to repayment of taxable
bonds, but treat the obligation to pay
debt service in future years under the
taxable debt as establishing a nexus to
future private payments. The final regu-
lations retain the rule that allocations of
private payments among issues accord-
ing to relative amounts of those sources
of funding that are expended on the
property is generally appropriate, but the
final regulations provide issuers with
more flexibility to match these alloca-
tions to debt service payments associ-
ated with various sources of funding.
3. Allocation of private security

among issues. The proposed regulations
provide that, for bonds other than parity
bonds, property or payments securing
more than one issue must be fully
allocated to each issue under the private
security test. Commentators suggested
that the rule for allocation of private
security among issues should reasonably
reflect foreclosure and default scenarios
under the bond documents. The final
regulations in general adopt this com-
ment.
4. Limitations on private security.

The proposed regulations provide that
any property that is used for a private
business use is taken into account under
the private security test if it secures
payment of debt service on an issue.
The final regulations provide that

only financed property and property that
is provided directly or indirectly by a
nongovernmental person that is treated
as a user of proceeds are taken into
account under the private security test.
5. Exception for generally applicable

taxes. The proposed regulations contain
specific rules for when a special agree-
ment with respect to a generally appli-
cable tax may cause tax payments to be
treated as private payments.
In response to comments, the final

regulations are more flexible for ar-
rangements that reduce the amount of
tax paid and permit a wider range of tax
equivalency payments. The final regula-
tions also clarify that an impermissible
agreement entered into by one taxpayer
does not affect whether payments made
by other taxpayers are treated as gener-
ally applicable taxes.

E. Section 1.141–5 Private loan financ-
ing test

1. Definition of proceeds for purposes
of the private loan financing test. The
proposed regulations provide that the

private loan financing test is met if
more than the lesser of 5 percent of the
‘‘proceeds’’ or $5 million of ‘‘sale pro-
ceeds’’ is used to make or finance loans
to nongovernmental persons. Commenta-
tors suggested that the definition of
proceeds for purposes of the test should
be consistent.
The final regulations apply the gen-

eral private activity bond definition of
‘‘proceeds’’ to both parts of the test.
This approach reflects the view that
investment proceeds that are used to
make or finance loans should be taken
into account in determining whether the
private loan financing test is met.
2. Requirements for the ‘‘tax assess-

ment loan’’ exception. The proposed
regulations provide that a number of
special requirements apply to the excep-
tion in Code section 141(c)(2) from the
private loan financing test for loans that
enable the borrower to finance a govern-
mental tax or assessment of general
application for a specific essential gov-
ernmental function. Commentators sug-
gested that these requirements would
improperly restrict traditional special tax
and assessment tax-exempt financing for
governmental infrastructure in some
states.
In general, special state law restric-

tions (for example, state constitutional
limitations on issuing general obligation
bonds) should not necessarily foreclose
state and local governments from access
to tax-exempt financing for traditional
governmental infrastructure projects. Ac-
cordingly, the final regulations relax the
requirements for the tax assessment
bond exception. The requirement that a
tax or assessment of general application
be proportionate to the benefit to the
taxpayer is deleted. Further, the defini-
tion of improvements that serve essen-
tial governmental functions is expanded.
Under the new definition, all improve-
ments to utilities and systems that are
owned by a governmental person and
that are available for use by the general
public serve essential governmental
functions for this purpose. In addition,
the final regulations provide that guaran-
tees provided by persons treated as
borrowers in most cases will not cause
taxes or assessments to fail to qualify
for the tax assessment bond exception.

F. Section 1.141–6 Allocation and ac-
counting rules

1. Allocations of proceeds to expen-
ditures. The proposed regulations in
general provide that proceeds must be
allocated to expenditures consistently for

private activity bond purposes and
arbitrage purposes. Commentators sug-
gested that, in light of the different
purposes of the private activity bond
rules and the arbitrage rules, this consis-
tency should not be required.
The final regulations continue the

approach of the proposed regulations.
Final regulations are also adopted under
Code section 148 clarifying that alloca-
tions of proceeds to expenditures for
both purposes must be made by a
definite time (in no event later than the
date that rebate is, or would be, due).
2. Other allocation rules. The pro-

posed regulations contain detailed rules
in §§ 1.141–1 and 1.141–6 for alloca-
tions of proceeds and bonds, including
rules for mixed use facilities and part-
nerships.
The final regulations reserve these

provisions. The IRS and Treasury are
considering more flexible rules to ac-
commodate public/private partnerships.

G. Section 1.141–7 Special rules for
output contracts

The proposed regulations contain de-
tailed rules in § 1.141–7 for determin-
ing the private business use and private
payments resulting from output con-
tracts.
Regulatory changes are dramatically

affecting the electric power industry. In
order to further consider the issues
raised by these changes, the final regula-
tions reserve this section. The final
regulations, however, otherwise apply to
bonds issued to finance output facilities.

H. Section 1.141–8 $15 million limita-
tion for output facilities

Clarification of computation of
nonqualified amount. The proposed
regulations provide guidance on the spe-
cial $15 million limitation on output
facilities of Code section 141(b)(4). The
final regulations reserve this section.

I. Section 1.141–12 Remedial actions

1. Remedial actions generally. The
proposed regulations provide that an
action that causes the private business
tests or the private loan financing test to
be met is not treated as a deliberate
action if the issuer takes an appropriate
remedial action.
The final regulations clarify that a

remedial action affects only compliance
with the private activity bond rules
relating to use of proceeds and does not
affect compliance with rules relating to
security or payment. This clarification is
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important for purposes of determining
the amount of ‘‘nonqualified bonds’’
with respect to which a remedial action
must be taken.
2. Relationship of disposition pro-

ceeds and remedial actions. The pro-
posed regulations contain separate rules
for use of proceeds derived from the
disposition of bond-financed property
(‘‘disposition proceeds’’) and remedial
actions. Commentators suggested that
the relationship between the disposition
proceeds rules and the remedial action
rules should be clarified and that, in
particular, additional rules should be
provided indicating when it is appropri-
ate to treat an issue as financing disposi-
tion proceeds rather than the transferred
property.
The final regulations take the view

that, if an issuer disposes of bond-
financed property, it is generally appro-
priate under Code section 141 for the
Commissioner to treat the issue as fi-
nancing either the transferred property
or the disposition proceeds. This is
because any disposition of bond-
financed property has the potential to
transfer the benefits of tax-exempt fi-
nancing to the purchaser, and the private
activity bond rules extend to transac-
tions that have significant potential to
transfer these benefits, as well as trans-
actions that actually transfer these ben-
efits. As a matter of administrative con-
venience, however, the final regulations
in certain cases permit an issuer to
choose to treat an issue as financing
either the transferred property or the
disposition proceeds, provided that cer-
tain conditions are met that protect
against abuse. The final regulations ac-
cordingly treat the disposition proceeds
rules as conditions to taking certain
remedial actions. For example, in order
for an issue to be eligible for a remedial
action, the disposition proceeds of an
issue must generally be treated as pro-
ceeds for purposes of the arbitrage regu-
lations.
3. Conditions to taking a remedial

action. The proposed regulations provide
that an issuer may take a remedial
action to prevent bonds of an issue from
becoming private activity bonds only if
it made certain covenants and certifica-
tions on the issue date. Commentators
suggested that these specific require-
ments should be deleted because they
are unnecessary in light of standard
industry practice to require similar cov-
enants and certifications. The final regu-
lations adopt this comment.

4. Maturity limitations and remedial
actions. The proposed regulations pro-
vide that an issuer cannot take advan-
tage of certain favorable rules involving
disposition proceeds if the weighted av-
erage maturity of an issue is greater
than 120 percent of the economic life of
the financed property. Commentators
suggested that use of this 120 percent
maturity limitation as a condition to
favorable treatment in taking remedial
actions is burdensome for issuers of
governmental bonds.
The final regulations provide that an

issue is eligible for the remedial action
rules only if the term of the issue is not
longer than is reasonably necessary for
the governmental purposes of the issue.
To determine whether the term of an
issue is unreasonably long, the final
regulations adopt the same standard that
is used for purposes of determining
whether replacement proceeds arise be-
cause the term of an issue is unreason-
ably long under § 1.148–1(c)(4). This
standard provides that the 120 percent
maturity limitation is a safe harbor,
rather than a requirement in all cases.
5. Special rules for identifying dispo-

sition proceeds. Under the proposed
regulations, many of the rules for reme-
dial actions depend on identification of
disposition proceeds. The final regula-
tions clarify how disposition proceeds
are to be allocated to an issue when the
transferred property has been financed
with different sources of funding. In
general, the final regulations provide
that disposition proceeds should be allo-
cated first to the outstanding bonds that
financed the property (both tax-exempt
and taxable) in proportion to the out-
standing principal amounts of those out-
standing bonds. Only amounts in excess
of these outstanding principal amounts
may be allocated to other sources of
funding, such as equity of an issuer or
bonds that are no longer outstanding.
6. Redemption and defeasance as re-

medial actions. The proposed regulations
generally provide that redemption and
defeasance of nonqualified bonds are
permitted remedial actions. In cases
where the disposition is exclusively for
cash, only the disposition proceeds need
to be used to redeem or defease bonds;
in other cases, the entire amount of
nonqualified bonds is required to be
redeemed or defeased. The proposed
regulations also provide, however, that
defeasance of bonds to a date that is
more than six months from the date of a
deliberate action is permitted only if the
possibility of a disposition was remote

as of the issue date of the bonds.
Commentators suggested that this spe-
cial limitation should be deleted because
the remoteness standard is vague and
would require governmental issuers to
use special call provisions that would
substantially increase borrowing costs.
The final regulations delete the ‘‘re-

mote possibility’’ limitation on use of
defeasance as a remedial action. Instead,
the final regulations permit defeasance
as a remedial action only if the first call
date of the nonqualified bonds is not
greater than 10 1/2 years from the issue
date. This limitation presents an admin-
istrable standard that will not unduly
interfere with customary financing prac-
tices of state and local governments,
while at the same time preventing im-
proper use of defeasance as a remedial
action for bonds that cannot be called
for an extended period of time.
7. Alternative qualifying use of a fa-

cility as a remedial action. The proposed
regulations provide that alternative
qualifying use of a bond-financed facil-
ity is a permitted remedial action if the
facility is used in a manner that meets
the requirements for any type of quali-
fied private activity bonds and the bonds
are treated as reissued as of the date of
the deliberate action for purposes of the
tax-exempt bond rules concerning use of
bond-financed property. Commentators
suggested that for purposes of determin-
ing whether bonds that are treated as
reissued as of the date of the deliberate
action satisfy all of the applicable re-
quirements for qualified bonds, the rules
contained in Code section 146 relating
to volume cap and the rules contained in
Code sections 55 and 57 should not
apply. Commentators also suggested that
the regulations should clarify whether
any limitations are placed on an issuer’s
use of disposition proceeds when it
chooses to use this remedial action.
The final regulations provide that, in

order to qualify for this remedial action,
an issuer must deposit any disposition
proceeds that it receives into a yield-
restricted escrow to pay the nonqualified
bonds. This requirement is different than
the defeasance remedial action, because
an issuer is permitted to leave bonds
outstanding until maturity (rather than
the first call date) and is not subject to
the special 10 1/2-year call protection
limitation on the defeasance remedial
action. Also, if an issuer chooses to use
this rule, it may receive compensation in
installments and use any payments re-
ceived either to pay debt service or to
deposit into a yield-restricted escrow to
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pay debt service. This requirement is
appropriate because it establishes the
necessary nexus between the new user
and the nonqualified bonds. In effect,
the new user is treated, as far as is
reasonably practicable, as if it were the
conduit borrower of the bond proceeds.
The final regulations also clarify that,

for purposes of determining whether
nonqualified bonds that are deemed to
be reissued meet all of the requirements
for qualified private activity bonds, the
law in effect on the date of the deliber-
ate action applies. The final regulations
do not adopt the suggestion that the
rules contained in Code section 146
relating to volume cap and the rules
contained in Code sections 55 and 57
should not apply. The IRS and Treasury
are issuing a revenue procedure (dis-
cussed in paragraph 10 below) to ad-
dress the change in status of bonds from
governmental bonds to qualified private
activity bonds and the application of the
alternative minimum tax provisions. The
final regulations provide that the rules
contained in Code section 147(d) relat-
ing to the acquisition of existing prop-
erty do not apply to this remedial action.
8. Nonqualified bonds. The proposed

regulations permit an issuer to take a
remedial action with respect to a portion
of the bonds of an issue, rather than the
entire issue. In general, the proposed
regulations require that these ‘‘nonquali-
fied bonds’’ be a pro rata portion
(among the maturities) of the outstand-
ing bonds of an issue. Commentators
suggested that issuers should have
greater flexibility to allocate uses of
proceeds to bonds when a deliberate
action occurs.
The final regulations permit an issuer

to redeem or defease bonds with longer
maturities than the nonqualified bonds
in a remedial action, but in general
continue to require that nonqualified
bonds be identified on a pro rata basis.
Issuers have significant flexibility to
allocate bonds of an issue to separate
purposes on or before the issue date
under § 1.150–1(c)(3).
Under the final regulations, the per-

centage of outstanding bonds that are
nonqualified bonds is equal to the high-
est percentage of private business use in
any 1-year period commencing with the
deliberate action.
9. Effect of deliberate actions and

remedial actions on bonds that have
been advance refunded. The proposed
regulations do not specifically address
how deliberate actions and remedial ac-
tions affect bonds that have been ad-

vance refunded. Commentators sug-
gested that a deliberate action should
not affect the status of an advance
refunded bond under Code section 141.
The final regulations provide that a

remedial action taken with respect to
advance refunding bonds proportionately
‘‘cures’’ the bonds that have been ad-
vance refunded.
10. Remedial payment revenue proce-

dure. The preamble to the proposed
regulations indicates that the IRS and
Treasury are considering issuance of a
revenue procedure pursuant to which an
issuer may request a closing agreement
with respect to outstanding bonds. Un-
der the closing agreement, the issuer
would make a payment to the IRS to
prevent the interest on bonds from being
includible in gross income of bondhold-
ers as a result of a deliberate action that
results in satisfaction of the private
activity bond test. In general, the pay-
ment would be based on the difference
between applicable federal rates for tax-
able and tax-exempt obligations. The
preamble to the proposed regulations
indicates that this revenue procedure is
being considered in lieu of permitting
defeasance as a remedial action. Com-
mentators generally favored the publica-
tion of such a revenue procedure but
suggested that it should apply in addi-
tion to defeasance as a remedial action.
Commentators also suggested that an

issuer should be permitted to make a
payment to the IRS in those cases where
the bonds were issued as governmental
bonds, the interest on which was not
treated as an item of tax preference for
purposes of the alternative minimum tax
provisions, but the bonds become quali-
fied private activity bonds, the interest
on which is treated as an item of tax
preference for purposes of the alterna-
tive minimum tax provisions as a conse-
quence of a remedial action taken by the
issuer.
The IRS and Treasury are issuing a

revenue procedure in addition to permit-
ting defeasance as a remedial action.
Under this revenue procedure the
amount of the remedial payment is
based on a factor that roughly approxi-
mates revenue loss to the United States
rather than the difference between tax-
able and tax-exempt applicable federal
rates. While this approach may in many
cases require greater remedial payments
than under the approach described in the
proposed regulations, the fluctuation in
the difference between taxable and tax-
exempt applicable federal rates would
result in inconsistent treatment of issu-

ers. Further, a more rigorous standard
for determining the remedial payment is
appropriate because the revenue proce-
dure is adopted in addition to all of the
remedial actions set forth in the final
regulations.
In response to comments, this revenue

procedure also provides that an issuer
may make a payment to prevent the
application of the alternative minimum
tax provisions to interest payable on
bonds that were issued as governmental
bonds but, as a consequence of a reme-
dial action taken by an issuer, are
qualified private activity bonds. This
approach recognizes the difficulty state
and local government issuers may have
in notifying bondholders of this change
in status.

J. Section 1.141–13 Refunding issues

The final regulations reserve on the
treatment of refunding bonds under
Code section 141.

K. Section 1.141–14 Anti-abuse rules

Application of the rule to override
specific tracing. The proposed regula-
tions provide that if an issuer enters into
a transaction or series of transactions
with a principal purpose of transferring
to nongovernmental persons (other than
as members of the general public) sig-
nificant benefits of tax-exempt financing
in a manner that is inconsistent with the
purposes of Code section 141, the Com-
missioner may take any action to reflect
the substance of the transaction or trans-
actions.
The final regulations adopt this rule

and add examples to clarify that it may
be invoked in appropriate cases to over-
ride specific tracing of the use of pro-
ceeds.

L. Section 1.145–1 Special rules for
qualified 501(c)(3) bonds

1. Application of private activity
bond rules to Code section 145(a). The
proposed regulations provide that the
regulations under Code section 141 in-
terpreting the private activity bond tests
apply for purposes of Code section
145(a)(2).
The final regulations in general con-

tinue this approach but also provide that
certain provisions under Code section
141, which are intended to apply only to
governmental programs, do not apply to
qualified 501(c)(3) bonds. The final
regulations also clarify that regulations
under Code section 141 apply in the
same manner to the ownership test of

10



Code section 145(a)(1) and to the modi-
fied private activity bond test of Code
section 145(a)(2).
2. Application of deliberate action

and remedial action rules to other provi-
sions of Code section 145. The proposed
regulations provide that the deliberate
action rules of § 1.141–2 and the reme-
dial action rules of § 1.141–12 gener-
ally apply to Code section 145.
The final regulations do not apply to

Code sections 145(b), (c), or (d). The
$150 million limitation on bonds other
than hospital bonds of Code sections
145(b) and (c) involves a number of
special considerations, which the IRS
and Treasury believe would be more
appropriate to consider in a project
comprehensively interpreting the opera-
tion of the special volume cap rules.
Similarly, the restrictions on bonds used
to provide residential rental housing for
family units of Code section 145(d)
involve a number of special consider-
ations, which the IRS and Treasury
believe would be more appropriate to
consider in a project comprehensively
interpreting the special rules for bonds
financing residential rental housing.

M. Special rules for other qualified
bonds

1. General standard for compliance.
The proposed regulations provide that
the requirements for qualified bonds
(other than qualified 501(c)(3) bonds)
generally must be actually met through-
out the term of an issue. Commentators
suggested that this rule should be de-
leted because the compliance standard
for each type of qualified bond should
be separately considered. Other com-
mentators suggested that the compliance
standard applicable to governmental
bonds, looking to reasonable expecta-
tions and deliberate actions, is generally
appropriate for qualified bonds.
The final regulations do not address

the general compliance standard for
qualified bonds (other than qualified
501(c)(3) bonds). The IRS and Treasury
believe that further consideration should
be given to whether special rules apply
to different types of qualified bonds.
Accordingly, the final regulations ad-
dress only whether remedial actions may
be taken to prevent certain types of
qualified bonds from failing to meet
requirements relating to use of proceeds.
Thus, no implication is intended that the
measurement-over-the-term rule for pri-
vate business use under Code sections
141 and 145 applies in any manner to
other qualified bonds.

2. Remedial actions for change in
use. The proposed regulations in general
provide that, if an action results in
nonqualified use of proceeds, the reme-
dial actions that apply to governmental
bonds also apply to qualified bonds. The
permitted remedial actions include re-
demption and defeasance of bonds and
alternative qualifying use of a facility.
The final regulations address only

whether remedial actions may be taken
for exempt facility bonds under Code
section 142 and qualified small issue
bonds under Code section 144(a) and
with respect to certain provisions of
147. The final regulations continue to
provide that redemption and defeasance
are permitted remedial actions for these
types of issues, under rules that are
similar to the remedial action rules that
apply to governmental bonds. The re-
quirements for these types of qualified
bonds focus on the use of a particular
facility for a particular qualifying use,
and, unlike governmental bonds and
qualified 501(c)(3) bonds, do not gener-
ally focus on the status of the borrower.
For this reason, the final regulations
generally do not permit an issuer of
exempt facility bonds or qualified small
issue bonds to take a remedial action
based on use of disposition proceeds.
Accordingly, the final regulations clarify
that the amount of bonds required to be
redeemed or defeased under a remedial
action is not limited to the amount of
disposition proceeds. For administrative
convenience, however, the final regula-
tions permit the use of disposition pro-
ceeds from the sale of personal property
that is incidental to a qualifying facility
to replace the personal property that is
sold. The final regulations do not permit
alternative qualifying use of a facility as
a remedial action for exempt facility
bonds or qualified small issue bonds.
3. Remedial actions for failure to

spend proceeds. The proposed regula-
tions provide that a remedial action may
be taken to correct a failure to spend
proceeds as required under Code sec-
tions 142 and 144. This rule replaces
Rev. Proc. 79–5, 1979–1 C.B. 485, and
Rev. Proc. 81–22, 1981–1 C.B. 692,
which provide guidance on how the
requirement in the predecessor to Code
section 142 that substantially all of the
proceeds be spent for a qualifying pur-
pose is met when excess bond proceeds
remain on hand after acquisition or
construction has been completed.
The final regulations clarify that the

requirements for remedial action in the
case of failure to spend proceeds for a

qualifying purpose are comparable to
the requirements for remedial action in
the case of change in use of a qualifying
facility. Accordingly, the final regula-
tions require that nonqualified bonds
must be redeemed at their first call date,
regardless of the amount of call pre-
mium that is required to be paid, and
that defeasance is permitted only if the
first call date is no later than 10 1/2
years after the issue date.
4. Refundings of qualified bonds. The

final regulations reserve on the treat-
ment of refundings of qualified bonds.

N. Section 1.150–4 Statutory change of
use rules for qualified private activity
bonds

The proposed regulations provide that
the change of use provisions of Code
section 150(b) apply even if an issuer
takes a remedial action that enables an
issue of qualified private activity bonds
to continue to meet use of proceeds
requirements. Commentators suggested
that a remedial action that preserves the
tax-exempt status of a qualified private
activity bond should also prevent appli-
cation of the interest deduction denial
and imputed unrelated business income
provisions of Code section 150(b).
The final regulations more specifi-

cally address the effect of each type of
remedial action on the application of the
Code section 150(b) consequences. In
general, defeasance of bonds does not
prevent application of Code section
150(b). If other remedial actions are
taken promptly after the date of the
remedial action, however, Code section
150(b) does not apply.

O. Effective dates

The final regulations generally apply
to bonds issued after May 16, 1997. To
promote compliance, the final regula-
tions generally permit elective, retroac-
tive application of the regulations in
whole, but not in part, to outstanding
issues. In addition, the final regulations
permit elective, retroactive application to
outstanding issues of any of the follow-
ing sections of the regulations: § 1.141–
12 (the remedial action rules); § 1.141–
3(b)(4) (the management contract rules);
and § 1.141–3(b)(6) (the research agree-
ment rules).

Effect on Other Documents

In part because the existing industrial
development bond regulations under
§ 1.103–7 may continue to apply to
refunding bonds issued after the effec-
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tive date of the private activity bond
regulations, § 1.103–7 is not being re-
moved from the Code of Federal Regu-
lations.
For bonds to which the final regula-

tions apply, the following publications
are obsolete:
Notice 87–69, 1987–2 C.B. 378.
Notice 89–9, 1989–1 C.B. 630.
For actions that occur on or after May

16, 1997, the following publications are
obsolete:
Rev. Proc. 93–17, 1993–1 C.B. 507.
Rev. Proc. 81–22, 1981–1 C.B. 692.
Rev. Proc. 79–5, 1979–1 C.B. 485.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations, and be-
cause the notice of proposed rulemaking
preceding the regulations was issued
prior to March 29, 1996, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Drafting Information

The principal authors of these regula-
tions are Michael G. Bailey, Loretta J.
Finger, and Nancy M. Lashnits, Office
of Assistant Chief Counsel (Financial
Institutions and Products), and Linda B.
Schakel of the Office of Tax Legislative
Counsel. However, other personnel from
the IRS and Treasury Department par-
ticipated in their development.

* * * * *

Adoption of Amendments to the Regula-
tions

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by adding an
entry in numerical order to read as
follows:
Authority: 26 U.S.C. 7805 * * *
Section 1.148–6 also issued under 26

U.S.C. 148(f), (g), and (i). * * *
Section 1.150–4 also issued under 26

U.S.C. 150(c)(5). * * *

Par. 2. The center heading immedi-
ately preceding § 1.141–1 is revised to
read as follows:

TAX EXEMPTION REQUIREMENTS
FOR STATE AND LOCAL BONDS

Par. 3. Section 1.141–1 is revised.

§ 1.143–1 [Redesignated as § 1.7703–
1]
Par. 4. Section 1.143–1 is redesig-

nated as § 1.7703–1.

§ 1.144–3 [Removed]
Par. 5. Section 1.144–3 is removed.
Par. 6. Sections 1.141–0 and 1.141–2

through 1.141–16 are added.
The revised and added sections read

as follows:

§ 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 gen-
eral 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 ac-

tivity bond.
(d) Reasonable expectations and de-

liberate actions.
(1) In general.
(2) Reasonable expectations test.
(3) Deliberate action defined.
(4) Special rule for dispositions of

personal property in the ordinary course
of an established governmental program.
(5) Special rule for general obligation

bond programs that finance a large
number of separate purposes.
(e) When a deliberate action occurs.
(f) Certain remedial actions.
(g) Examples.

§ 1.141–3 Definition of private busi-
ness use.

(a) General rule.
(1) In general.
(2) Indirect use.
(3) Aggregation of private business

use.
(b) Types of private business use ar-

rangements.
(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 ar-

rangements.
(3) Exceptions for arrangements other

than arrangements resulting in owner-
ship of financed property by a nongov-
ernmental person.
(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 private business use.
(4) Determining the average amount

of private business use for a 1-year
period.
(5) Common areas.
(6) Allocation of neutral costs.
(7) Commencement of measurement

of private 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.
(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 prop-

erty or payments.
(5) Payments in respect of property.
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(6) Allocation of security among is-
sues.
(e) Generally applicable taxes.
(1) General rule.
(2) Definition of generally applicable

taxes.
(3) Special charges.
(4) Manner of determination and col-

lection.
(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 in-

vestments.
(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 assess-

ment.
(4) Specific essential governmental

function.
(5) Equal basis requirement.
(6) Coordination with private busi-

ness tests.
(e) Examples.

§ 1.141–6 Allocation and accounting
rules.

(a) Allocation of proceeds to expen-
ditures.
(b) Allocation of proceeds to prop-

erty. [Reserved]
(c) Special rules for mixed use facili-

ties. [Reserved]
(d) Allocation of proceeds to com-

mon areas. [Reserved]
(e) Allocation of proceeds to bonds.

[Reserved]
(f) Treatment of partnerships. [Re-

served]
(g) Examples. [Reserved]

§ 1.141–7 Special rules for output
contracts.

[Reserved]

§ 1.141–8 $15 million limitation for
output facilities.

[Reserved]

§ 1.141–9 Unrelated or disproportion-
ate use test.

(a) General rules.
(1) Description of test.
(2) Application of unrelated or dis-

proportionate 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.

§ 1.141–10 Coordination with volume
cap.

[Reserved]

§ 1.141–11 Acquisition of nongovern-
mental output property.

[Reserved]

§ 1.141–12 Remedial actions.

(a) Conditions to taking remedial ac-
tion.
(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 govern-

mental 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

different sources of funding.
(d) Redemption or defeasance of

nonqualified 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 pro-

ceeds.
(1) In general.
(2) Special rule for use by 501(c)(3)

organizations.
(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 con-
tinuing compliance.
(j) Nonqualified bonds.
(1) Amount of nonqualified bonds.
(2) Allocation of nonqualified bonds.
(k) Examples.

§ 1.141–13 Refunding issues.

[Reserved]

§ 1.141–14 Anti-abuse rules.

(a) Authority of Commissioner to re-
flect substance of transactions.
(b) Examples.

§ 1.141–15 Effective dates.

(a) Scope.
(b) Effective dates.
(c) Refunding bonds.
(d) Permissive application of regula-

tions.
(e) Permissive retroactive application

of certain sections.

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

(a) Scope.
(b) Effective dates.
(c) Permissive application.

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

(a) In general. For purposes of
§§ 1.141–0 through 1.141–16, the fol-
lowing definitions 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 defini-
tion of grant under § 1.148–6(d)(4)(iii),
the definition of reasonably required
reserve or replacement fund in § 1.148–
2(f), and the following definitions under
§ 1.148–1: bond year, commingled
fund, fixed yield issue, higher yielding
investments, 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. Com-

mon areasmeans portions of a facility
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, hallways and el-
evators generally are treated as common
areas if they are used by the different
lessees of a facility in connection with
the primary use of that facility.
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Consistently appliedmeans applied
uniformly to account for proceeds and
other amounts.
Deliberate action is defined in

§ 1.141–2(d)(3).
Discrete portionmeans a portion of a

facility that consists of any separate and
discrete portion of a facility to which
use is limited, other than common areas.
A floor of a building and a portion of a
building separated by walls, partitions,
or other physical barriers are examples
of a discrete portion.
Disposition is defined in § 1.141–

12(c)(1).
Disposition proceedsis defined in

§ 1.141–12(c)(1).
Essential governmental functionis de-

fined in § 1.141–5(d)(4)(ii).
Financed means constructed, recon-

structed, or acquired with proceeds of an
issue.
Governmental bondmeans a bond

issued as part of an issue no portion of
which consists of private activity bonds.
Governmental personmeans a state or

local governmental unit as defined in
§ 1.103–1 or any instrumentality
thereof. It does not include the United
States or any agency or instrumentality
thereof.
Hazardous waste remediation bonds

is defined in § 1.141–4(f)(1).
Measurement periodis defined in

§ 1.141–3(g)(2).
Nongovernmental personmeans a

person other than a governmental per-
son.
Output facilitymeans electric and gas

generation, transmission, distribution,
and related facilities, and water collec-
tion, storage, and distribution facilities.
Private business testsmeans the pri-

vate business use test and the private
security or payment test of section
141(b).
Proceedsmeans the sale proceeds of

an issue (other than those sale proceeds
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 period). Dis-
position proceeds of an issue are treated
as proceeds to the extent provided in
§ 1.141–12. The Commissioner may
treat any replaced amounts as proceeds.
Project periodmeans the period be-

ginning 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 optionmeans a provision

under which either party has a legally
enforceable right to renew the contract.
Thus, for example, a provision under
which a contract is automatically re-
newed for 1-year periods absent cancel-
lation by either party is not a renewal
option (even if it is expected to be
renewed).
Replaced amountsmeans replacement

proceeds other than amounts that are
treated as replacement proceeds solely
because they are sinking funds or
pledged funds.
Weighted average maturityis deter-

mined under section 147(b).
Weighted average reasonably ex-

pected economic lifeis determined un-
der section 147(b). The reasonably ex-
pected economic life of property may be
determined 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
revoked 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.

§ 1.141–2 Private activity bond tests.

(a) Overview. Interest on a private
activity 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 volume of
tax-exempt bonds that finance the activi-
ties of nongovernmental persons, with-
out regard to whether a financing actu-
ally transfers benefits of tax-exempt
financing to a nongovernmental person.
The private activity bond tests serve to
identify arrangements that have the po-
tential to transfer the benefits of tax-
exempt financing, as well as arrange-
ments that actually transfer these
benefits. The regulations under section
141 may not be applied in a manner that
is inconsistent 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 ac-

tivity bond. Under section 141, bonds
are private activity bonds if they meet
either the private business use test and
private 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 payment
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 de-

liberate actions—(1) In general. An
issue is an issue of private activity
bonds if the issuer reasonably expects,
as of the issue date, that the issue will
meet either 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 private busi-
ness tests or the private loan financing
test to be met.
(2) Reasonable expectations test—(i)

In general. In general, the reasonable
expectations test must take into account
reasonable expectations about events
and actions over the entire stated term
of an issue.
(ii) Special rule for issues with man-

datory 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 business
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 governmen-
tal purpose for a substantial period be-
fore the action;
(B) The issuer is required to redeem

all nonqualifying bonds (regardless of
the amount of disposition proceeds actu-
ally received) within 6 months of the
date of the action;
(C) The issuer does not enter into

any arrangement with a nongovernmen-
tal person, as of the issue date, with
respect 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—(i) 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 intent to violate
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the requirements of section 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 invol-

untary or compulsory conversion under
section 1033; or
(B) It is taken in response to a regu-

latory directive made by the federal
government.
(4) Special rule for dispositions of

personal property in the ordinary course
of an established governmental pro-
gram—(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 purposes;
(B) The issuer reasonably expects on

the issue date that the fair market value
of that property on the date of disposi-
tion 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 disposition
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 re-
quired to deposit amounts received from
the disposition in a commingled fund
with substantial tax or other governmen-
tal revenues and the issuer reasonably
expects to spend the amounts on gov-
ernmental programs within 6 months
from the date of commingling.
(iii) Separate issue treatment.An is-

suer may treat the bonds properly al-
locable to the personal property eligible
for this exception as a separate issue
under § 1.150–1(c)(3).
(5) Special rule for general obliga-

tion bond programs that finance a large
number of separate purposes.The deter-
mination 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

obligation 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.
(ii) The issuer has adopted a fund

method of accounting for its general
governmental purposes that makes trac-
ing the bond proceeds to specific expen-
ditures unreasonably burdensome.
(iii) The issuer reasonably expects on

the issue date to allocate all of the net
proceeds of the issue to capital expendi-
tures 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 pro-
ceeds 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 business
tests are not less than 125 percent of the
capital expenditures to be financed with
the net proceeds of the issue.
(vii) The issuer reasonably expects on

the issue date that the weighted average
maturity of the issue is not greater than
120 percent of the weighted average
reasonably expected economic life of
the capital expenditures financed with
the issue. To determine reasonably ex-
pected economic life for this purpose an
issuer may use reasonable estimates
based on the type of expenditures made
from a fund.
(e) When a deliberate action occurs.

A deliberate action occurs on the date
the issuer enters into a binding contract
with a nongovernmental person for use
of the financed property that is not
subject to any material contingencies.
(f) Certain remedial actions.See

§ 1.141–12 for certain remedial actions
that prevent a deliberate action with
respect to property financed by an issue
from causing that issue to meet the
private business use test or the private
loan financing test.
(g) Examples. The following ex-

amples illustrate the application of this
section:

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 ac-
quires the land in a condemnation action. B sets
aside the condemnation proceeds to pay debt
service on the bonds but does not redeem them on
their first call date. The bonds are not private
activity bonds because B has not taken a deliber-
ate action after the issue date. See, however,
§ 1.141–14(b),Example 2.
Example 2. Reasonable expectations test—

involuntary action.The facts are the same as in
Example 1, except that, on the issue date, B
reasonably expects that the federal government
will acquire the land in a condemnation 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 govern-
ment. The bonds are private activity bonds be-
cause the issuer expects as of the issue date that
the private business tests will be met.
Example 3. Reasonable expectations test—

mandatory redemption.City C issues bonds to
rehabilitate an existing hospital that it currently
owns. On the issue date of the bonds, C reason-
ably expects that the hospital will be used for a
governmental purpose for a substantial 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 documents require
that the bonds must be redeemed 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 expecta-
tions requirement of the private activity bond tests
if the mandatory redemption of bonds meets all of
the conditions for a remedial action 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 maturity 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 ordinary 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 reasonably 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 expects to spend the
proceeds on governmental programs within 6
months of the date of deposit. D does not trace the
actual use of these commingled amounts. The sale
of the police cars does not cause the private
activity bond tests to be met because the require-
ments of paragraph (d)(4) of this section are met.

§ 1.141–3 Definition of private busi-
ness use.

(a) General rule—(1) In general.The
private business use test relates to the
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use of the proceeds of an issue. The 10
percent private business use test of
section 141(b)(1) is met if more than 10
percent of the proceeds of an issue is
used in a trade or business of a nongov-
ernmental 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 sec-
tion also applies to the private business
use test under sections 141(b)(3) (unre-
lated or disproportionate use), 141(b)(4)
($15 million limitation for certain output
facilities), and 141(b)(5) (the coordina-
tion with the volume cap where the
nonqualified amount exceeds $15 mil-
lion).
(2) Indirect use. In determining

whether an issue meets the private busi-
ness use test, it is necessary to look to
both the indirect and direct uses of
proceeds. For example, a facility is
treated as being used for a private
business use if it is leased to a nongov-
ernmental person and subleased to a
governmental person or if it is leased to
a governmental person and then sub-
leased to a nongovernmental person,
provided that in each case the nongov-
ernmental person’s use is in a trade or
business. Similarly, the issuer’s use of
the proceeds to engage in a series of
financing transactions for property to be
used by nongovernmental persons in
their trades or businesses may cause the
private business use test to be met. In
addition, proceeds are treated as used in
the trade or business of a nongovern-
mental person if a nongovernmental per-
son, as a result of a single transaction or
a series of related transactions, uses
property acquired with the proceeds of
an issue.
(3) Aggregation of private business

use.The use of proceeds by all nongov-
ernmental persons is aggregated to de-
termine 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 nongovernmen-
tal person may be treated as private
business use. In most cases, the private
business use test is met only if a
nongovernmental person has special le-
gal entitlements to use the financed
property under an arrangement with the
issuer. In general, a nongovernmental
person is treated as a private business
user of proceeds and financed property
as a result of ownership; actual or

beneficial use of property pursuant to a
lease, or a management or incentive
payment contract; or certain other ar-
rangements 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

paragraph (d) of this section, the lease
of financed property to a nongovern-
mental person is private business use of
that property. For this purpose, any
arrangement that is properly character-
ized as a lease for federal income tax
purposes is treated as a lease. In deter-
mining whether a management contract
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 nongov-
ernmental person; and
(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 mean-
ing of paragraph (b)(4)(ii) of this sec-
tion) with respect to financed property
may result in private business use of
that property, based on all of the facts
and circumstances. A management con-
tract 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 manage-
ment 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 portion
of, or any function of, a facility. For
example, a contract for the provision of
management services for an entire hos-
pital, a contract for management ser-
vices for a specific department of a
hospital, and an incentive payment con-
tract for physician services to patients of
a hospital are each treated as a manage-
ment contract.

(iii) Arrangements generally not
treated as management contracts.The
arrangements described in paragraphs
(b)(4)(iii)(A) through (D) of this section
generally are not treated as management
contracts that give rise to private busi-
ness use.
(A) Contracts for services that are

solely incidental to the primary govern-
mental 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 services, if
those privileges are available to all
qualified physicians in the area, consis-
tent with the size and nature of its
facilities.
(C) A contract to provide for the

operation of a facility or system of
facilities that consists predominantly of
public utility property, if the only com-
pensation is the reimbursement of actual
and direct expenses of the service pro-
vider and reasonable administrative
overhead expenses of the service pro-
vider.
(D) A contract to provide for ser-

vices, if the only compensation is the
reimbursement of the service provider
for actual and direct expenses paid by
the service provider to unrelated parties.
(iv) Management contracts that are

properly treated as other types of pri-
vate business use.A management con-
tract with respect to financed property
results 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.
(5) Output contracts.See § 1.141–7

for special rules for contracts for the
purchase of output of output facilities.
(6) Research agreements—(i) Facts

and circumstances test.Except as pro-
vided in paragraph (d) of this section, an
agreement by a nongovernmental person
to sponsor research performed by a
governmental person may result in pri-
vate business use of the property used
for the research, based on all of the
facts and circumstances.
(ii) Research agreements that are

properly treated as other types of pri-
vate business use.A research agreement
with respect to financed property results
in private business use of that property
if the sponsor is treated as the lessee or
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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 financed 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
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
financed property that is not available
for use by the general public (within the
meaning of paragraph (c) of this sec-
tion), private business use may be estab-
lished solely on the basis of a special
economic benefit to one or more non-
governmental persons, even if those
nongovernmental persons have no spe-
cial legal entitlements to use of the
property. In determining whether special
economic benefit gives rise to private
business use it is necessary to consider
all of the facts and circumstances, in-
cluding one or more of the following
factors—
(A) Whether the financed property is

functionally related or physically proxi-
mate 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 general 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
property 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 gen-

eral, use under an arrangement that
conveys priority rights or other preferen-
tial 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 preferen-

tial benefits. For this purpose, rates may
be treated as generally applicable 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
(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 ar-
rangement is not treated as general
public use if the term of the use under
the arrangement, including all renewal
options, is greater than 180 days. For
this purpose, a right of first refusal to
renew use under the arrangement is not
treated as a renewal option if—
(i) The compensation for the use un-

der 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 arrangements
is predominantly by natural persons who
are not engaged in a trade or business.
(4) Relation to other use.Use of

financed 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 obli-
gations on behalf of a governmental
person is not private business use to the
extent the nongovernmental person’s use
of proceeds is in its capacity as an agent
of the governmental person.
(2) Use incidental to financing ar-

rangements.Use by a nongovernmental
person that is solely incidental to a
financing arrangement is not private
business use. A use is solely incidental
to a financing arrangement only if the
nongovernmental person has no substan-
tial 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 per-

son 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
nongovernmental person—(i) Arrange-
ments not available for use on the same
basis by natural persons not engaged in
a trade or business.Use by a nongov-
ernmental person pursuant to an ar-
rangement, other than an arrangement
resulting in ownership of financed prop-
erty by a nongovernmental person, is
not private business use if—
(A) The term of the use under the

arrangement, including all renewal op-
tions, is not longer than 90 days;
(B) The arrangement would be

treated 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 prop-
erty for use by that nongovernmental
person.
(ii) Negotiated arm’s-length arrange-

ments.Use by a nongovernmental per-
son pursuant to an arrangement, other
than an arrangement resulting in owner-
ship of financed property by a nongov-
ernmental person, is not private business
use if—
(A) The term of the use under the

arrangement, including all renewal op-
tions, is not longer than 30 days;
(B) The arrangement is a negotiated

arm’s-length arrangement, and compen-
sation under the arrangement is at fair
market value; and
(C) The property is not financed for a

principal purpose of providing that prop-
erty for use by that nongovernmental
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 with
all reasonable speed to develop the
improvement and property benefited by
that improvement and to transfer the
improvement to a governmental person,
and if the improvement is in fact trans-
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ferred to a governmental person
promptly after the property benefited by
the improvement is developed.
(5) Incidental use—(i) General rule.

Incidental uses of a financed facility are
disregarded, to the extent that those uses
do not exceed 2.5 percent of the pro-
ceeds of the issue used to finance the
facility. A use of a facility by a nongov-
ernmental 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 barri-
ers, 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

facility do not, in the aggregate, involve
the use of more than 2.5 percent of the
facility.
(ii) Illustrations. 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 structural
components and land functionally re-
lated 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 construction
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;
(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 tax 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 determin-
ing whether the private business use test
is met.
(f) Examples. The following ex-

amples illustrate the application of para-
graphs (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 Corporation X to sell the factory
to X on an installment basis while the bonds are
outstanding. The issue meets the private business
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 nongovernmental person.

(i) The facts are the same as in Example 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 payments 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 inExample 2(i),

except that the annual payments made by X will
equal fair rental value of the facility and exceed
the amount necessary to pay debt service on the
bonds for the 3 years of the lease. The issue meets
the private business use test because a nongovern-
mental person leases the financed facility and the
test does not require that the benefits of tax-
exempt financing be passed through to the non-
governmental 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 into a
15-year contract with M, a nongovernmental per-
son that operates a health maintenance organiza-
tion relating to the treatment of M’s members at
L’s hospital. The contract provides for reasonable
fixed compensation 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 provides 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
circumstances, the contract is properly character-
ized as a lease for federal income tax purposes.
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 construc-
tion 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 hospital that establish that it is properly treated
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 business use test because the
arrangement provides a nongovernmental person

an interest in the financed facility that is compa-
rable 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.Cor-
poration 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 covenant running with the land that
the property be used only for a parking lot. In
addition, 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 construction 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 uni-
formly applied. The issue meets the private busi-
ness use test because a nongovernmental person
has special legal entitlements for beneficial use of
the financed facility that are comparable to an
ownership interest. See paragraph (b)(7)(i) of this
section.
Example 6. Other actual or beneficial use—

hydroelectric enhancements.J, a political subdivi-
sion, owns and operates a hydroelectric generation
plant and related facilities. Pursuant to a take or
pay contract, J sells 15 percent of the output of
the plant to Corporation K, an investor-owned
utility. K is treated as a private business user of
the plant. Under the license issued to J for
operation of the plant, J is required by federal
regulations to construct and operate various facili-
ties 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 financed facilities. The fish preservation
facilities are functionally related to the operation
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 paragraph (c) of this section, the
recreation facilities 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 preservation facilities
are not of a type reasonably available for use on
the same basis by natural persons not engaged in a
trade or business. Under all of the facts and
circumstances (including the functional relation-
ship 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 facili-
ties. 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 preser-
vation facilities is treated as private business use.
Example 7. Other actual or beneficial use—

pollution control facilities.City B issues obliga-
tions to finance construction of a specialized
pollution control facility on land that it owns
adjacent to a factory owned by Corporation N. B
will own and operate the pollution control facility,
and N will have no special 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 proximate to property used in
N’s trade or business, N derives a special eco-
nomic benefit from the facility. Therefore, N’s
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private business 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 runway.
(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 desiring to use the airport, including
general aviation operators who are natural persons
not engaged in a trade or business. It is reasonably
expected that most of the actual use of the runway
will be by private air carriers (both charter airlines
and commercial airlines) in connection with their
use of the airport terminals leased by those
carriers. These leases for the use of terminal space
provide no priority rights or other preferential
benefits to the air carriers for use of the runway.
Moreover, under the leases the lease payments are
determined without taking into account the rev-
enues generated by runway landing fees (that is,
the lease payments are not determined on a
‘‘residual’’ basis). Although the lessee air carriers
receive a special economic benefit from the use of
the runway, this economic benefit is not sufficient
to cause the air carriers to be private 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 section.
(ii) The facts are the same as inExample 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 general 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 private air
carriers, the issue may meet the private business
use test solely because the private air carriers
receive a special economic benefit from the run-
way. See paragraph (b)(7)(ii) of this section.
(iii) The facts are the same as inExample 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 respect to the runway because they are
arrangements that convey special legal entitle-
ments to the financed facility to nongovernmental
persons. See paragraph (b)(7)(i) of this section.
Example 9. General public use—airport parking

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 reason-
ably 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 commercial airlines) in connection
with their use of the airport terminals leased by
those carriers. The air carriers’ use of the parking
garage, 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 parking garage, and the
lease payments are determined 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 private
business users, because the parking garage is
available for general public use. The issue does

not meet the private business use test. See para-
graphs (b)(7)(ii) and (c) of this section.
Example 10. Long-term arrangements not

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 persons 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 entitle-
ments to the use of bond proceeds, 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 180 days. See paragraphs (b)(7)(i) and
(c)(3) of this section.
Example 11. General public use—port road.

Highway Authority W uses all of the proceeds of
its bonds to construct a 25-mile road to connect an
industrial port owned by Corporation Y with
existing roads owned and operated 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 develop-
ment will occur in the area surrounding the new
road. W and Y enter into no arrangement (either
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 governmen-

tally owned hotel.State Q issues bonds to pur-
chase land and construct a hotel for use by the
general public (that is, tourists, visitors, and
business travelers). The bond documents 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 180 days (although users may actually
use rooms for consecutive periods in excess of
180 days). Use of the hotel by hotel guests who
are travelling in connection with trades or busi-
nesses 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
natural persons not engaged in a trade or business.
See paragraph (c)(1) of this section.
Example 13. General public use with rights of

first refusal.Authority V uses all of the proceeds
of its bonds to construct a parking garage. 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 priority rights to renew their spaces at
then current fair market value rates. More than 10
percent of the spaces will be leased to nongovern-
mental persons acting in a trade or business. These
leases are not treated as arrangements with a term
of use greater than 180 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 pre-
dominantly by natural persons who are not en-

gaged 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 specially
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 custom-
ers 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 facilities by F is on the same basis as the
general public. See paragraph (c)(2)(ii) of this
section.

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 construct 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 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 90 days, and F has no right to renew,
although E reasonably expects to renew the con-
tract indefinitely. The prison is not financed for a
principal purpose of providing the prison for use
by F. It is reasonably expected that during the
term of the bonds, more than 10 percent 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 prison-
ers) is not available 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 excep-
tion 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 construction 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
auditorium will be used by schools, church groups,
sororities, and numerous commercial organiza-
tions. Corporation H, a nongovernmental person,
enters into an arm’s-length arrangement 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 market value. On the date the contract is
entered 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 auditorium to H, H is not
treated as using the auditorium as a member of the
general public 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 30 days,
the arrangement does not meet the exception under
paragraph (d)(3)(ii) of this section.
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(ii) The facts are the same as inExample 16(i),
except that H will enter into an arm’s-length
arrangement with Z to use the auditorium 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 private business user of the auditorium
because its contract satisfies the exception of
paragraph (d)(3)(ii) of this section for negotiated
arm’s-length arrangements.

(g) Measurement of private business
use—(1) In general. In general, the
private business use of proceeds is allo-
cated to property under § 1.141–6. The
amount of private business use of that
property is determined according to the
average percentage of private business
use of that property during the measure-
ment period.
(2) Measurement period—(i) General

rule. Except as provided in this para-
graph (g)(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 (determined
without regard to any optional redemp-
tion dates). In general, the period of
reasonably expected economic life of
the property for this purpose is based on
reasonable expectations as of the issue
date.
(ii) Special rule for refundings of

short-term obligations.For an issue of
short-term obligations that the issuer
reasonably expects to refund with a
long-term financing (such as bond an-
ticipation notes), the measurement pe-
riod 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 private 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 reason-
ably expected redemption date.
(iv) Special rule for ownership by a

nongovernmental person.The amount of
private business use resulting from own-
ership by a nongovernmental person is
the greatest percentage of private busi-
ness use in any 1-year period.

(v) Anti-abuse rule.If an issuer es-
tablishes the term of an issue for a
period that is longer than is reasonably
necessary for the governmental purposes
of the issue for a principal purpose of
increasing the permitted amount of pri-
vate business use, the Commissioner
may determine the amount of private
business use according to the greatest
percentage of private business use in
any 1-year period.
(3) Determining average percentage

of private business use.The average
percentage of private business use is the
average of the percentages of private
business use during the 1-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 1-year
period—(i) In general. The percentage
of private business use of property for
any 1-year period is the average private
business use during that year. This aver-
age 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

facility in which actual government use
and private business use occur at differ-
ent 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 percentage 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 facility
that is leased or managed by a nongov-
ernmental person in a manner that re-
sults in private business use is treated as
entirely used for a private business use.
If, however, there is also private busi-
ness use and actual government use on
the same basis, the average amount of
private business use may be determined
on a reasonable basis that properly re-
flects the proportionate benefit to be
derived by the various users of the

facility (for example, reasonably ex-
pected fair market value of use). For
example, the average amount of private
business use of a garage with unas-
signed spaces that is used for govern-
ment use and private business use is
generally based on the number of spaces
used for private business use as a per-
centage 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 sepa-
rate 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 private
business use must be determined accord-
ing to the relative reasonably expected
fair market values of use rather than
another measure, such as average time
of use. This determination 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 identified on the issue
date). In general, the relative reasonably
expected fair market value for a period
must be determined by taking into ac-
count the amount of reasonably ex-
pected payments for private business use
for the period in a manner that properly
reflects the proportionate benefit to be
derived from the private business use.
(5) Common areas.The amount of

private 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 facility
reflects proportionate benefit.
(6) Allocation of neutral costs.Pro-

ceeds that are used to pay costs of
issuance, invested in a reserve or re-
placement fund, or paid as fees for a
qualified guarantee or a qualified hedge
must be allocated ratably among the
other purposes for which the proceeds
are used.
(7) Commencement of measurement

of private business use.Generally, pri-
vate business use commences on the
first date on which there is a right to
actual use by the nongovernmental per-
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son. However, if an issuer enters into an
arrangement for private business use a
substantial period before the right to
actual private business use commences
and the arrangement transfers ownership
or is an arrangement for other long-term
use (such as a lease for a significant
portion of the remaining economic life
of financed property), private business
use commences on the date the arrange-
ment is entered into, even if the right to
actual use commences after the mea-
surement period. For this purpose, 10
percent of the measurement period is
generally treated as a substantial period.
(8) Examples. The following ex-

amples illustrate the application of this
paragraph (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 facility with the
proceeds of an issue of bonds. U enters into
sponsored research agreements with nongovern-
mental 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 simulta-
neously in all laboratories within the research
facility. All laboratory equipment is available
continuously for use by workers who perform both
types of research. Because it is not possible to
predict which research projects will be successful,
it is not reasonably practicable to estimate the
relative revenues expected to result from the
governmental and nongovernmental research. U
contributed 90 percent of the cost of the facility
and the nongovernmental persons contributed 10
percent 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 various users of the
facility provide a reasonable basis that properly
reflects the proportionate benefit to be derived by
the users of the facility. The nongovernmental
persons are treated as using 10 percent of the
proceeds 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 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 compared to the other uses of the
stadium, taking into account the payments that T
is reasonably expected to make for its use.
Assuming 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 private 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 carriers. The remaining 20 percent of
the leasable space will be used for the term of the
bonds by N for its administrative purposes. The
common areas of the terminal, including waiting
areas, lobbies, and hallways are treated as 80
percent used by the air carriers for purposes of the
private business use test.

§ 1.141–4 Private security or payment
test.

(a) General rule—(1) Private security
or payment. The private security or
payment test relates to the nature of the
security for, and the source of, the
payment 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 directly
or indirectly to be derived from pay-
ments (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 directly or indirectly
secured by any interest 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 additional rules for output facilities,
see § 1.141–7.
(2) Aggregation of private payments

and security.For purposes of the private
security or payment test, payments taken
into account as private payments and
payments or property taken into account
as private security are aggregated. How-
ever, the same payments are not taken
into account as both private security and
private payments.
(3) Underlying arrangement.The se-

curity 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 arrangement. An
underlying arrangement may result from
separate agreements between the parties
or may be determined on the basis of all
of the facts and circumstances surround-
ing 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 governmental unit and any interest
in property used or to be used in a
private business use, the issue meets the
private 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
whether an issue meets the private secu-
rity 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.
(ii) Debt service—(A) Debt service

paid from proceeds.Debt service does
not include any amount paid or to be
paid from sale proceeds or investment
proceeds. For example, debt service
does not include payments of capitalized
interest 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 section
148(f). For example, debt service in-
cludes fees paid for qualified guarantees
under § 1.148–4(f) and is adjusted to
take into account payments and receipts
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 as
the discount rate and by discounting all
amounts to the issue date. See, however,
§ 1.141–13 for special rules for refund-
ing bonds.
(B) Fixed 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 determine
the reasonably expected yield as of any
date, the issuer may assume that the
future interest rate on a variable yield
bond will be the then-current interest
rate on the bonds determined under the
formula prescribed in the bond docu-
ments. A deliberate action requires a
recomputation of the yield on the vari-
able yield issue to determine the present
value of payments under that arrange-
ment. In that case, the issuer must use
the yield determined as of the date of
the deliberate action for purposes of
determining the present value of pay-
ments under the arrangement causing
the deliberate action. 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.
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(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. Payments
are taken into account as private pay-
ments only to the extent that they are
made for the period of time that pro-
ceeds 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 pro-
ceeds, even if not made by a private
business user. Payments are not made in
respect of financed property if those
payments are directly allocable to other
property being directly 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 payments to the source or
sources of funding 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 payments exceeds
the present value of debt service on
those proceeds. Payments need not be
directly derived from a private 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 re-
spect to the property financed with those
proceeds are taken into account as pri-
vate payments only to the extent that the
present value of those payments does
not exceed the present value of 7 per-
cent of the debt service on the issue.
(C) Payments for operating expenses.

Payments by a person for a use of
proceeds do not include the portion of
any payment that is properly allocable
to the payment of ordinary and neces-
sary expenses (as defined under section
162) directly attributable to the opera-
tion and maintenance of the financed
property used by that person. For this
purpose, general overhead and adminis-
trative expenses are not directly attribut-
able to those operations and mainte-
nance. For example, if an issuer receives
$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 allocable to
the operation and maintenance 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 con-
sidered a payment for the use of the
proceeds allocable to that space (regard-
less of the manner in which that $500 is
actually used).
(ii) Refinanced debt service.Pay-

ments of debt service on an issue to be
made from proceeds of a refunding
issue are taken into account as private
payments 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 secu-
rity or payment test. This paragraph
(c)(2)(ii) does not apply to payments
that arise from deliberate actions that
occur more than 3 years after the retire-
ment 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 refunding issue is determined without
regard to § 1.150–1(d)(2)(i) (relating to
certain payments of interest).
(3) Allocation of payments—(i) In

general.Private payments for the use of
property are allocated to the source or
different sources of funding of property.
The allocation to the source or different
sources of funding is based on all of the
facts and circumstances, including
whether an allocation is consistent with
the purposes of section 141. In general,
a private payment for the use of prop-
erty is allocated to a source of funding
based upon the nexus between the pay-
ment and both the financed property and
the source of funding. For this purpose,
different sources of funding may include
different tax-exempt issues, taxable is-
sues, and amounts that are not derived
from a borrowing, such as revenues of
an issuer (equity).
(ii) Payments for use of discrete

property. Payments for the use of a
discrete facility (or a discrete portion of
a facility) are allocated to the source or
different sources of funding of that
discrete property.

(iii) Allocations among two or more
sources of funding.In general, except as
provided in paragraphs (c)(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 example,
equity and a tax-exempt issue), that
payment must be allocated to those
sources of funding in a manner that
reasonably corresponds to the relative
amounts of those sources of funding 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 allocated rat-
ably among expenditures in the same
manner as in § 1.141–3(g)(6). A pay-
ment for the use of property may be
allocated to two or more issues that
finance property according to the rela-
tive amounts of debt service (both paid
and accrued) on the issues during the
annual period for which the payment is
made, if that allocation reasonably re-
flects the economic substance of the
arrangement. In general, allocations of
payments according to relative debt ser-
vice reasonably reflect the economic
substance of the arrangement if the
maturity of the bonds reasonably corre-
sponds to the reasonably expected eco-
nomic life of the property and debt
service payments on the bonds are ap-
proximately level from year to year.
(iv) Payments made under an ar-

rangement entered into in connection
with issuance of bonds.A private pay-
ment 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 gener-
ally is allocated to that issue. Whether
an arrangement is entered into in con-
nection 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
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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
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 private
business use that secures an issue pro-
vides private security. Private security
(other than financed property and pri-
vate payments) for an issue is taken into
account under section 141(b), however,
only to the extent it is provided, directly
or indirectly, by a user of proceeds of
the issue.
(3) Pledge of unexpended proceeds.

Proceeds qualifying for an initial tempo-
rary 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 prop-

erty or payments.Property used or to be
used for a private business use and
payments in respect of that property are
treated as private security if any interest
in that property or payments secures 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 pay-
ments.
(5) Payments in respect of property.

The payments taken into account as
private security are payments in respect
of property used or to be used for a
private business use. Except as other-
wise 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
determine the amount of payments

treated as payments in respect of prop-
erty used or to be used for a private
business 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 is-

sues. 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 taxes—(1)

General rule.For purposes of the pri-
vate security or payment test, generally
applicable 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
revenue to be used for governmental
purposes. A generally applicable tax
must have a uniform tax rate that is
applied to all persons of the same
classification in the appropriate jurisdic-
tion and a generally applicable manner
of determination and collection.
(3) Special charges.A payment for a

special privilege granted or service ren-
dered is not a generally applicable tax.
Special assessments paid by property
owners benefiting from financed im-
provements are not generally applicable
taxes. For example, a tax or a payment
in lieu of tax that is limited to the
property or persons benefited by an
improvement is not a generally appli-
cable tax.
(4) Manner of determination and col-

lection—(i) In general.A tax does not
have a generally applicable manner of
determination and collection to the ex-
tent that one or more taxpayers make
any impermissible agreements relating
to payment of those taxes. An impermis-
sible agreement relating to the payment
of a tax is taken into account whether or
not it is reasonably expected 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 improve property, agree-
ments that impose reasonable conditions
on the use of the grant do not cause a
tax on that property to fail to be a
generally applicable tax. If an agreement
by a taxpayer causes the tax imposed on
that taxpayer not to be treated as a
generally 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.
(ii) Impermissible agreements.The

following are examples of agreements
that cause a tax to fail to have a
generally applicable manner of determi-
nation 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; 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 determi-
nation 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 following
the improvement; an agreement to in-
sure 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 governmental pur-
pose. For example, an agreement to
abate taxes to encourage a property
owner to rehabilitate property in a dis-
tressed area is a permissible agreement.
(5) Payments in lieu of taxes.A tax

equivalency payment and any other pay-
ment in lieu of a tax is treated as a
generally applicable tax if—
(i) The payment is commensurate

with and not greater than the amounts
imposed by a statute for a tax of general
application; and
(ii) The payment is designated for a

public purpose and is not a special
charge (as described in paragraph (e)(3)
of this section). For example, a payment
in lieu of taxes made in consideration
for the use of property financed with
tax-exempt bonds is treated as a special
charge.
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(f) Certain waste remediation
bonds—(1) Scope. This paragraph (f)
applies to bonds issued to finance haz-
ardous waste clean-up activities on pri-
vately owned land (hazardous waste
remediation bonds).
(2) Persons that are not private us-

ers. Payments from nongovernmental
persons who are not (other than coinci-
dentally) either users of the site being
remediated 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 statute that
regulates or restrains activities on an
industry-wide basis of persons who are
engaged in generating or handling haz-
ardous waste, or in refining, producing,
or transporting petroleum, provided that
those payments do not represent, in
substance, payment for the use of pro-
ceeds. For this purpose, a state or local
statute that imposes payments that have
substantially the same character as those
described in Chapter 38 of the Code are
treated as generally applicable taxes.
(3) Persons that are private users.If

payments from nongovernmental per-
sons who are either users of the site
being remediated or persons potentially
responsible for disposing of hazardous
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 payments are not
taken into account as private payments.
This paragraph (f)(3) applies only if at
the time the bonds are issued the pay-
ments from those nongovernmental per-
sons are not material to the security for
the bonds. For this purpose, payments
are not material 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 designed
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 nongovern-
mental 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 remedia-
tion other than those financed with the
bonds that may be financed with the
payments.
(g) Examples. The following ex-

amples illustrate the application of this
section:
Example 1.Aggregation of payments. State B

issues bonds with proceeds of $10 million. B uses
$9.7 million of the proceeds to construct a 10-
story office building. B uses the remaining
$300,000 of proceeds to make a loan to Corpora-
tion Y. In addition, Corporation 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 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

political subdivision of a state, will issue several
series of bonds from time to time and will use the
proceeds to rehabilitate urban areas. Under all of
the facts and circumstances, the private business
use test will be met with respect to each issue that
will be used for the rehabilitation and construction
of buildings that will be leased or sold to nongov-
ernmental 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 outstand-
ing. 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 bond-
holders. There is, however, an unconditional obli-
gation by J to pay the principal of, and the interest
on, each issue. Although not directly pledged
under the terms of the bond documents, the leases
and sales are underlying arrangements. The pay-
ments relating to these leases and sales are taken
into account as private payments to determine
whether each issue of bonds meets the private
security or payment test.
Example 3. Computation of payment in variable

yield issues.(i) City M issues general obligation
bonds with proceeds of $10 million to finance a
5-story office building. The bonds bear interest at
a variable rate that is recomputed monthly accord-
ing 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 nongovernmen-
tal person, for the term of the bonds. Under all of
the facts and circumstances, T is treated as using

more than 10 percent of the proceeds. Using the 6
percent 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 significantly, 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 because M reasonably ex-
pected on the issue date that the bonds would not
meet the private security or payment test and
because M did not take any subsequent deliberate
action to meet the private security or payment test.
(ii) The facts are the same asExample 3(i),

except that 5 years after the issue date M leases a
second floor to Corporation S, a nongovernmental
person, under a long-term lease. Because M has
taken a deliberate action, 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 percent yield as the
discount rate, as a percentage 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 payments is
greater than 10 percent of the present value of
debt service.
Example 4. Payments not in respect of financed

property. In order to further public safety, City Y
issues tax assessment bonds the proceeds of which
are used to move existing electric utility lines
underground. Although the utility lines are owned
by a nongovernmental 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 respect 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 nongovern-
mental 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
required payments to D and the payment of
operation and maintenance expenses) to pay the
debt service on the bonds. The bonds meet the
private security or payment test because the rev-
enues 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 not determined
annually.City Q issues bonds with a term of 15
years and uses the proceeds to 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 Corporation 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
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the annual 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 entire 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 redevelopment fund.
Within 60 days of the date of purchase, Z declared
its intent to sell the property pursuant to a
redevelopment plan and to use that amount to
reimburse its redevelopment 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 redevelopment
fund. The property that M uses is financed both
with the proceeds of the bonds and Z’s redevelop-
ment fund. The payments by M are properly
allocable to the costs of property financed with the
amounts in Z’s redevelopment fund. See para-
graphs (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-year
lease with Corporation M for the building provid-
ing for annual payments of $1 million 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
payment is allocated to the issue and is taken into
account under the private payment test because
each lease payment is properly allocated 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.
Example 9. Security not provided by users of

proceeds not 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 interest. More than 10 percent of
the building is used for private business use. None
of the proceeds of the obligations are used with
respect to the building. W uses the proceeds of the
obligations to make a grant to Corporation Y for
the construction of a factory that Y will own. Y
makes no payments to W, directly 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
certificates 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 obligations are
secured by an interest in property used for a
private business use. However, because the prop-
erty 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 construct facili-
ties exclusively for its own use. Bonds issued
under the resolution are equally and ratably se-
cured 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 facilities.
L leases 20 percent of the new facilities for the
term of the 1997 bonds to nongovernmental
persons who will use the facilities in their trades
or businesses. The present value of the lease
payments from the nongovernmental 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 facili-
ties in its revenue fund. The present value of the
portion 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. Accordingly, 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 facility 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.
Example 11. Generally applicable tax.(i) Au-

thority N issues bonds to finance the construction
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 payments for this private business use.
The security for the bonds will be a ticket tax
imposed on each person purchasing a ticket for an
event at the stadium. The portion of the ticket tax
attributable to tickets purchased by persons attend-
ing 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
generally 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 asExample 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.

§ 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
(directly or indirectly) to make or fi-
nance loans to persons other than gov-

ernmental persons. Section 1.141–2(d)
applies in determining whether the pri-
vate loan financing test is met. In deter-
mining 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 determin-

ing whether the private loan financing
test is met, the amount actually loaned
to a nongovernmental person is not
discounted to reflect the present value of
the loan repayments.
(c) Definition of private loan—(1) In

general. Any transaction that is gener-
ally characterized as a loan for federal
income tax purposes is a loan for pur-
poses of this section. In addition, a loan
may arise from the direct lending of
bond proceeds or may arise from trans-
actions in which indirect benefits that
are the economic equivalent of a loan
are conveyed. Thus, the determination
of whether a loan is made depends on
the substance of a transaction rather
than its form. For example, a lease or
other contractual arrangement (for ex-
ample, a management contract or an
output contract) may in substance con-
stitute a loan if the arrangement trans-
fers tax ownership of the facility to a
nongovernmental person. Similarly, an
output contract or a management con-
tract with respect to a financed facility
generally is not treated as a loan of
proceeds unless the agreement in sub-
stance shifts significant burdens and
benefits of ownership to the nongovern-
mental purchaser or manager of the
facility.
(2) Application only to purpose in-

vestments—(i) In general. A loan may
be either a purpose investment or a
nonpurpose investment. A loan that is a
nonpurpose 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 replace-
ment fund, as part of a refunding es-
crow, or as part of a minor portion (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 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
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seller. A prepayment is not treated as a
loan for purposes of the private loan
financing test if—
(A) The prepayment is made for a

substantial business purpose other than
providing a benefit of tax-exempt fi-
nancing to the seller and the issuer has
no commercially reasonable alternative
to the prepayment; or
(B) Prepayments on substantially the

same terms are made by a substantial
percentage of persons who are similarly
situated to the issuer but who are not
beneficiaries of tax-exempt financing.
(3) Grants—(i) In general.A grant of

proceeds is not a loan. Whether a trans-
action may be treated as a grant or a
loan depends on all of the facts and
circumstances.
(ii) 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, unless the
grantee makes any impermissible agree-
ments relating to the payment that re-
sults in the taxes imposed on that tax-
payer not to be treated as generally
applicable taxes under § 1.141–4(e).
(B) Amount of loan. If a grant is

treated as a loan under this paragraph
(c)(3), the entire grant is treated as a
loan unless the impermissible agreement
is limited to a specific portion of the
tax. For this purpose, an arrangement
with 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 per-
sons that are either users of the site
being remediated or persons potentially
responsible 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
secure the payment of principal of, or
interest on, the bonds (directly or indi-
rectly), under the terms of the bonds and
those payments are not taken into ac-
count under the private payment test
pursuant to § 1.141–4(f)(3).
(d) Tax assessment loan exception—

(1) General rule.For purposes of this
section, a tax assessment loan that satis-
fies the requirements of this paragraph
(d) is not a loan for purposes of the
private 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 gen-
eral application for an essential govern-
mental function that satisfies each of the
requirements of paragraphs (d)(3)
through (5) of this section.
(3) Mandatory tax or other assess-

ment.The tax or assessment must be an
enforced contribution that is imposed
and collected for the purpose of raising
revenue to be used for a specific pur-
pose (that is, to defray the capital cost
of an improvement). Taxes and assess-
ments do not include fees for services.
The tax or assessment must be imposed
pursuant to a state law of general appli-
cation that can be applied equally to
natural 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

function—(i) In general. A mandatory
tax or assessment that gives rise to a tax
assessment loan must be imposed for
one or more specific, essential govern-
mental functions.
(ii) Essential governmental functions.

For purposes of paragraph (d) of this
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; elec-
tric, telephone, and cable television sys-
tems; sewage treatment and disposal
systems; and municipal water facilities)
serve essential governmental functions.
For other types of facilities, the extent
to which the service provided by the
facility is customarily performed (and
financed with governmental bonds) by
governments with general taxing powers
is a primary factor in determining
whether the facility serves an essential
governmental function. For example,
parks that are owned by a governmental
person and that are available for use by
the general public serve an essential
governmental function. Except as other-
wise provided in this paragraph
(d)(4)(ii), commercial or industrial fa-
cilities 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 function.
(5) Equal basis requirement—(i) In

general. Owners of both business and
nonbusiness property benefiting from
the financed improvements must be eli-

gible, or required, to make deferred
payments of the tax or assessment giv-
ing 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 assess-
ment 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 period of years
while others must pay the entire tax or
assessment immediately or if only cer-
tain property owners are required to
prepay the tax or assessment 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 pro-
ceeds violates the equal basis require-
ment if it is reasonable to expect on the
date the guarantee is entered into that
payments will be made under the guar-
antee.
(6) Coordination with private busi-

ness tests.See §§ 1.141–3 and 1.141–4
for rules for determining whether tax
assessment loans cause the bonds fi-
nancing those loans to be private activ-
ity bonds under the private business use
and the private security or payment
tests.
(e) Examples. The following ex-

amples illustrate the application of this
section:
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 acquire 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 financing
and transfers title to B for a nominal amount. The
conveyance is made on condition that B rehabili-
tate the property and reconvey it upon completion,
with Z retaining the right to force reconveyance if
these conditions 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 downward to reflect any
cost-underruns. For purposes 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 nongov-
ernmental 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 environmental clean-up costs of that
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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 environmental clean-up on the property
within the district. The bonds meet the private
loan financing test because more than 5 percent of
the proceeds of the issue are loaned to nongovern-
mental persons. The issue does not meet the tax
assessment loan exception because the improve-
ments to property owned by a nongovernmental
person are not an essential governmental function
under section 141(c)(2). The issue also meets the
private business tests of section 141(b).

§ 1.141–6 Allocation and accounting
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 allo-
cating proceeds to expenditures. Thus,
allocations 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 prop-

erty. [Reserved]
(c) Special rules for mixed use facili-

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

areas.[Reserved]
(e) Allocation of proceeds to bonds.

[Reserved]
(f) Treatment of partnerships.[Re-

served]
(g) Examples.[Reserved]

§ 1.141–7 Special rules for output con-
tracts.

[Reserved]

§ 1.141–8 $15 million limitation for
output facilities.

[Reserved]

§ 1.141–9 Unrelated or disproportion-
ate use test.

(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 attributable
to unrelated or disproportionate 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 account only use that is
not related to any government use of
proceeds of the issue (unrelated use) and
use that is related but disproportionate

to any government use of those pro-
ceeds (disproportionate use).
(2) Application of unrelated or dis-

proportionate use test—(i) Order of ap-
plication. The unrelated or dispropor-
tionate use test is applied by first
determining whether a private business
use is related to a government use.
Next, private business use that relates to
a government use is examined to deter-
mine whether it is disproportionate to
that government use.
(ii) 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 unre-
lated 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 unrelated use
nor disproportionate use.
(iii) Deliberate actions.A deliberate

action that occurs after the issue date
does not result in unrelated or dispro-
portionate use if the issue meets the
conditions of § 1.141–12(a).
(b) Unrelated use—(1) In general.

Whether a private business use is related
to a government use financed with the
proceeds of an issue is determined on a
case-by-case basis, emphasizing the op-
erational relationship between the gov-
ernment use and the private business
use. In general, a facility that is used for
a related private business use must be
located within, or adjacent to, the gov-
ernmentally used facility.
(2) Use for the same purpose as

government use.Use of a facility by a
nongovernmental person for the same
purpose as use by a governmental per-
son 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 business
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 governmentally
owned hospital does not ordinarily result
in unrelated use solely because the phar-
macy also serves individuals not using
the hospital. In addition, use of parking
spaces in a garage by a nongovernmen-
tal person is not treated as unrelated use
if more than an insignificant portion of
the parking spaces are used for a gov-
ernment use (or a private business use
that is related 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) Defini-

tion of disproportionate use.A private
business use is disproportionate to a
related 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 related
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 disproportionate 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 aggregated to
apply the disproportionate use test.
(3) Allocation rule. If a private busi-

ness use relates to more than a single
use of the proceeds of the issue (for
example, 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 mea-
surement period. Thus, no unrelated use
or disproportionate use arises solely be-
cause a facility initially has excess ca-
pacity that is to be used by a nongov-
ernmental 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 ex-

amples illustrate the application of this
section:
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 administrative 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 million. Thus,
the issue meets the private business tests.
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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 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 secured, in part, by the
cafeteria. Y’s use of the $3 million for the
privately operated cafeteria does not meet the
unrelated or disproportionate use test because
these expenditures are neither unrelated use nor
disproportionate use.
Example 3. Unrelated garage.City Y issues

bonds with proceeds of $50 million for construc-
tion 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 court-
house. The bonds are secured, 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
business 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); renovation 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 garage is related to the
use of the office building but not to the use of the
hospital. The private business use of the garage
results in $1 million of disproportionate use be-
cause the proceeds used for the garage ($2
million) exceed the proceeds used for the related
government use ($1 million). The bonds are not
private activity bonds, however, because the dis-
proportionate use does not exceed 5 percent 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 operated 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
incinerator 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 temporary 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 proceeds used for the
garage is allocable to the government use of
proceeds at the incinerator. The remaining 25
percent of the proceeds used for the garage ($1.5
million) relates 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 excess is disproportionate
use (but not unrelated use). Thus, the aggregate
amount of unrelated use and disproportionate use

financed 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 allocation, the garage is not
disproportionate use. In either event, section
141(b)(3) limits the aggregate unrelated use and
disproportionate use to $4 million. Therefore, the
bonds are not private activity bonds under this
section.

§ 1.141–10 Coordination with volume
cap.

[Reserved]

§ 1.141–11 Acquisition of nongovern-
mental output property.

[Reserved]

§ 1.141–12 Remedial actions.

(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 treated
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 paragraphs
(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 purpose, 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 financ-
ing test to be met, the term of the bonds
for this purpose may be determined by
taking into account a redemption provi-
sion if the provisions of § 1.141–
2(d)(2)(ii)(A) through (C) are met.
(2) Maturity not 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
financed with the proceeds of the issue
as of the issue date.
(3) Fair market value consideration.

Except as provided in paragraph (f) of
this section, the terms of any arrange-
ment that results in satisfaction of either
the private business tests or the private

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 example, fair market
value may be determined in a manner
that takes into account restrictions on
the use of the financed property that
serve a bona fide governmental purpose.
(4) Disposition proceeds treated as

gross proceeds for arbitrage purposes.
The issuer must treat any disposition
proceeds as gross proceeds for purposes
of section 148. For purposes of eligibil-
ity 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
receipt of the disposition proceeds.
(5) 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 deliberate
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 private loan financing test to be met.
A remedial action does not affect appli-
cation of the private security or payment
test.
(2) Effect on bonds that have been

advance refunded.If proceeds of an
issue were used to advance refund an-
other bond, a remedial action taken with
respect to the refunding bond propor-
tionately reduces the amount of pro-
ceeds of the advance refunded bond that
is taken into account under the private
business use test or the private loan
financing test.
(c) Disposition proceeds—(1) Defini-

tion. Disposition proceedsare any
amounts (including property, such as an
agreement to provide services) derived
from the sale, exchange, or other dispo-
sition (disposition) of property (other
than investments) financed with the pro-
ceeds 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
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than the transferred property. If a dispo-
sition is made pursuant to an installment
sale, the proceeds of the issue continue
to be allocated to the transferred prop-
erty. If an issue does not meet the
requirements for remedial action in
paragraph (a) of this section or the
issuer does not take an appropriate re-
medial action, the proceeds of the issue
are allocable to either the transferred
property or the disposition proceeds,
whichever allocation produces the
greater amount of private business use
and private security or payments.
(3) 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 prop-
erty are first allocated to the outstanding
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 disposition proceeds are
not greater than the total principal
amounts of the outstanding bonds that
are allocable to that property. For pur-
poses 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

nonqualified bonds—(1) In general.The
requirements 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 facil-
ity. If the bonds are not redeemed within
90 days of the date of the deliberate
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 dispo-
sition of financed property is exclusively
cash, the requirements of this paragraph
(d) are met if the disposition proceeds
are used to redeem a pro rata portion of
the nonqualified bonds at the earliest
call date after the deliberate action. If
the bonds are not redeemed 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 Com-
missioner of the establishment of the
defeasance escrow within 90 days of the
date the defeasance escrow is estab-
lished.
(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 1/2 years.
(5) Defeasance escrow defined.A

defeasance escrow is an irrevocable es-
crow 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 established
to the earliest call date. The escrow may
not be invested in higher yielding in-
vestments or in any investment 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
section 141 and are used in a manner
that does not cause the issue to meet
either the private business tests or the
private loan financing test, and the is-
suer 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 alterna-
tive use described in paragraph
(e)(1)(iii) of this section, the issuer uses
those remaining disposition proceeds for
a remedial action that meets paragraph
(d) of this section.
(2) Special rule for use by 501(c)(3)

organizations. If the disposition pro-
ceeds are to be used by a 501(c)(3)
organization, the nonqualified bonds
must in addition be treated as reissued
for purposes 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, be-
ginning on the date of the deliberate
action, 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(b).
(f) Alternative use of facility.The

requirements 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 nongov-
ernmental person or used by a 501(c)(3)
organization rather than a governmental
person);
(2) The nonqualified bonds are

treated as reissued, as of the date of the
deliberate action, for purposes of sec-
tions 55 through 59 and 141, 142, 144,
145, 146, 147, 149 and 150, and under
this treatment, the nonqualified bonds
satisfy all the applicable requirements
for qualified bonds throughout the re-
maining term of the nonqualified bonds;
(3) The deliberate action does not

involve 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 disposition
proceeds from an installment sale) re-
sulting 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
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 re-
medial actions, including making a re-
medial payment to the United States,
under which a subsequent action will
not be treated as a deliberate action for
purposes of § 1.141–2.
(i) Effect of remedial action on con-

tinuing compliance.Solely for purposes
of determining whether deliberate ac-
tions that are taken after a remedial
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action cause an issue to meet the private
business tests or the private loan financ-
ing test—
(1) If a remedial action is taken un-

der paragraph (d), (e), or (f) of this
section, the private business use or pri-
vate loans resulting from the deliberate
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) Nonqualified bonds—(1) Amount

of nonqualified bonds.The percentage
of outstanding bonds that are nonquali-
fied bonds equals the highest percentage
of private business use in any 1-year
period commencing with the deliberate
action.
(2) Allocation of nonqualified bonds.

Allocations to nonqualified bonds must
be made on a pro rata basis, except 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 nonqualified
bonds.
(k) Examples. The following ex-

amples illustrate the application of this
section:
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 construction of
a hospital building. The bonds have a weighted
average maturity that does not exceed 120 percent
of the reasonably expected 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 market value of
the building, as verified by an independent ap-
praiser. 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
remedial 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 inExample 1,except
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 redeem 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
action described in paragraph (d) of this section.
Example 3. Sale for less than fair market value.

The facts are the same as inExample 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 ineligible for the remedial actions under
this section. 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 taking

into account governmental restrictions.The facts
are the same as in Example 1, except that the
building was used by C only for hospital purposes
and C determines to sell the building subject to a
restriction that it be used only for hospital pur-
poses. After conducting a public bidding procedure
as required by state law, the best price that C is
able to obtain for the building subject to this
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 paragraph (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 inExample 1,
except that C reasonably expects on the date of
the deliberate action to use the $5 million disposi-
tion proceeds for another governmental purpose
(construction of governmentally 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 pro-
ceeds of all of the outstanding bonds are treated as
used for the construction of the roads, even though
only $5 million of disposition proceeds was actu-
ally used for the roads.
Example 6. Alternative use of financed property.

The facts are the same as inExample 1,except
that C determines to lease the hospital 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 action, 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 pro-
ceeds in connection 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 quali-
fied 501(c)(3) bonds commencing with the date of
the deliberate action.
Example 7. Deliberate action before proceeds

are expended on a governmental purpose.County
J issues bonds with proceeds of $10 million that
can be used only to finance a correctional 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 govern-
ment pursuant to which the 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
government 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 described 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 reasonably expected economic
life of the courthouse. G uses $1 million of the
proceeds for a private business use and more than
10 percent of the debt service on the issue is
secured by private security or payments. G later
sells one-half of the courthouse property to a
nongovernmental person for cash. G immediately
redeems 60 percent of the outstanding bonds. This
percentage of outstanding bonds is based on the
highest private business use of the courthouse in
any 1-year period commencing with the deliberate
action. For purposes of subsequently applying
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 business use) without causing
the issue to meet the private business use test. The
issue, however, 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.

§ 1.141–13 Refunding issues.

[Reserved]

§ 1.141–14 Anti-abuse rules.

(a) Authority of Commissioner to re-
flect 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 persons
(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 substance of the
transaction or series of transactions, in-
cluding—
(1) Treating separate issues as a

single issue for purposes of the private
activity 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 eco-
nomic benefit in a manner different than
as provided in § 1.141–3(g); and
(5) Measuring private payments or

security on a basis that reasonably re-
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flects the economic substance in a man-
ner different than as provided in
§ 1.141–4.
(b) Examples. The following ex-

amples illustrate the application of this
section:
Example 1. Reallocating proceeds to indirect

use. City C issues bonds with proceeds of $20
million for the stated purpose of financing im-
provements 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 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 signifi-
cant benefits of the tax-exempt financing. Al-
though C actually allocates all of the proceeds of
the bonds to the road improvements, the Commis-
sioner may reallocate 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 financing
in a manner that is inconsistent with the purposes
of section 141. The bonds are private 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 reasonably expects that it will be
the sole user of the land. Subsequently, the federal
government 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
condemnation action is not a deliberate action, the
Commissioner may treat the condemnation pro-
ceeds as proceeds of the issue because a principal
purpose of the arrangement is to transfer to M
significant benefits of tax-exempt financing in a
manner inconsistent 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
remaining 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 payments are significantly less than
fair market value, reflecting the interest rate on the
bonds. The present value of these rental payments
(net of operation and maintenance expenses) as of
the issue date, however, is approximately 25
percent of the present value of debt service on the
issue. Under § 1.141–3, 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 nongovernmental person. A principal purpose of
the issue is to transfer to G significant benefits of

tax-exempt financing in a manner inconsistent
with the purposes of section 141. The method of
measuring private business use over the reasonably
expected useful economic life of financed property
is for the administrative 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 another basis that reason-
ably reflects economic benefit, such as in this case
on an annual 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 single

issue.City D enters into a development agreement
with Corporation T to induce T to locate its
headquarters within D’s city limits. 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
increase 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 agreement to guarantee the
payment of tax increment 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 busi-
ness use test, but not the private security or
payment test; the 1998 issue meets the private
security 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 financ-
ing to T for its headquarters. Thus, the 1997 issue
and the 1998 issue may be treated by the Commis-
sioner as a single issue for purposes of applying
the private activity 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 contract to sell 30
percent of the available output 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 issues $30 million of its series A taxable bonds
at taxable interest rates and $70 million 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 average
maturity of 26 years. M’s payments under the take
or pay contract are expressly determined by refer-
ence to 30 percent of M’s total costs (that is, the
sum of the debt service required to be paid on
both the series A and the series B bonds and all
other operating costs). The allocation of all of M’s
private business use to the series A bonds does not
reflect economic substance because the series of
transactions transfers to M significant benefits of
the tax-exempt interest rates paid on the series B
bonds. A principal purpose of the financing ar-
rangement is to transfer to M significant benefits
of the tax-exempt financing. Accordingly, the

Commissioner 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 inExample 5,except that the debt
service component of M’s payments under the take
or pay contract is based exclusively 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
respected because the series of transactions does
not actually transfer benefits of tax-exempt interest
rates to M. Accordingly, the series B bonds are not
private activity bonds. The result would be the
same if M’s payments under the take or pay
contract were based exclusively on fair market
value pricing, 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 weighted average
maturities and E and M had entered 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 inconsis-
tent with the purposes of section 141.

§ 1.141–15 Effective dates.

(a) Scope.The effective dates in this
section apply for purposes of
§§ 1.141–0 through 1.141–14, and
1.145–0 through 1.145–2 (the private
activity bond regulations), and § 1.150–
1(a)(3) and the definition of bond docu-
ments contained in § 1.150–1(b).
(b) Effective dates.Except as other-

wise provided in this section, the private
activity bond regulations, § 1.150–
1(a)(3), and the definition of bond docu-
ments contained in § 1.150–1(b) apply
to bonds issued on or after May 16,
1997, (the effective date) that are sub-
ject to section 1301 of the Tax Reform
Act of 1986.
(c) Refunding bonds.The private ac-

tivity bond regulations, § 1.150–1(a)(3),
and the definition of bond documents
contained in § 1.150–1(b) do not apply
to bonds issued on or after the effective
date to refund a bond to which the
private activity bond regulations do not
apply unless—
(1) The weighted average maturity of

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

the refunded bonds; or
(ii) 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 reasonably ex-
pected economic life of the facilities
financed; or
(2) A principal purpose for the issu-

ance of the refunding bonds is to make
one or more new conduit loans.
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(d) Permissive application of regula-
tions. Except as provided in paragraph
(e) of this section, the private activity
bond regulations, § 1.150–1(a)(3), and
the definition of bond documents con-
tained in § 1.150–1(b) may be applied
in whole, but not in part, to—
(1) Bonds that are outstanding on the

effective date and subject to section
141; or
(2) Refunding bonds issued on or

after the effective date.
(e) Permissive retroactive application

of certain sections.The following sec-
tions may each be applied to any bonds
issued before the effective date:
(1) Section 1.141–3(b)(4);
(2) Section 1.141–3(b)(6); and
(3) Section 1.141–12.

§ 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 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 regula-
tions designated in paragraph (a) of this
section apply to bonds issued on or after
May 16, 1997, (the effective date).
(c) Permissive application.The regu-

lations designated in paragraph (a) of
this section may be applied in whole,
but not in part, to bonds outstanding on
the effective date.
Par. 7. Sections 1.142–0 and 1.142–3

are added and §§ 1.142–1 and 1.142–2
are revised to read as follows:

§ 1.142–0 Table of Contents.This sec-
tion lists the captioned paragraphs con-
tained in §§ 1.142–1 through 1.142–3.

§ 1.142–1 Exempt facility bonds.

(a) Overview.
(b) Scope.
(c) Effective dates.

§ 1.142–2 Remedial actions.

(a) General rule.
(b) Reasonable expectations require-

ment.
(c) Redemption or defeasance.
(1) In general.
(2) Notice of defeasance.
(3) Special limitation.
(4) Special rule for dispositions of

personal property.
(5) Definitions.
(d) When a failure to properly use

proceeds occurs.

(1) Proceeds not spent.
(2) Proceeds spent.
(e) Nonqualified bonds.

§ 1.142–3 Refunding issues.

[Reserved]

§ 1.142–1 Exempt facility bonds.

(a) Overview. Interest on a private
activity 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 facility 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 resi-
dential 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.

§ 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 requirement
of section 142(a) if the issue meets the
condition of paragraph (b) of this sec-
tion 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
percent of the net proceeds of the issue
would be used to provide an exempt
facility and for no other purpose for the
entire term of the bonds (disregarding
any redemption provisions). To meet
this condition the amount of the issue
must have been based on reasonable
estimates 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 nonquali-
fied bonds of the issue are redeemed on

the earliest call date after the date on
which the failure to properly 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 purpose. 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 established
for those bonds within 90 days of that
date.
(2) Notice of defeasance.The issuer

must provide written notice to the Com-
missioner 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 1/2 years.
(4) Special rule for dispositions of

personal property.For dispositions of
personal property exclusively for cash,
the requirements of this paragraph (c)
are met if the issuer expends the dispo-
sition proceeds within 6 months of the
date of the disposition to acquire re-
placement property for the same qualify-
ing purpose of the issue under section
142.
(5) Definitions.For purposes of para-

graph (c)(4) of this section,disposition
proceedsmeans disposition proceeds as
defined in § 1.141–12(c).
(d) When a failure to properly use

proceeds occurs—(1) Proceeds not
spent. For net proceeds that are not
spent, a failure 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 facility 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 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.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
occurs, at least 95 percent of the net
proceeds 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 outstanding
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bonds are nonqualified bonds. The
nonqualified bonds must be determined
on a pro rata allocation basis, except
that an issuer may treat bonds with
longer maturities (determined on a
bond-by-bond basis) as the nonqualified
bonds.

§ 1.142–3 Refunding issues.

[Reserved]
Par. 8. Sections 1.144–0 is added and

§§ 1.144–1 and 1.144–2 are revised to
read as follows:

§ 1.144–0 Table of Contents.This sec-
tion lists the captioned paragraphs con-
tained in §§ 1.144–1 and 1.144–2.

§ 1.144–1 Qualified small issue bonds,
qualified student loan bonds, and quali-
fied redevelopment bonds.

(a) Overview.
(b) Scope.
(c) Effective dates.

§ 1.144–2 Remedial actions.

§ 1.144–1 Qualified small issue bonds,
qualified student loan bonds, and quali-
fied redevelopment bonds.

(a) Overview. Interest on a private
activity 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 depre-
ciable farm property and which meets
other requirements. Under section
141(e)(1)(F) a qualified redevelopment
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.

§ 1.144–2 Remedial actions.The reme-
dial action rules of § 1.142–2 apply to
qualified small issue bonds issued under
section 144(a) and to qualified redevel-
opment bonds issued under section
144(c), for this purpose treating those
bonds as exempt facility bonds and the
qualifying purposes for those bonds as
exempt facilities.

Par. 9. Sections 1.145–0 through
1.145–2 are added to read as follows:

§ 1.145–0 Table of Contents.This sec-
tion lists the captioned paragraphs con-
tained 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 activ-
ity bond regulations.

(a) In general.
(b) Modification of private business

tests.
(c) Exceptions.
(1) Certain provisions relating to gov-

ernmental programs.
(2) Costs of issuance.

§ 1.145–1 Qualified 501(c)(3) bonds.

(a) Overview. Interest on a private
activity 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 qualified bond. Under section 145, a
qualified 501(c)(3) bond is any bond
issued as a part of an issue that satisfies
the requirements 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.

§ 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)
organization takes a deliberate action,
subsequent to the issue date, that causes
the issue to fail to comply with the
requirements of sections 141(e) and 145
(such as an action that results in revoca-
tion 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 private
business use test and the private security
or payment test mean ‘‘5 percent’’ 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 provi-

sions relating to governmental pro-
grams.The following provisions do not
apply to section 145: § 1.141–2(d)(4)
(relating to the special rule for disposi-
tions of personal property in the ordi-
nary course of an established govern-
mental program) 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.
Par. 10. Sections 1.147–0 through

1.147–2 are added to read as follows:

§ 1.147–0 Table of Contents.This sec-
tion lists the captioned paragraphs con-
tained in §§ 1.147–1 and 1.147–2.

§ 1.147–1 Other requirements appli-
cable to certain private activity bonds.

(a) Overview.
(b) Scope.
(c) Effective dates.

§ 1.147–2 Remedial actions.

§ 1.147–1 Other requirements appli-
cable to certain private activity bonds.

(a) Overview. Interest on a private
activity bond is not excludable from
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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 proceeds
to acquire land for environmental pur-
poses (section 147(c)(3)), permit use of
proceeds for certain rehabilitations (sec-
tion 147(d)(2) and (3)), prohibit use of
proceeds to finance skyboxes, airplanes,
gambling establishments and similar fa-
cilities (section 147(e)), and require pub-
lic 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.

§ 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 sub-
ject to the rules under section 147 as
exempt facility bonds and the qualifying
purposes for those bonds as exempt
facilities.
Par. 11. Section 1.148–6 is amended

by adding new paragraphs (a)(3) and
(d)(1)(iii) to read as follows:

§ 1.148–6 General allocation and ac-
counting rules.

(a) * * *
(3) Absence of allocation and ac-

counting methods.If an issuer fails to
maintain books and records sufficient to
establish the accounting method for an
issue and the allocation of the proceeds
of that issue, the rules of this section are
applied using the specific tracing
method. This paragraph (a)(3) applies to
bonds issued on or after May 16, 1997.

* * * * *

(d) * * *
(1) * * *
(iii) Timing. An issuer must account

for the allocation of proceeds to expen-

ditures not later than 18 months after
the later of the date the expenditure is
paid or the date the project, if any, that
is financed by the issue is placed in
service. This allocation must be made in
any event by the date 60 days after the
fifth anniversary of the issue date or the
date 60 days after the retirement of the
issue, if earlier. This paragraph
(d)(1)(iii) applies to bonds issued on or
after May 16, 1997.

* * * * *

Par. 12. Section 1.150–1 is amended
as follows:
1. Paragraph (a)(3) is added.
2. Paragraph (b) is amended by add-

ing a new definition in alphabetical
order.
The additions read as follows:

§ 1.150–1 Definitions.

(a) * * *
(3) Exception to general effective

date. See § 1.141–15 for the effective
date of the definition of bond documents
contained in paragraph (b) of this sec-
tion.

* * * * *

(b) * * *
Bond documentsmeans the bond in-

denture or resolution, transcript of pro-
ceedings, and any related documents.

* * * * *

Par. 13. Section 1.150–4 is added to
read as follows:

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

(a) Scope. This section applies for
purposes of the rules for change of use
of facilities financed with private activ-
ity bonds under sections 150(b)(3) (re-
lating to qualified 501(c)(3) bonds),
150(b)(4) (relating to certain exempt
facility bonds and small issue bonds),
150(b)(5) (relating to facilities required
to be owned by governmental units or
501(c)(3) organizations), and 150(c).
(b) Effect of remedial actions—(1) In

general. Except as provided in this
section, the change of use provisions of
sections 150(b)(3) through (5), and
150(c) apply even if the issuer takes a
remedial action described in §§ 1.142–
2, 1.144–2, or 1.145–2.
(2) Exceptions—(i) Redemption. If

nonqualified bonds are redeemed within
90 days of a deliberate action under
§ 1.145–2(a) or within 90 days of the
date on which a failure to properly use

proceeds occurs under § 1.142–2 or
§ 1.144–2, sections 150(b)(3) through
(5) do not apply during the period
between that date and the date on which
the nonqualified bonds are redeemed.
(ii) Alternative qualifying use of facil-

ity. If a bond-financed facility is used
for an alternative qualifying use under
§§ 1.145–2 and 1.141–12(f), sections
150(b)(3) and (5) do not apply because
of the alternative use.
(iii) Alternative use of disposition

proceeds. If disposition proceeds are
used for a qualifying purpose under
§§ 1.145–2 and 1.141–12(e), 1.142–
2(c)(4), or 1.144–2, sections 150(b)(3)
through (5) do not apply because of the
deliberate action that gave rise to the
disposition proceeds after the date on
which all of the disposition proceeds
have been expended on the qualifying
purpose. If all of the disposition pro-
ceeds are so expended within 90 days of
the date of the deliberate action, how-
ever, sections 150(b)(3) through (5) do
not apply because of the deliberate
action.
(c) Allocation rules—(1) In general.

If a change in use of a portion of the
property financed with an issue of quali-
fied private activity bonds causes sec-
tion 150(b)(3), (b)(4), or (b)(5) to apply
to an issue, the bonds of the issue
allocable to that portion under section
150(c)(3) are the same as the nonquali-
fied bonds determined for purposes of
§§ 1.142–1, 1.144–1, and 1.145–1, ex-
cept that bonds allocable to all common
areas are also allocated to that portion.
(2) Special rule when remedial action

is taken. If an issuer takes a remedial
action with respect to an issue of private
activity bonds under §§ 1.142–2,
1.144–2, or 1.145–2, the bonds of the
issue allocable to a portion of property
are the same as the nonqualified bonds
determined for purposes of those sec-
tions.
(d) Effective dates.For effective dates

of this section, see § 1.141–16.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 14. The authority citation for
part 602 continues to read as follows:
Authority: 26 U.S.C. 7805.
Par. 15. In § 602.101, paragraph (c)

is amended by adding entries in numeri-
cal order to the table to read as follows:
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§ 602.101 OMB Control numbers.
* * * * *

(c) * * *

CFR part or section
where identified and
described

Current OMB
control No.

* * * * *
1.141–1 1545–1451
1.141–12 1545–1451
1.142–2 1545–1451

* * * * *
1.148–6 1545–1451

* * * * *

Margaret Milner Richardson,
Commissioner of Internal Revenue.

Approved December 30, 1996.

Donald C. Lubick,
Acting Assistant Secretary of the

Treasury.

(Filed by the Office of the Federal Register on
January 10, 1997, 8:45 a.m., and published in the
issue of the Federal Register for January 16, 1997,
62 F.R. 2275.)

Section 338.—Certain Stock
Purchases Treated as Asset
Acquisitions
26 CFR 1.338(b)–2T: Allocation of adjusted
grossed-up basis among target assets (temporary).

T.D. 8711

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Intangibles Under Sections 1060
and 338

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document amends the
temporary regulations under sections
1060 and 338(b) of the Internal Revenue
Code (Code) relating to purchase price
allocations in taxable asset acquisitions
and deemed asset purchases. The
amendments revise the treatment of in-
tangible assets in such acquisitions to
take into account the enactment of sec-
tion 197 by the Omnibus Budget Recon-
ciliation Act of 1993. This document
also makes conforming amendments to
the final regulations under section 338.
The regulations provide guidance re-
garding taxable asset acquisitions and
deemed asset purchases resulting from

elections under section 338. The text of
the temporary regulations herein also
serves as the text of REG–252665–96.

EFFECTIVE DATE: These regulations
are effective February 14, 1997.
For dates of applicability, see

§§ 1.338(b)–2T(c)(4) and 1.1060–
1T(a)(2)(ii).

FOR FURTHER INFORMATION CON-
TACT: Brendan P. O’Hara, Office of
Assistant Chief Counsel (Corporate),
(202) 622–7530 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

These regulations amend the current
temporary regulations under sections
1060 (§ 1.1060–1T) and 338(b)
(§§ 1.338(b)–2T and 1.338(b)–3T) (the
current regulations) with respect to the
treatment of acquired intangible assets.
They also amend related examples in
the final regulations under section 338.
Section 1060 provides for the allocation
of purchase price among the assets of a
trade or business under regulations. Sec-
tion 338(b) provides for a similar alloca-
tion, also under regulations, for a
deemed purchase of assets under section
338. The current regulations employ a
residual method of allocation. The legis-
lative history of section 1060, adopted
in 1986, noted with approval the use of
the residual method under the section
338(b) regulations and required that the
same method be used pursuant to regu-
lations to be prescribed under section
1060. S. Rep. No. 99–313, 99th Cong.,
2d Sess. 253, 254 (1986); 1986–3 C.B.
Vol. 3, 253–54.
The current regulations place each

acquired asset into one of four asset
classes. The purchase price is allocated
among the classes in priority order. No
asset in any class except for the last
class is allocated more than its fair
market value. If the aggregate purchase
price allocable to a particular class is
less than the aggregate fair market value
of the assets within the class, each asset
is allocated an amount in proportion to
its fair market value and nothing is
allocated to any junior class.
The four classes under the current

regulations are as follows:
Class I—Cash and cash equivalents;
Class II—Certificates of deposit, U.S.
government securities, readily market-
able stock or securities, and foreign
currency;

Class III—All assets not in Class I, II,
or IV; and
Class IV—Intangible assets in the nature
of goodwill and going concern value.
Section 197 was enacted as part of

the Omnibus Budget Reconciliation Act
of 1993, Public Law 103–66, 107 Stat.
312 (1993) (the 1993 Act). Prior to the
1993 Act, acquired goodwill and going
concern value were not amortizable, but
other acquired intangible assets were
amortizable if they could be separately
identified and their useful lives deter-
mined with reasonable accuracy. Section
197 responded to policy and administra-
tive concerns regarding the treatment of
acquired intangibles by providing simi-
lar treatment for goodwill, going con-
cern value, and certain other intangible
assets acquired in a taxable acquisition
and held in connection with a trade or
business. The 1993 Act allows taxpayers
to amortize certain acquired intangible
assets (amortizable section 197 intan-
gibles) over 15 years, subject to certain
exceptions.
The report of the House Committee

on Ways and Means accompanying the
1993 Act states that:
It is expected that the present [regula-
tions under sections 338 and 1060] will
be amended to reflect the fact that
[section 197] allows an amortization
deduction with respect to intangible as-
sets in the nature of goodwill and going
concern value. It is anticipated that the
residual method specified in the regula-
tions will be modified to treat all amor-
tizable section 197 intangibles as Class
IV assets and that this modification will
apply to any acquisition of property to
which [section 197] applies.

H.R. Rep. 111, 103d Cong., 1st Sess.
760, 776 (May 23, 1993), 1993–3 C.B.
336, 352.

The current regulations have not yet
been amended in accordance with the
legislative history of section 197. These
new temporary regulations accomplish
that change, with slight modifications,
as discussed below.

Explanation of Provisions

The temporary and final regulations
are amended to conform to the legisla-
tive history of the 1993 Act by placing
all amortizable section 197 intangibles
other than goodwill and going concern
value in Class IV.
However, the new regulations also

include nonamortizable section 197 in-
tangibles in Class IV. Some section 197
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intangibles are amortizable by the buyer
though they were not amortizable by the
seller. Other section 197 intangibles may
not be amortizable because of the appli-
cation of the anti-churning rules of
section 197(f)(9). Although sections
338(b) and 1060 do not require confor-
mity between the buyer and seller on
purchase price allocations, they reflect
strong policies encouraging conformity,
including mandatory application of the
rule of Commissioner v. Danielson, 378
F.2d 771 (3d Cir. 1967),cert. denied,
389 U.S. 858 (1967), in cases where the
parties have agreed to an allocation, and
a reporting system designed to reveal
situations where the parties’ allocations
are inconsistent. These policies favoring
conformity are best served by requiring
both parties to include the same assets
in each class. Moreover, this rule is also
more consistent with section 1060(b) as
amended by the 1993 Act. Section
1060(b)(1) requires the parties to report,
under regulations, ‘‘the amount of con-
sideration received for the assets which
is allocable to section 197 intangibles.’’
The term section 197 intangiblesis
more inclusive than amortizable section
197 intangibles. The goals of consis-
tency, simplification, and administrabil-
ity will be better achieved with respect
to allocations to section 197 intangibles
if all such assets are removed from
Class III and isolated in a junior class
(or classes). Accordingly, these regula-
tions classify all section 197 intangibles
(other than goodwill and going concern
value) as Class IV assets.
To reconcile the original intention of

Congress in requiring the residual
method of allocation for goodwill and
going concern value with the legislative
history of the 1993 Act, these regula-
tions provide that goodwill and going
concern value will be assigned to a true
residual class, Class V. This method is
consistent with the policies of section
197 (which regards many intangible as-
sets as the functional equivalent of
goodwill and going concern value and
thus treats them uniformly) as well as
the original intention of the Tax Reform
Act of 1986, Public Law 99–514, 100
Stat. 2085 (1986) (that goodwill and
going concern value not be valued sepa-
rately for purchase price allocation pur-
poses). Allocating goodwill and going
concern value to Class V avoids the
need for determining the value of good-
will and going concern value through a
non-residual method. Although this ap-
proach places some section 197 intan-
gibles in Class V instead of Class IV, it

carries out the expectation set forth in
the legislative history of the 1993 Act
by making section 197 intangibles junior
to all other assets in the allocation
scheme. The practical significance of
placing goodwill and going concern
value in Class V is generally limited to
circumstances in which fewer than all of
the amortizable section 197 intangibles
acquired in a single transaction are
subsequently disposed of at a gain.
Those situations, in any case, require
some method of allocation among the
intangibles.

Effective Date

These regulations are effective for
applicable asset acquisitions, as defined
in section 1060(c), completed on or after
February 14, 1997, and for acquisition
dates, as defined in section 338(h)(2),
on or after February 14, 1997.
As described above, the current regu-

lations have been in conflict with the
1993 Act legislative history concerning
the classification of amortizable section
197 intangibles other than goodwill and
going concern value since August 10,
1993, generally (the date of enactment
of section 197), and, in some cases,
since 1991.
The legislative history to the 1993

Act clearly contemplates that changes to
the classification system would be made
by amended regulations. In the absence
of such amendments, the only system
available under regulations was the four-
class system established before the en-
actment of section 197. Further, the IRS
revised Form 8594, Asset Acquisition
Statement under Section 1060, in Janu-
ary of 1996 in a manner consistent with
the legislative history, i.e., by placing all
amortizable section 197 intangibles in
Class IV. For acquisition dates before
February 14, 1997, if section 197 ap-
plies to any asset acquired or deemed
acquired, the taxpayer (and all related
parties) may consistently (in all transac-
tions in which AGUB, ADSP, MADSP,
or consideration must be allocated under
section 338 or 1060)—
(i) apply these new rules in full as

written;
(ii) apply the current temporary regu-

lations as written; or
(iii) apply the current temporary

regulations as written, but treat all amor-
tizable section 197 intangibles as Class
IV assets.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations, and,
because the regulations do not impose a
collection of information on small enti-
ties, the Regulatory Flexibility Act (5
U.S.C. chapter 6) does not apply. Pursu-
ant to section 7805(f) of the Code, these
regulations will be submitted to the
Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on their impact on small business.

Drafting Information

The principal author of these regula-
tions is Brendan P. O’Hara, Office of
the Assistant Chief Counsel (Corporate),
IRS. However, other personnel from the
IRS and Treasury Department partici-
pated in their development.

* * * * *

Adoption of Amendments to the Regula-
tions

Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as
follows:
Authority: 26 U.S.C. 7805 * * *
Par. 2. In § 1.338–0, entries for

§ 1.338(b)–2T(b)(2)(v) and § 1.338(b)–
2T(c)(4) are added to read as follows:

§ 1.338–0 Outline of topics.

* * * * *

§ 1.338(b)–2T Allocation of adjusted
grossed-up basis among target assets
(temporary).

* * * * *
(b) * * *
(2) * * *
(v) Class V assets.
(c) * * *
(4) Effective dates.

* * * * *
Par. 3. Section 1.338–3 is amended

by:
1. Revising paragraph (b)(4).
2. Revising paragraph (d)(8)(ii)Ex-

ample 1, paragraph (e);Example 2,
paragraphs (a), (b), and (d);Example 3,
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paragraph (d); andExample 4, para-
graphs (d) and (f). The revisions read as
follows:

§ 1.338–3 Deemed sale and aggregate
deemed sale price.

* * * * *
(b) * * *
(4) Classes of assets.The classes of

assets are defined in § 1.338(b)–2T(b).
* * * * *

(d) * * *
(8) * * *
(ii) * * *
Example 1. * * *
(e) The facts are the same as in paragraph (a) of

this Example 1, except that T also has goodwill (a
Class V asset) with an appraised value of $10,000.
The results are the same as in paragraphs (b) and
(c) of thisExample 1. Because the ADSP does not
exceed the fair market value of the Class III asset,
no amount is allocated to the Class V assets
(assets in the nature of goodwill and going
concern value).
Example 2. * * *
(a) P purchases all of the T stock for $140,000.

On July 1 of Year 1, T has liabilities (not
including the tax liability for deemed sale gain of
its assets) of $50,000, cash (a Class I asset) of
$10,000, readily marketable securities (a Class II
asset) with a basis of $4,000 and a fair market
value of $10,000, goodwill (a Class V asset) with
a basis of $3,000, and the following Class III
assets:

Asset Basis FMV Ratio

1. Land . . . . . . . . . . . . $ 5,000 $ 35,000 .14
Inventory . . . . . . . . . 10,000 50,000 .20
Equipment A
(recomputed basis
$80,000) . . . . . . . . .

5,000 90,000 .36

4. Equipment B
(recomputed basis
$20,000) . . . . . . . . .

10,000 75,000 .30

Totals. . . . . . . . . . . . $30,000 $250,000 1.00

(b) The ADSP exceeds $20,000. Thus, $10,000
of the ADSP is allocated to the cash and $10,000
to the marketable securities. Except as provided in
section 7701(g), the amount allocated to an asset
(other than a Class V asset) cannot exceed its fair
market value. See § 1.338(b)–2T(c)(1) (relating to
fair market value limitation).

* * * * *
(d) Because, under the preliminary calculations

of the ADSP, the amount to be allocated to the
Class I, II, III, and IV assets does not exceed their
aggregate fair market value, no ADSP amount is
allocated to goodwill. Accordingly, the deemed
sale of the goodwill results in a capital loss of
$3,000. The portion of the ADSP allocable to the
Class III assets is finally determined by taking into
account this loss as follows:

ADSPIII = (G 2 (I + II)) + L + TR × [(II 2 BII) +
(ADSPIII 2 BIII ) + (ADSPV 2 BV)]

ADSPIII = ($140,0002 ($10,000 + $10,000)) +
$50,000 + .34 × [($10,0002 $4,000) + (ADSPIII
2 $30,000) + ($02 $3,000)]

ADSPIII = $160,820 + .34ADSPIII
.66ADSPIII = $160,820

ADSPIII = $243,666.67

* * * * *
Example 3. * * *

(d)(1) Based on the preliminary allocation, the
ADSP is determined as follows: (In the formula,
the amount allocated to the Class I assets is
referred to asI, the amount allocated to the Class
II assets asII , and the amount allocated to the
Class III assets asIII .)

ADSP = G + L + TR × [(II 2 BII) + (III 2 BIII ) +
(ADSP2 (I + II + III + B V))]

ADSP = $150,000 + $50,000 + .34 × [($10,0002
$4,000) + ($250,0002 $30,000) + (ADSP2
($10,000 + $10,000 + $250,000 + $3,000))]

ADSP = $200,000 + .34ADSP2 $15,980

.66ADSP = $184,020

ADSP = $278,818.18

(2) Because the ADSP as determined exceeds
the aggregate fair market value of the Class I, II,
III, and IV assets, the $250,000 amount prelimi-
narily allocated to the Class III assets is appropri-
ate. Thus, the amount of the ADSP allocated to
Class III assets equals their aggregate fair market
value ($250,000), and the allocated ADSP amount
for each Class III asset is its fair market value.
Further, because there are no Class IV assets, the
allocable ADSP amount for the Class V asset
(goodwill) is $8,818.18 (the excess of the ADSP
over the aggregate ADSP amounts for the Class I,
II, and III assets).
Example 4. * * *
(d) Because the portion of the preliminary

ADSP allocable to Class III assets ($243,666.67)
does not exceed their fair market value
($250,000), no amount is allocated to Class V
assets for T. Further, this amount ($243,666.67) is
allocated among T’s Class III assets in proportion
to their fair market values. See paragraph (e) of
Example 2. Tentatively, $48,733.34 of this amount
is allocated to the T1 stock.

* * * * *
(f) The facts are the same as in paragraph (a) of

this Example 4, except that the T1 inventory has a
$12,500 basis and a $62,500 value, the T1 stock
has a $62,500 value, and T owns 80% of the T1
stock. In preliminarily calculating ADSPIII , the T1
stock can be disregarded but, because T owns only
80% of the T1 stock, only 80% of T1 asset basis
and value should be taken into account in calculat-
ing T’s ADSP. By taking into account 80% of
these amounts, the remaining calculations and
results are the same as in paragraphs (b), (c), (d),
and (e) of this Example 4, except that the
grossed-up basis in T’s recently purchased T1
stock is $44,455.00 ($35,564.00/0.8).
Par. 4. Section 1.338(b)–2T is

amended by:
1. Revising paragraphs (b)(2), (c)(1),

and (c)(3)(iii).
2. Adding paragraph (c)(4).
3. Revising paragraph (d)Example 1,

paragraphs (vi) and (x) through (xiii).
4. Revising paragraph (d)Example 2,

paragraphs (vi) through (viii).
The revisions and addition read as fol-
lows:

§ 1.338(b)–2T Allocation of adjusted
grossed-up basis among target assets
(temporary).

* * * * *
(b) * * *
(2) Other assets—(i) In general.

Subject to the limitations and other

special rules of paragraph (c) of this
section, adjusted grossed-up basis (as
reduced by Class I assets) is allocated
among Class II assets of target held at
the beginning of the day after the acqui-
sition date in proportion to their fair
market values at such time, then among
Class III assets so held in such propor-
tion, then among Class IV assets so held
in such proportion, and finally to Class
V assets.
(ii) Class II assets. Class II assets are

certificates of deposit, U.S. Government
securities, readily marketable stock or
securities (within the meaning of
§ 1.351–1(c)(3)), foreign currency, and
other items designated in the Internal
Revenue Bulletin by the Internal Rev-
enue Service.
(iii) Class III assets. Class III assets

are all assets of target other than Class
I, II, IV, and V assets.
(iv) Class IV assets. Class IV assets

are all section 197 intangibles, as de-
fined in section 197, except those in the
nature of goodwill and going concern
value.
(v) Class V assets. Class V assets are

section 197 intangibles in the nature of
goodwill and going concern value.
(c) * * *
(1) Basis not to exceed fair market

value. The amount of adjusted
grossed-up basis allocated to an asset
(other than Class V assets) shall not
exceed the fair market value of that
asset at the beginning of the day after
the acquisition date. For modification of
this fair market value limitation with
respect to certain contingent income
assets, see § 1.338(b)–3T(g).

* * * * *
(3) * * *
(iii) Allocation of adjusted grossed-up

basis. Subject to the limitations in para-
graphs (c)(1) and (2) of this section,
adjusted grossed-up basis (after reduc-
tion by the amount of Class I assets) is
allocated among Class II, III, IV, and V
assets of target held at the beginning of
the day after the acquisition date in
proportion to their fair market values at
such time. For this purpose, the fair
market value of Class V assets is
deemed to be the excess, if any, of the
hypothetical purchase price over the
sum of the amount of the Class I assets
and the fair market values of the Class
II, III, and IV assets.
(4) Effective dates. This section ap-

plies for acquisition dates on or after
February 14, 1997. For acquisition dates
before February 14, 1997, if section 197
does not apply to any asset deemed
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acquired, the provisions of the regula-
tions in effect before February 14, 1997,
apply (see § 1.338(b)–2T as contained
in 26 CFR part 1 revised April 1, 1996).
For acquisition dates before February
14, 1997, if section 197 applies to any
asset deemed acquired, the taxpayer
(and all related parties) may consistently
(in all transactions in which AGUB,
ADSP, MADSP, or consideration must
be allocated under section 338 or
1060)—
(i) Apply the provisions of this sec-

tion;
(ii) Apply the provisions of this sec-

tion as in effect before February 14,
1997 (see § 1.338(b)–2T as contained in
26 CFR part 1 revised April 1, 1996); or
(iii) Apply the provisions of this sec-

tion as in effect before February 14,
1997 (see § 1.338(b)–2T as contained in
26 CFR part 1 revised April 1, 1996),
but treat all amortizable section 197
intangibles as Class IV assets.
(d) * * *
Example 1. * * *
(vi) T has no Class IV assets. The amount

allocated to T’s Class V assets (assets in the nature
of goodwill and going concern value) is $150, i.e.,
$2,5002 $2,350.

* * * * *
(x) Assume that at the beginning of the day

after the acquisition date, T1’s cash and the fair
market values of its Class III and IV assets are as
follows:

Asset
Class Asset

Fair Market
Value

I Cash. . . . . . . . . . . . . . . . . . . $ 50*
III Equipment . . . . . . . . . . . . . . 200
IV Patent. . . . . . . . . . . . . . . . . . 350

Total . . . . . . . . . . . . . . . . . . $ 600
* Amount
(xi) The amount of AGUB allocable to T1’s

Class III and IV assets is first reduced by the $50
of cash.
(xii) Since the remaining amount of AGUB

($570) is an amount which exceeds the fair market
value of T1’s only Class III asset, the equipment,
the amount allocated to the equipment is its fair
market value ($200). After that, the remaining
amount of AGUB ($370) exceeds the fair market
value of T1’s only Class IV asset, the patent.
Thus, the amount allocated to the patent is its fair
market value ($350).
(xiii) The amount allocated to T1’s Class V

assets (assets in the nature of goodwill and going
concern value) is $20, i.e., $5702 $550.
Example 2. * * *
(vi) The amount of AGUB ($2,700) available to

allocate to T’s assets is reduced by the amount of
cash to $2,500, i.e., $2,7002 $200. This $2,500
balance is then allocated among the Class II, III,
IV, and V assets in proportion to, and not in
excess of, their fair market values (as determined
under § 1.338(b)–2T(c)(3)(iii)).
(vii) Under paragraph (c)(3) of this section, the

fair market value of the Class V assets is deemed
to be $150, i.e., the $3,000 hypothetical purchase
price minus $2,850 (the sum of T’s cash, $200,

and the fair market value of its Class II, III, and
IV assets, $2,650). The allocation is as follows:

Portfolio of marketable securities . . . . . . $ 268*
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 268
Accounts receivable . . . . . . . . . . . . . . . . . 536
Building . . . . . . . . . . . . . . . . . . . . . . . . . . 714
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 178
Investment in T1 . . . . . . . . . . . . . . . . . . . 402
Goodwill and going concern value . . . . . 134

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,500
* All numbers rounded for convenience.
(viii) If the AGUB of T is increased (or de-

creased) as a result of a subsequent adjustment,
the hypothetical purchase price and the deemed
fair market value of the Class V assets shall be
redetermined and the increase (or decrease) in
AGUB shall be allocated among T’s acquisition
date assets pursuant to § 1.338(b)–3T(f). The
increase (or decrease) in AGUB is allocated
pursuant to § 1.338(b)–3T(f) even if the hypo-
thetical purchase price, as redetermined, no longer
exceeds AGUB, as redetermined.
Par. 5. Section 1.338(b)–3T is

amended by:
1. Revising paragraphs (e)(1), (f)(1),

and (f)(2).
2. In paragraph (j), redesignatingEx-

ample (1) through Example (8)as Ex-
ample 1throughExample 8.
3. Revising the following newly des-

ignated examples in paragraph (j):Ex-
ample 1; Example 2; Example 3, para-
graph (i) and paragraphs (v) through
(vii); and Example 6throughExample 8.

The revisions read as follows:

§ 1.338(b)–3T Subsequent adjustments
to adjusted grossed-up basis (tempo-
rary).

* * * * *
(e) * * *
(1) In general. If adjusted grossed-up

basis was allocated in accordance with
the rules of § 1.338(b)–2T(b)(2), a de-
crease in adjusted gross-up basis (as
determined under paragraph (c)(3) of
this section) is allocated in the following
order: first, as a reduction in the bases
of target’s Class V acquisition date
assets, second, as a reduction of the
bases of target’s Class IV acquisition
date assets in proportion to their fair
market values at the beginning of the
day after the acquisition date, third, as a
reduction of the bases of target’s Class
III acquisition date assets in proportion
to their fair market values at the begin-
ning of the day after the acquisition
date, and finally, as a reduction of the
bases of target’s Class II acquisition
date assets in proportion to their fair
market values at the beginning of the
day after the acquisition date. The de-
crease in adjusted grossed-up basis allo-
cated to an asset shall not exceed the
adjusted grossed-up basis of target pre-
viously allocated to that asset. If ad-

justed grossed-up basis was allocated
among target’s assets pursuant to
§ 1.338(b)–2T(c)(3), a decrease in ad-
justed grossed-up basis (as determined
under paragraph (c)(3) of this section) is
accounted for in accordance with the
rules of paragraph (f) of this section.

* * * * *
(f) * * *
(1) Scope. This paragraph (f) applies

if adjusted grossed-up basis was allo-
cated among new target’s Class II, III,
IV, and V assets in accordance with
§ 1.338(b)–2T(c)(3) and an adjustment
event occurs after the close of the new
target’s first taxable year.
(2) Allocation of increases (de-

creases) in adjusted grossed-up basis. If
an adjustment event after the close of
new target’s first taxable year increases
(or decreases) adjusted grossed-up basis,
the following items shall be redeter-
mined, taking into account such adjust-
ment event: the hypothetical purchase
price, the deemed fair market value of
Class V assets, and the adjusted
grossed-up basis allocable to each acqui-
sition date asset under § 1.338(b)–
2T(c)(3) (the redetermined (c)(3)
amount). (The redetermination of the
deemed fair market value of Class V
assets under this paragraph (f)(2) is
made by taking into account the target’s
Class I assets and the fair market values
of its Class II, III, and IV assets at the
beginning of the day after the acquisi-
tion date.) If the redetermined (c)(3)
amount for an acquisition date asset
exceeds the amount of adjusted
grossed-up basis previously allocated to
such asset (taking into account prior
adjustments under this paragraph (f)), an
amount of adjusted grossed-up basis
equal to such excess shall be allocated
to such asset. If the amount of the
adjusted grossed-up basis previously al-
located to an acquisition date asset (tak-
ing into account prior adjustments under
this paragraph (f)) exceeds the redeter-
mined (c)(3) amount for that asset, an
amount equal to such excess shall be
allocated as a reduction in the basis of
such asset. The rules of paragraph (d)(2)
of this section (or paragraph (e)(2) of
this section) apply for the treatment of
amounts allocable under this paragraph
(f) to an acquisition date asset that has
been disposed of, depreciated, amor-
tized, or depleted.

* * * * *
(j) * * *
Example 1. (i)(A) T’s assets other than goodwill

and going concern value, and their fair market
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values at the beginning of the day after the
acquisition date, are as follows:

Asset
Class Asset

Fair Market
Value

III Building . . . . . . . . . . . . . . . $100
III Stock of X (not a target) . . 200

Total . . . . . . . . . . . . . . . . . . $300

(B) T has no liabilities other than a contingent
obligation and T does not use the elective formula
under section 338(h)(11).

(ii)(A) On September 1, 1997, P purchases all
of the outstanding stock of T for $270 and makes
an express election for T. The grossed-up basis of
the T stock and T’s adjusted grossed-up basis
(AGUB) are both $270. The AGUB is ratably
allocated among T’s Class III assets in proportion
to their fair market values as follows:

Asset Basis

Building ($270 x 100/300) . . . . . . $ 90
Stock ($270 x 200/300) . . . . . . . . . 180

Total . . . . . . . . . . . . . . . . . . . . $270

(B) No amount is allocated to the Class V
assets. New T is a calendar year taxpayer. Assume
that the X stock is a capital asset in the hands of
new T.

(iii) On January 1, 1998, new T sells the X
stock and uses the proceeds to purchase inventory.
(iv) On June 30, 1999, the contingent liability

of old T becomes fixed and determinable. The
amount of the liability is $60.
(v) T’s AGUB increases by $60 from $270 to

$330. This $60 increase in AGUB is first allocated
among T’s acquisition date assets in accordance
with the provisions of § 1.338(b)–2T. Since the
redetermined AGUB for T ($330) exceeds the sum
of the fair market values at the beginning of the
day after the acquisition date of the Class III
acquisition date assets ($300), AGUB allocated to
those assets is limited to those fair market values
under § 1.338(b)–2T(c)(1). As there are no Class
IV assets, the remaining AGUB of $30 is allocated
to goodwill and going concern value (Class V
assets). The amount of increase in AGUB allo-
cated to each acquisition date asset is determined
as follows:

Asset
Original
AGUB

Rede-
termined
AGUB

Increase
in

AGUB

Building . . . . . . . . . $ 90 $100 $10
X Stock . . . . . . . . . . 180 200 20
Goodwill and going
concern value . . . 0 30 30

Total . . . . . . . . $270 $330 $60
(vi) Since the X stock was disposed of before

the contingent liability became fixed and determin-
able, no amount of the increase in AGUB attribut-
able to such stock may be allocated to any T asset.
Rather, such amount, $20, is allowed as a capital
loss to T for the taxable year 1999 under the
principles of Arrowsmith v. Commissioner, 344
U.S. 6 (1952). In addition, the $10 increase in
AGUB allocated to the building and the $30
increase in AGUB allocated to the goodwill and
going concern value are treated as basis redetermi-
nations in 1999. See paragraph (d)(2) of this
section.
Example 2. (i) On January 1, 1998, P purchases

all of the outstanding stock of T and makes an
express election for T. T does not use the elective
formula under section 338(h)(11). Assume that the
AGUB of T is $500 and is allocated among T’s
acquisition date assets as follows:

Asset
Class Asset Basis

III Machinery . . . . . . . . . . . . . . . . . $150
III Land . . . . . . . . . . . . . . . . . . . . . 250
V Goodwill and going concern

value . . . . . . . . . . . . . . . . . . . 100

Total . . . . . . . . . . . . . . . . . . . . . $500
(ii) On September 30, 1998, P filed a claim

against the selling shareholders of T in a court of
appropriate jurisdiction alleging fraud in the sale
of the T stock.
(iii) On January 1, 2007, the former sharehold-

ers refund part of the purchase price to P in a
settlement of the lawsuit. This refund results in a
decrease of T’s AGUB of $140.
(iv) Under paragraph (e)(1) of this section, the

decrease in AGUB is allocated among T’s acquisi-
tion date assets. First, because $100 was originally
allocated to the Class V assets, $100 of the
decrease is allocated to those assets. As there were
no Class IV assets acquired, the remaining de-
crease in AGUB ($40) is allocated to the Class III
assets in proportion to their fair market values at
the beginning of the day after the acquisition date.
Thus, $15 is allocated to the machinery ($40 x
150/$400) and $25 to the land ($40 x 250/$400).
(v) Assume that, as a result of deductions under

section 168, the adjusted basis of the machinery
immediately before the decrease in AGUB is zero.
The machinery is treated as if it were disposed of
before the decrease is taken into account. In 2007,
T recognizes income of $15, the character of
which is determined under the principles ofAr-
rowsmith v. Commissioner, 344 U.S. 6 (1952), and
the tax benefit rule. No adjustment to the basis of
T’s assets is made for any tax paid on this
amount. Assume also that, as a result of amortiza-
tion deductions, the adjusted basis of the goodwill
and going concern value immediately before the
decrease in AGUB is $40. A similar adjustment to
income is made in 2007 with respect to the $60 of
previously amortized goodwill and going concern
value.
(vi) In summary, the basis of T’s acquisition

date assets, as of January 1, 2007, is as follows:

Asset Basis

Machinery . . . . . . . . . . . . . . . . . . . . $ 0
Land . . . . . . . . . . . . . . . . . . . . . . . . 225
Goodwill and going concern value 0
Example 3. (i) Assume that the facts are the

same asExample 2of § 1.338(b)–2T(d) except
that the recently purchased stock is acquired for
$1,600 plus additional payments that are contin-
gent upon T’s future earnings. Thus, T’s AGUB,
determined as of the beginning of the day after the
acquisition date (after reduction by T’s cash of
$200), is $2,500 and is allocable among T’s Class
II, III, IV, and V acquisition date assets pursuant
to § 1.338(b)–2T(c)(3)(iii) as follows:

Portfolio of marketable securities . . . . . . $ 268*
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 268
Accounts receivable . . . . . . . . . . . . . . . . . 536
Building . . . . . . . . . . . . . . . . . . . . . . . . . . 714
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 178
Investment in T1 . . . . . . . . . . . . . . . . . . . 402
Goodwill and going concern value . . . . . 134

Total . . . . . . . . . . . . . . . . . . . . . . . . . $2,500
* All numbers rounded for convenience.

* * * * *
(v) Under § 1.338(b)–2T(c)(3) the redetermined

fair market value of Class V assets is deemed to
be $400, i.e., the hypothetical purchase price, as
redetermined, of $3,250 minus $2,850 (the sum of
T’s cash, $200, and the fair market values of its
Class II, III, and IV assets, $2,650).

(vi) The amount of AGUB available to allocate
to T’s Class II, III, IV, and V acquisition date
assets is $2,700 (i.e., redetermined AGUB reduced
by cash). AGUB allocable to each of T’s acquisi-
tion date assets (i.e., the redetermined (c)(3)
amount) is redetermined using the deemed fair
market value of the Class V assets from paragraph
(v) of this Example as follows:

Portfolio of marketable securities . . . . . . $ 266*
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 266
Accounts receivable . . . . . . . . . . . . . . . . . 531
Building . . . . . . . . . . . . . . . . . . . . . . . . . . 708
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 177
Investment in T1 . . . . . . . . . . . . . . . . . . . 398
Goodwill and going concern value . . . . . 354

Total . . . . . . . . . . . . . . . . . . . . . . . . . $2,700
* All numbers rounded for convenience.
(vii) As illustrated by this example, the applica-

tion of paragraph (f) of this section results in a
basis increase for some assets and a basis decrease
for other assets. The amount of increase (or
decrease) in AGUB allocated to each acquisition
date asset is determined as follows:

Asset
Original
AGUB

Rede-
termined
(c)(3)
Amount

Increase
(or De-
crease)
in

AGUB

Portfolio of market-
able securities. . . $ 268 $ 266 $ (2)

Inventory . . . . . . . . . 268 266 (2)
Accounts receivable 536 531 (5)
Building . . . . . . . . . 714 708 (6)
Land . . . . . . . . . . . . 178 177 (1)
Investment in T1 . . 402 398 (4)
Goodwill and going
concern value . . . 134 354 220

Total . . . . . . . . . . . . $2,500 $2,700 $200

* * * * *
Example 6. (i)(A) T has three assets (other than

goodwill and going concern value) whose fair
market values as of the beginning of the day after
the acquisition date are as follows:

Asset
Class Asset

Fair Market
Value

III Building . . . . . . . . . . . . . . . $100
III Equipment . . . . . . . . . . . . . . 50
IV Secret process . . . . . . . . . . . 50

Total . . . . . . . . . . . . . . . . . . $200
(B) The secret process is a section 197 intan-

gible. T has no liabilities. Assume that no election
under section 338(h)(10) or (h)(11) is in effect.
(ii) On January 1, 1998, P purchases all of the

outstanding T stock for $225 plus 50 percent of
the net profits generated by the secret process for
each of the next three years, determinable and
payable on January 1 of each following year. P
and T are calendar year taxpayers.
(iii) As of the beginning of January 2, 1998,

T’s AGUB is $225, allocated as follows:

Asset
Class Asset Basis

III Building . . . . . . . . . . . . . . . . . . $100
III Equipment . . . . . . . . . . . . . . . . . 50
IV Secret process . . . . . . . . . . . . . . 50
V Goodwill and going concern

value . . . . . . . . . . . . . . . . . . . 25

Total . . . . . . . . . . . . . . . . . . . . . $225
(iv) On January 1, 1999, $5 is paid by P for the

T stock by reason of the net profits from the
secret process. The payments are not attributable
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in any respect to any of T’s other acquisition date
assets. As a result, T’s AGUB on January 1, 1999
is increased by $5.
(v) Assume that on January 1, 1999, the fair

market value of the secret process is redetermined
to be $52. (For purposes of this redetermination,
only those circumstances that resulted in the
increase to AGUB are taken into account.)
(vi) On January 1, 1999, only $2 of the $5

increase in AGUB is allocated to the secret
process because the increase in AGUB so allo-
cated cannot increase the basis of the secret
process above its redetermined fair market value
($52). The balance of the increase is allocated to
goodwill and going concern value because the fair
market value limitation of § 1.338(b)–2T(c)(1)
precludes allocating additional AGUB to the Class
III and IV assets.
(vii) The price for which old target is deemed

to have sold the secret process is increased to
reflect the $2 increase allocated to its basis to new
target. See § 1.338–3(d) and paragraph (h)(1) of
this section.
(viii) If the fair market value of the secret

process as of January 1, 1999, is unchanged from
the fair market value as of the beginning of the
day after the acquisition date, then the $5 increase
in AGUB is allocated to T’s goodwill and going
concern value.
Example 7. (i) The facts are the same as in

Example 6except that—
(A) The secret process is valued at $75 as of

the beginning of the day after the acquisition date;
and
(B) P pays $250 for the T stock and the former

T shareholders agree to refund a portion of the
purchase price to P for each of the three years that
the net income from the secret process is less than
$15 per year, determinable and payable on January
1 of the next year.
(ii) Assume that the secret process in the hands

of new T is an amortizable section 197 intangible
and, therefore, on January 1, 1999, new T’s
adjusted basis in the secret process is $70 (i.e.,
$75–$5 of allowable amortization).
(iii) Assume the net income from the process is

less than $15 for 1998, and on January 1, 1999, P
receives a refund that reduces the stock purchase
price by $3.
(iv) Assume that as of January 1, 1999, the fair

market value of the secret process is redetermined
to be $65. (For purposes of this redetermination,
only those circumstances that resulted in the
decrease to AGUB are taken into account.)
(v) As of January 1, 1999, the AGUB of T is

decreased by $3. This decrease is allocated to the
secret process, the basis of which becomes $67
(i.e., $70–$3) and is amortizable over the remain-
ing 14 years.
(vi) The price for which old target is deemed to

have sold the secret process is decreased to reflect
the $3 decrease allocated to its basis to new target.
See § 1.338–3(d) and paragraph (h)(1) of this
section.
Example 8. The facts are the same as in

Example 6 except that the intangible Class IV
asset is a patent instead of a secret process. The
redetermination of the fair market value of the
patent on January 1, 1999, is made without regard
to the decrease in the remaining life of the patent
because that is not a circumstance that resulted in
the increase in AGUB.

Par. 6. Section 1.1060–1T is amended
by:
1. Designating the text of paragraph

(a)(2) following the heading as para-
graph (a)(2)(i), adding a heading to

newly designated paragraph (a)(2)(i),
and adding paragraph (a)(2)(ii).
2. In paragraph (a)(3), revising the

outline of topics entries for (a)(2), (b)(2)
and (h)(3).
3. Revising the seventh sentence of

paragraph (b)(4).
4. Revising paragraphs (d)(2), (e)(1),

and (f)(3)(i).
5. Revising the following examples

in paragraph (g):Example 1; Example 2;
Example 3, paragraphs (i), (viii), and
(xi); andExample 4.
5. Revising paragraph (h)(3).
The additions and revisions read as

follows:

§ 1.1060–1T Special allocation rules for
certain asset acquisitions (temporary).

(a) * * *
(2) Effective date—(i) In general. * *

*
(ii) Allocation of consideration. Para-

graphs (d) and (h)(3) of this section and
conforming amendments to other provi-
sions of this section apply to applicable
asset acquisitions completed on or after
February 14, 1997. For applicable asset
acquisitions completed before February
14, 1997, if section 197 does not apply
to any of the acquired assets, the provi-
sions of the regulations in effect before
February 14, 1997 apply (see § 1.1060–
1T as contained in 26 CFR part 1
revised April 1, 1996). For applicable
asset acquisitions completed before Feb-
ruary 14, 1997, if section 197 applies to
any of the acquired assets, the taxpayer
(and related parties) may consistently (in
all transactions in which AGUB (as
defined in § 1.338(b)–1), ADSP (as de-
fined in § 1.338–3), MADSP (as de-
fined in § 1.338(h)(10)–1), or consider-
ation must be allocated under section
338 or 1060)—
(A) Apply the provisions of this sec-

tion;
(B) Apply the provisions of this sec-

tion as in effect before February 14,
1997 (see § 1.1060–1T as contained in
26 CFR part 1 revised April 1, 1996); or
(C) Apply the provisions of this sec-

tion as in effect before February 14,
1997 (see § 1.1060–1T as contained in
26 CFR part 1 revised April 1, 1996),
but treat all amortizable section 197
intangibles as Class IV assets.
(3) * * *
(a) * * *
(2) Effective date.
(i) In general.
(ii) Allocation of consideration.

* * * * *

(d) * * *
(2) Assets other than Class I assets.
(i) In general.
(ii) Class II assets.
(iii) Class III assets.
(iv) Class IV assets.
(v) Class V assets.

* * * * *
(h) * * *
(3) Interim procedures for Form

8594.
(b) * * *
(4) * * * The money and other

property that are treated as transferred in
exchange for the like-kind property (and
which are excluded from the assets to
which section 1060 applies) are consid-
ered to come from the following assets
in the following order: first from Class I
assets, then from Class II assets, then
from Class III assets, then from Class
IV assets, and then from Class V assets.
* * *

* * * * *
(d) * * *
(2) Assets other than Class I assets—

(i) In general. Subject to the limitations
and other special rules of paragraph (e)
of this section, consideration (as reduced
by the amount of Class I assets) is
allocated among Class II assets trans-
ferred by the seller in proportion to the
fair market values of such Class II
assets on the purchase date, then among
Class III assets transferred by the seller
in proportion to the fair market values
of such Class III assets on that date,
then among Class IV assets transferred
by the seller in proportion to the fair
market values of such Class IV assets
on that date, and finally to Class V
assets.
(ii) Class II assets. Class II assets are

certificates of deposit, U.S. government
securities, readily marketable stock or
securities (within the meaning of
§ 1.351–1(c)(3)), foreign currency, and
other items designated in the Internal
Revenue Bulletin by the Internal Rev-
enue Service.
(iii) Class III assets. Class III assets

are all assets other than Class I, II, IV,
and V assets.

(iv) Class IV assets. Class IV assets
are all section 197 intangibles, as de-
fined in section 197, except those in the
nature of goodwill and going concern
value.
(v) Class V assets. Class V assets are

section 197 intangibles in the nature of
goodwill and going concern value.
(e) * * *
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(1) Allocation not to exceed fair mar-
ket value. The amount of consideration
allocated to an asset (other than Class V
assets) shall not exceed the fair market
value of that asset on the purchase date.

* * * * *
(f) * * *
(3) * * *
(i) In general. A decrease in consider-

ation is allocated in the following order:
first, as a reduction in the amount
previously allocated to Class V assets,
second, as a reduction in the amount
previously allocated to Class IV assets
in proportion to their fair market values,
third, as a reduction in the amount
previously allocated to Class III assets
in proportion to their fair market values,
and finally, as a reduction in the amount
previously allocated to Class II assets in
proportion to their fair market values.
Decreases in consideration allocated to
an asset shall not exceed the amount of
consideration previously allocated to
that asset. Except as provided in para-
graph (f)(4)(ii) of this section (relating
to patents and similar property), the fair
market value is the fair market value on
the purchase date.

* * * * *
(g) * * *
Example 1. (i) On January 1, 1998, S, a sole

proprietor, sells to P, a corporation, a group of
assets which constitute a trade or business under
paragraph (b)(2) of this section. P pays S $2,000
in cash and assumes $1,000 in liabilities. Thus, the
total consideration is $3,000.
(ii) Assume that P acquires no Class I assets

and that on the purchase date, the fair market
values of the Class II, Class III, and Class IV
assets S sold to P are as follows:

Asset
Class Asset

Fair
Market
Value

II Portfolio of marketable
securities . . . . . . . . . . . . . . . $ 400

Total Class II . . . . . . . . . $ 400
III Furniture and fixtures. . . . . $ 800

Building . . . . . . . . . . . . . . . 800
Land . . . . . . . . . . . . . . . . . . 200
Equipment . . . . . . . . . . . . . . 400
Accounts receivable . . . . . . 100

Total Class III. . . . . . . . . $2,300
IV Covenant not to compete . . $ 100

Total Class IV. . . . . . . . . $ 100
(iii) Under paragraphs (d)(1) and (2) of this

section, the amount of consideration allocable to
the Class II, III, IV, and V assets is the total
consideration reduced by the amount of any Class
I assets. Since P acquired no Class I assets, the
total consideration of $3,000 is next allocated first
to Class II, then to Class III, and then to Class IV
assets. Since the fair market value of the Class II
assets is $400, $400 of consideration is allocated
to the Class II assets. Since the remaining amount
of consideration is $2,600 ($3,0002 $400), an
amount which exceeds the sum of the fair market
values of the Class III assets ($2,300), the amount
allocated to each Class III asset is its fair market

value. Since, after the allocation to Class III
assets, the remaining amount of consideration is
$300 ($3,0002 ($400 + $2,300)), an amount
which exceeds the fair market value of the Class
IV asset ($100), the amount allocated to the Class
IV asset is its fair market value. Thus, the total
amount allocated to the Class II assets is $400, the
total amount allocated to the Class III assets is
$2,300, and the total amount allocated to the Class
IV asset is $100.

(iv) The amount allocated to the Class V assets
(assets in the nature of goodwill and going
concern value) is $200 (i.e., $3,0002 ($400 +
$2,300 + $100)).

Example 2. (i) Assume the same facts as in
Example 1. Assume further that P and S each use
the calendar year as the taxable year and that, on
September 30, 1998, P files a claim against S
alleging fraud in the sale of all of the assets.
(ii) On January 1, 2007, S refunds $400 of the

purchase price to P in a settlement of the lawsuit.
(iii) Under paragraph (f)(3)(i) of this section, both
S and P take into account the $400 decrease in
consideration and allocate it among the assets.
First, since $200 of consideration previously was
allocated to the assets in the nature of goodwill
and going concern value (Class V assets), $200 of
the decrease in consideration is allocated to those
assets. Then, since $100 of consideration previ-
ously was allocated to the only Class IV asset, the
covenant not to compete, the next $100 of the
remaining decrease in consideration ($200) is
allocated to that asset. The remaining decrease in
consideration ($100) is then allocated to the Class
III assets in proportion to their fair market values
on the purchase date as follows:

Asset

Fair
market
value

Allocation
fraction

Decrease
in consid-
eration
($100 x
Col. (2))

Furniture and
fixtures . . . . $ 800 800/2,300 $ 34.78

Building . . . . . 800 800/2,300 34.78
Land . . . . . . . . 200 200/2,300 8.70
Equipment . . . . 400 400/2,300 17.39
Accounts
receivable . . 100 100/2,300 4.35

Total . . . . $2,300 $100.00
(iv) In summary, the redetermined consideration

that S received for the group of assets is $2,600
after taking into account the decrease in consider-
ation. After allocating the decrease, P’s and S’s
redetermined consideration is as follows:

Asset

Original
consid-
eration

Decrease
in con-

sideration

Redeter-
mined

consider-
ation

Portfolio of mar-
ketable securi-
ties . . . . . . . . . $ 400.00 $ 0.00 $ 400.00

Furniture and
fixtures . . . . . 800.00 34.78 765.22

Building . . . . . . 800.00 34.78 765.22
Land . . . . . . . . . 200.00 8.70 191.30
Equipment . . . . . 400.00 17.39 382.61
Accounts receiv-
able . . . . . . . . 100.00 4.35 95.65

Covenant not to
compete. . . . . 100.00 100.00 0.00

Goodwill and
going concern
value . . . . . . . 200.00 200.00 0.00

Total . . . . . $3,000.00 $400.00 $2,600.00

(v) Assume that, as a result of deductions under
section 168, P’s adjusted basis in the equipment
immediately before the decrease in consideration
is zero. P, therefore, treats the equipment as if it
were disposed of before the decrease is taken into
account. In 2007, P recognizes income of $17.39,
the character of which is determined under the
principles of Arrowsmith v. Commissioner, 344
U.S. 6 (1952), and the tax benefit rule. No
adjustment to the basis of P’s assets is made for
any tax paid on this amount. Assume also that, as
a result of amortization deductions, the adjusted
basis of the covenant not to compete and the
goodwill and going concern value immediately
before the decrease in consideration is $120. A
similar adjustment to income is made in 2007 with
respect to the $180 of previously amortized cov-
enant not to compete and goodwill and going
concern value.
Example 3. (i) On January 1, 1998, A transfers

assets X, Y, and Z worth $1,000 to B in exchange
for assets D, E, and F, worth $100, plus $1,000
cash.

* * * * *
(viii) A, as transferor of assets X, Y, and Z,

received $100 that must be allocated under section
1060 and paragraph (d) of this section. Since A
transferred no Class I, II, III, or IV assets to which
section 1060 applies, the $100 is allocated to
Class V assets (assets in the nature of goodwill
and going concern value).

* * * * *
(xi) B, as transferee of assets X, Y, and Z, gave

A $100 that must be allocated under section 1060
and paragraph (d) of this section. Since B received
from A no Class I, II, III, or IV assets to which
section 1060 applies, the $100 consideration is
allocated by B to Class V assets (assets in the
nature of goodwill and going concern value).
Example 4. (i) On January 1, 1998, S, a sole

proprietor, sells to P, a corporation, a group of
assets which constitutes a trade or business under
paragraph (b)(2) of this section. S, who plans to
retire immediately, also executes a covenant not to
compete in P’s favor. P pays S $3,000 in cash and
assumes $1,000 in liabilities. Thus, the total
consideration is $4,000.
(ii) On the purchase date, P and S also execute

a separate agreement that states that the fair
market values of the Class II, Class III, and Class
IV assets S sold to P are as follows:

Asset
Class Asset

Fair
Market
Value

II Portfolio of marketable
securities . . . . . . . . . . . . . . . $ 500

Total Class II . . . . . . . $ 500
III Furniture and fixtures. . . . . $ 800

Building . . . . . . . . . . . . . . . 800
Land . . . . . . . . . . . . . . . . . . 200
Equipment . . . . . . . . . . . . . . 400
Accounts receivable . . . . . . 200

Total Class III. . . . . . . $2,400
IV Covenant not to compete . . $ 900

Total Class IV. . . . . . . $ 900
(iii) P and S each allocate the consideration in

the transaction among the assets transferred under
paragraph (d) of this section in accordance with
the agreed upon fair market values of the assets,
so that $500 is allocated to Class II assets, $2,400
is allocated to Class III assets, $900 is allocated to
Class IV assets, and $200 ($4,000 total consider-
ation less $3,800 allocated to asset classes II, III,
and IV) is allocated to the Class V assets (assets
in the nature of goodwill and going concern
value).

41



(iv) In connection with the examination of P’s
return, the District Director, in determining the fair
market values of the assets transferred, may
disregard the parties’ agreement. Assume that the
District Director correctly determines that the fair
market value of the covenant not to compete was
$100. Since the allocation of consideration among
Class II, III, and IV assets results in allocation up
to the fair market value limitation, the $800 of
unallocated consideration resulting from the Dis-
trict Director’s redetermination of the value of the
covenant not to compete is allocated to Class V
assets (assets in the nature of goodwill and going
concern value).
(h) * * *
(3) Interim procedures for Form

8594. Until such time, if any, as Form
8594 is revised to require otherwise, the
sum of the amounts allocated to Classes
IV and V should be reported on Form
8594 as Class IV assets.

Margaret Milner Richardson,
Commissioner of Internal Revenue.

Approved December 20, 1996.

Donald C. Lubick,
Acting Assistant Secretary

of the Treasury.

(Filed by the Office of the Federal Register on
January 9, 1997, 2:53 p.m. and published in the
issue of the Federal Register for January 16, 1997,
62 F.R. 2267)

Section 472.—Last-in, First-out
Inventories
26 CFR 1.472–1: Last-in, first-out inventories.

LIFO; price indexes, department
stores. The January 1997 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores
employing the retail inventory and last-
in, first-out inventory methods for valu-
ing inventories for tax years ended on,
or with reference to, January 31, 1997.

Rev. Rul. 97–15

The following Department Store In-
ventory Price Indexes for January 1997
were issued by the Bureau of Labor
Statistics on February 19, 1997. The
indexes are accepted by the Internal
Revenue Service, under § 1.472–1(k) of

the Income Tax Regulations and Rev.
Proc. 86–46, 1986–2 C.B. 739, for ap-
propriate application to inventories of
department stores employing the retail
inventory and last-in, first-out inventory
methods for tax years ended on, or with
reference to, January 31, 1997.
The Department Store Inventory Price

Indexes are prepared on a national basis
and include (a) 23 major groups of
departments, (b) three special combina-
tions of the major groups—soft goods,
durable goods, and miscellaneous goods,
and (c) a store total, which covers all
departments, including some not listed
separately, except for the following:
candy, foods, liquor, tobacco, and con-
tract departments.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Groups Jan. 1996 Jan. 1997

Percent Change from
Jan. 1996 to Jan.

19971

1. Piece Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 519.0 536.5 3.4
2. Domestics and Draperies . . . . . . . . . . . . . . . . . . . . . . . . . . 648.4 648.0 20.1
3. Women’s and Children’s Shoes . . . . . . . . . . . . . . . . . . . . . 628.8 636.8 1.3
4. Men’s Shoes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 887.6 895.6 0.9
5. Infants’ Wear. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 641.1 622.7 22.9
6. Women’s Underwear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 519.1 522.0 0.6
7. Women’s Hosiery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 289.4 291.3 0.7
8. Women’s and Girls’ Accessories . . . . . . . . . . . . . . . . . . . . 554.2 539.6 22.6
9. Women’s Outerwear and Girls’ Wear . . . . . . . . . . . . . . . . 400.3 404.3 1.0
10. Men’s Clothing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 602.7 614.3 1.9
11. Men’s Furnishings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 560.6 580.0 3.5
12. Boys’ Clothing and Furnishings. . . . . . . . . . . . . . . . . . . . . 478.5 478.5 0.0
13. Jewelry . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 994.5 993.2 20.1
14. Notions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 802.7 773.4 23.7
15. Toilet Articles and Drugs . . . . . . . . . . . . . . . . . . . . . . . . . . 875.4 906.5 3.6
16. Furniture and Bedding . . . . . . . . . . . . . . . . . . . . . . . . . . . . 668.9 658.4 21.6
17. Floor Coverings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 563.6 579.1 2.8
18. Housewares. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800.5 818.0 2.2
19. Major Appliances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 247.6 246.8 20.3
20. Radio and Television . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78.9 78.4 20.6
21. Recreation and Education2. . . . . . . . . . . . . . . . . . . . . . . . . 112.6 111.7 20.8
22. Home Improvements2. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 123.1 132.9 8.0
23. Auto Accessories2. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 107.7 107.6 20.1

Groups 1—15: Soft Goods. . . . . . . . . . . . . . . . . . . . . . . . . . . . 585.2 592.0 1.2
Groups 16—20: Durable Goods . . . . . . . . . . . . . . . . . . . . . . . . 467.0 469.9 0.6
Groups 21—23: Misc. Goods2. . . . . . . . . . . . . . . . . . . . . . . . . . 113.2 113.6 0.4

Store Total3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 544.9 550.0 0.9
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1 Absence of a minus sign before percentage change in this column signifies price increase.
2 Indexes on a January 1986=100 base.
3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

DRAFTING INFORMATION

The principal author of this revenue ruling is Stan Michaels of the Office of Assistant Chief Counsel (Income Tax and
Accounting). For further information regarding this revenue ruling, contact Mr. Michaels on (202) 622-4970 (not a toll-free
call).
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Part III. Administrative, Procedural, and Miscellaneous
26 CFR 601.105: Examination of returns and
claims for refund, credit, or abatement; determina-
tion of correct tax liability.

Rev. Proc. 97–21

SECTION 1. PURPOSE

.01 This revenue procedure provides
the rules applicable to a new pilot
program under which pre-submission
conferences may be held in the national
office for matters that a district director
or a chief, appeals office, is preparing to
submit for technical advice under Rev.
Proc. 97–2, 1997–1 I.R.B. 64.
.02 In an effort to promote expedi-

tious processing of requests for technical
advice, national office personnel gener-
ally will meet with the district or ap-
peals office personnel and the taxpayer
prior to the time a request for technical
advice is submitted to the national of-
fice. The pre-submission conference pro-
cedures set forth in this revenue proce-
dure are intended to facilitate agreement
between the parties as to the appropriate
scope of the request for technical ad-
vice, the factual information to be in-
cluded in the request for technical ad-
vice, any collateral issues that either
should or should not be included in the
request for technical advice, and any
other substantive or procedural consider-
ations that will allow the national office
to provide the parties with technical
advice as expeditiously as possible.
.03 The pre-submission conference

procedures are not intended to create
alternative procedures for determining
the merits of the substantive positions
advocated by the district or appeals
office or by the taxpayer, but instead are
intended only to facilitate the overall
technical advice process.

SECTION 2. BACKGROUND

.01 Rev. Proc. 97–2 provides the pro-
cedures applicable to the national of-
fice’s processing of requests for techni-
cal advice. Those procedures currently
contain no provision that permits the
district or appeals office personnel and
the taxpayer to consult with national
office personnel regarding a contem-
plated request for technical advice.
.02 This revenue procedure estab-

lishes a pre-submission conference pilot
program to be conducted during 1997 in
conjunction with the procedures set
forth in Rev. Proc. 97–2. If this pilot

program is successful, the Service will
consider extending the pilot program or
permanently adopting these or similar
pre-submission conference procedures.

SECTION 3. SCOPE

This revenue procedure applies to
matters that are subject to a request for
technical advice under the procedures of
Rev. Proc. 97–2. A request for a pre-
submission conference should be made
only after the district or appeals office
determines that it likely will seek tech-
nical advice and the parties agree that a
pre-submission conference should be re-
quested.

SECTION 4. PROCEDURE

.01 Requests for a pre-submission
conference must be submitted in writing
by the district or appeals office. The
request should identify that it is being
submitted pursuant to this revenue pro-
cedure. The request should also identify
the associate or assistant chief counsel
office expected to have jurisdiction over
the request for technical advice. The
request should include a brief explana-
tion of the primary issue so that an
assignment to the appropriate branch
can be made. Coordination with district
counsel is strongly encouraged. If the
request involves a designated issue or
industry under the Industry Specializa-
tion Program, coordination with the is-
sue or industry specialist is also strongly
encouraged.
.02 An original and one copy of the

request should be submitted to the ap-
propriate address listed below. Requests
from district offices should be sent to
the following address:
Internal Revenue Service
Attn: CC:DOM:CORP:T
P.O. Box 7604
Ben Franklin Station
Washington, DC 20044

Requests from appeals offices should be
sent to the following address:
Internal Revenue Service
Attn: C:AP:FS
Box 68
901 D Street, SW
Washington, DC 20024
.03 Within 5 working days after it

receives the request, the branch assigned
responsibility for conducting the pre-
submission conference will contact the
district or appeals office to arrange a
mutually convenient time for the parties

to meet in the national office. The
district or appeals office will be respon-
sible for coordinating with the taxpayer
as well as with any other Service per-
sonnel whose attendance the district or
appeals office believes would be appro-
priate.
.04 Pre-submission conferences gen-

erally will be held in person in the
national office. However, if the district
or appeals office personnel or the tax-
payer is unable to attend the conference,
the conference may be conducted via
telephone.
.05 At least 10 working days before

the scheduled pre-submission confer-
ence, the district or appeals office and
the taxpayer should submit to the na-
tional office a statement of the pertinent
facts (including any facts in dispute), a
statement of the issues that the parties
would like to discuss, and any legal
analysis, authorities, or background
documents that the parties believe would
facilitate the national office’s under-
standing of the issues to be discussed at
the conference. The legal analysis pro-
vided in connection with the pre-
submission conference need not be as
fully developed as the analysis that
ultimately will accompany the request
for technical advice, but it should allow
the national office personnel to become
reasonably informed regarding the sub-
ject matter of the conference prior to the
meeting. The district or appeals office or
the taxpayer should ensure that the
national office receives a copy of any
required power of attorney, preferably
on Form 2848, Power of Attorney and
Declaration of Representative.
.06 Any discussion of substantive is-

sues at a pre-submission conference is
advisory only, is not binding on the
Service in general or on the Office of
Chief Counsel in particular, and cannot
be relied upon as a basis for obtaining
retroactive relief under the provisions of
§ 7805(b) of the Internal Revenue
Code.

SECTION 5. REQUEST FOR
COMMENTS

The Service is interested in comments
regarding the use of pre-submission con-
ferences and how these procedures may
be improved. A signed original and two
copies of all comments should be sub-
mitted by either mailing them to:
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Internal Revenue Service
Attn: CC:DOM:CORP:R
Room 5228
P.O. Box 7604
Ben Franklin Station
Washington, DC 20044

or hand delivering them between the
hours of 8:00 a.m. and 5:00 p.m. to:
Courier’s Desk
Internal Revenue Service
Attn: CC:DOM:CORP:R
Room 5228
1111 Constitution Avenue, NW
Washington, DC

Alternatively, comments may be submit-
ted electronically via the Service’s
Internet site at ‘‘http://www.irs.ustreas.
gov/prod/tax_regs/comments.html’’. All
comments will be available for public
inspection and copying.

SECTION 6. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 97–2, 1997–1 I.R.B. 64, is
amplified to permit pre-submission con-
ferences in the circumstances and under
the conditions specified in this revenue
procedure.

SECTION 7. EFFECTIVE DATE

This revenue procedure is effective
for pre-submission conference requests
submitted to the national office after
March 10, 1997 and before December
31, 1997.

DRAFTING INFORMATION

The principal authors of this revenue
procedure are Phillip J. Howard of the
Office of Assistant Chief Counsel
(Passthroughs and Special Industries)

and James L. Atkinson and Robert J.
Basso of the Office of Associate Chief
Counsel (Domestic). For further infor-
mation regarding this revenue procedure,
contact the office expected to have
jurisdiction over the matter to be sub-
mitted for technical advice:

Income Tax and
Accounting . . . . . . . . (202) 622–4800

Passthroughs and Special
Industries. . . . . . . . . . (202) 622–3000

Corporate. . . . . . . . . . . . (202) 622–7700
Financial Institutions and
Products. . . . . . . . . . . (202) 622–3900

Employee Benefits and Exempt
Organizations . . . . . . (202) 622–6000

International . . . . . . . . . (202) 622–3810
Enforcement Litigation. (202) 622–3400

These telephone numbers are not toll-
free calls.

45



Part IV. Items of General Interest
Notice of Proposed Rulemaking
and Notice of Public Hearing

Intangibles Under Sections 1060
and 338

REG–252665–96

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemak-
ing by cross-reference to temporary
regulations and notice of public hearing.

SUMMARY: In *** T.D. 8711, page 35,
the IRS amends the temporary regula-
tions under sections 1060 and 338(b) of
the Internal Revenue Code (Code) relat-
ing to purchase price allocations in
taxable asset acquisitions and deemed
asset purchases. The amendments revise
the treatment of intangible assets in such
acquisitions to take into account the
enactment of section 197 by the Omni-
bus Budget Reconciliation Act of 1993.
The regulations provide guidance to par-
ties to taxable asset acquisitions and to
deemed asset purchases resulting from
elections under section 338. The text of
those temporary regulations also serves
as the text of these proposed regulations.
This document also provides notice of a
public hearing on these proposed regula-
tions.

DATES: Written comments must be re-
ceived by April 16, 1997. Outlines of
topics to be discussed at the public
hearing scheduled for Thursday, May
22, 1997, at 10 a.m. must be received
by May 1, 1997.

ADDRESSES: Send submissions to:
CC:DOM:CORP:R (REG 252665–96),
room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044. In the alternative,
submissions may be hand delivered be-
tween the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R (REG 252665–96),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC. Taxpayers may also
submit comments electronically via the
internet by selecting the ‘‘Tax Regs’’
option on the IRS Home Page, or by
submitting comments directly to the IRS
internet site at http://www.irs.ustreas.
gov/prod/tax_regs/comments.html. The
public hearing will be held in the Com-
missioner’s Conference Room, room
3313, Internal Revenue Building, 1111
Constitution Avenue NW, Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations,
Brendan O’Hara at (202) 622–7530;
concerning submissions and the hearing,
Michael Slaughter, (202) 622–7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

T.D. 8711 amends the current tempo-
rary regulations under sections 1060
(§ 1.1060–1T) and 338(b)
(§§ 1.338(b)–2T and 1.338(b)–3T), and
related examples in the final regulations
under section 338 (§ 1.338–3), concern-
ing the treatment of acquired intangible
assets.
The text of T.D. 8711 also serves as

the text of these proposed regulations.
The preamble to the temporary and final
regulations explains the reasons for the
amendments.
The amendments only address the

effect of the enactment of section 197.
The IRS and Treasury also intend to
study other aspects of the current regu-
lations under sections 1060 and 338(b).
The current regulations have been the
subject of public comments. The IRS
and Treasury welcome further comments
on all issues raised by the current
regulations concerning purchase price
allocation under sections 338(b) and
1060.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It also has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these
regulations, and, because the regulations
do not impose a collection of informa-
tion on small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply. Pursuant to section 7805(f) of
the Internal Revenue Code, this notice
of rulemaking will be submitted to the
Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consider-
ation will be given to any comments
that are submitted timely to the IRS. All

comments will be available for public
inspection and copying.
A public hearing has been scheduled

for Thursday, May 22, 1997, at 10 a.m.
in the Commissioner’s Conference
Room, room 3313, Internal Revenue
Building, 1111 Constitution Avenue NW,
Washington, DC. Because of access re-
strictions, visitors will not be admitted
beyond the Internal Revenue Service
Building lobby more than 15 minutes
before the hearing starts.
The rules of 26 CFR 601.601(a)(3)

apply to the hearing.
Persons that wish to present oral

comments at the hearing must submit
comments by April 16, 1997 and submit
an outline of the topics to be discussed
and the time to be devoted to each topic
by May 1, 1997.
A period of 10 minutes will be allot-

ted to each person for making com-
ments.
An agenda showing the scheduling of

the speakers will be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is Brendan P. O’Hara, Office of
the Assistant Chief Counsel (Corporate),
IRS. However, other personnel from the
IRS and Treasury Department partici-
pated in their development.

* * * * *

Proposed Amendments to the Regula-
tions

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as
follows:
Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.338(b)–2 is added to

read as follows:

§ 1.338(b)–2 Allocation of adjusted
grossed-up basis among target assets.
[The text of this section is the same

as the text of the amendments to
§ 1.338(b)–2T published in T.D. 8711.]
Par. 3. Section 1.338(b)–3 is added to

read as follows:
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§ 1.338(b)–3 Subsequent adjustments to
adjusted grossed-up basis.
[The text of this section is the same

as the text of the amendments to
§ 1.338(b)–3T published in T.D. 8711.]
Par. 4. Section 1.1060–1 is added to

read as follows:
§ 1.1060–1 Special allocation rules for
certain asset acquisitions.
[The text of this section is the same

as the text of the amendments to
§ 1.1060–1T published in T.D. 8711.]

Margaret Milner Richardson,
Commissioner of Internal Revenue.

(Filed by the Office of the Federal Register on
January 9, 1997, 2:53 p.m. and published in the
issue of the Federal Register for January 16, 1997,
62 F.R. 2335)

Environmental Cleanup Costs;
Private Letter Rulings;
Pre-submission Conferences

Announcement 97–22

Taxpayers may request at this time a

pre-submission conference in anticipa-
tion of filing a request for a private
letter ruling under the revenue procedure
proposed in Notice 97–7, 1997–1 I.R.B.
8 (Jan. 6, 1997). The proposed revenue
procedure, when finalized, will provide
special procedures for requesting private
letter rulings from the Internal Revenue
Service on the tax treatment of environ-
mental cleanup costs under §§ 162 and
263 of the Internal Revenue Code in
transactions that span past and future
taxable years.
A taxpayer may request a pre-

submission conference to discuss the
procedures for submitting a letter ruling
request and/or the substantive issues
relating to the taxpayer’s environmental
cleanup transaction. However, any dis-
cussion of substantive issues at a pre-
submission conference is advisory only,
is not binding on the Service, and
cannot be relied upon as a basis for
obtaining retroactive relief under the
provisions of § 7805(b).

A pre-submission conference will be
held only if the taxpayer actually in-
tends to file a request under the pro-
posed revenue procedure after it is final-
ized, and only on a time-available basis.
If the environmental cleanup issue is
currently under examination or before
appeals, the examining or appeals of-
ficer handling the case will be asked to
participate in the conference. For the
general rules for requesting a pre-
submission conference, see Rev. Proc.
97–1, 1997–1 I.R.B. 11 (Jan. 6, 1997),
section 11.07.
The principal author of this announce-

ment is Merrill D. Feldstein of the
Office of Assistant Chief Counsel (In-
come Tax and Accounting). For further
information regarding this announce-
ment, contact Ms. Feldstein at (202)
622–4950 (not a toll-free call).

Changes to Excise Taxes

Announcement 97–25

Purpose To announce excise tax changes made by recent legislation:

• The air transportation taxes arereinstated;
• The tax rates on aviation fuel (other than gasoline) and aviation gasoline are increased; and
• Floor stocks fuel taxes on aviation fuel (other than gasoline) and aviation gasoline are imposed.

Effective date All changes listed in this announcement are effective March 7, 1997.

Note: For the first quarter of 1997, taxpayers must use the tax rate changes in this
announcement to report liabilities beginning March 7, 1997, on Form 720, Quarterly Federal
Excise Tax Return.

Air transportation taxes The table below shows the reinstated taxes and the applicable rates. The tax rates apply to all
amounts paid for transportation after March 6, 1997, regardless of the transportation date.

IRS No. Type of tax Rate

26 Transportation of persons by air 10%

28 Transportation of property by air 6.25%

27 Use of international air travel facilities $6 per person

Fuel taxes The table below shows the increased rates.

IRS No. Type of fuel Tax rate per gallon

14 Aviation gasoline $.193

69 Aviation fuel (other than gasoline) .218

47 1997–12 I.R.B.



Fuel floor stocks taxes Floor stocks taxes are imposed on previously taxed aviation fuel (other than gasoline) or aviation
gasoline held on March 7, 1997. The person holding the fuel on March 7, 1997, must pay the tax
by August 1, 1997, and report it on the Form 720 for the third quarter of 1997.

The floor stocks taxes do not apply to:
• Aviation fuel (other than gasoline) or aviation gasoline held exclusively for use in foreign trade
or in military aircraft;

• Aviation fuel (other than gasoline) held exclusively for use in domestic commercial aviation;
and

• Fuel held by a person or related group of persons on March 7, 1997, if the aggregate amount of
fuel is not more than 2,000 gallons. Fuel held for an exempt use is not taken into account for
purposes of calculating the 2,000 gallons.

The table below shows the rates for the new fuel floor stocks taxes.

IRS No. Type of fuel Rate per gallon

95 Aviation fuel (other than gasoline) $.175

96 Aviation gasoline .15

Revising forms The changes will be reflected on the Form 720 for the second quarter of 1997, as well as on the
next revision of Form 8849, Claim for Refund of Excise Taxes, and the 1997 Form 4136, Credit
for Federal Tax Paid on Fuels.

How to get forms IRS forms can be obtained by:

• Calling 1–800–829–3676 or
• Using your personal computer by connecting to

• File Transfer Protocol - ftp://irs.ustreas.gov
• World Wide Web - http://www.irs.ustreas.gov
• IRIS at FedWorld - 703–321–8020

Foundations Status of Certain
Organizations

Announcement 97–26

The following organizations have
failed to establish or have been unable
to maintain their status as public chari-
ties or as operating foundations. Accord-
ingly, grantors and contributors may not,
after this date, rely on previous rulings
or designations in the Cumulative List
of Organizations (Publication 78), or on
the presumption arising from the filing
of notices under section 508(b) of the
Code. This listing doesnot indicate that
the organizations have lost their status
as organizations described in section
501(c)(3), eligible to receive deductible
contributions.
Former Public Charities. The follow-

ing organizations (which have been
treated as organizations that are not
private foundations described in section
509(a) of the Code) are now classified
as private foundations:
African Culture and Education, Inc.,
Colorado Springs, CO

Agape Farms, Inc., Bay City, TX

Agricultural Historical Foundation, Inc.,
Hill City, KS

AIDS Referral Services, Inc., Wichita,
KS

Aikido Dojo Ai To Hei Wa, Denver, CO
Albuquerque Lighthouse, Inc.,
Albuquerque, NM

All Children, Inc., Provo, UT
All-1 Charities, Inc., Kennedale, TX
Alumni Association of Cedar Ridge,
Inc., Shawnee Mission, KS

Battle of Britain Memorial Society,
Dallas, TX

Bay Area Turning Point, Inc., Webster,
TX

Bears That Care Den, North Salt Lake,
UT

Best Little Region Convention,
Lubbock, TX

Camelot Academy Child Care, Inc., W.
Jordan, UT

Coalition of Lesbian-Gay Student
Groups, Inc., Dallas, TX

Colorado Advanced Life Support,
Aurora, CO

Daily Bread Ministries Inc., Oklahoma
City, OK

Daily Bread Ministry Inc., Garland, TX

Dallas Black Chamber of Commerce
Foundation, Inc., Dallas, TX

Doctors in Christ for Missions, Fort
Collins, CO

Downtown Boulder Performance Arts
Inc., Boulder, CO

East Austin Health Coalition Inc.,
Austin, TX

East Texas Council on African-American
Affairs Inc., Tyler, TX

Educational Resources Associates,
Longmont, CO

El Paso Chapter of the Douglas High
School Alumni Association Inc., El
Paso, TX

Encore Aftercare Ministry Inc.,
Albuquerque, NM

Environmental Education Institute,
Boulder, CO

Environmental Research Network Inc.,
Los Alamos, NM

Eternity Builders Inc., Keene, TX
El Paso Inter-Faith Community
Development Corporation, El Paso,
TX

Ellen Terry Real Estate Charitable
Foundation, Dallas, TX
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Friends of the El Paso History Museum,
El Paso, TX

Friends of the Kemp Public Library,
Wichita Falls, TX

Friends of Smokey Bear Balloon,
Albuquerque, NM

Groupo Ballet Folklorico Maya Inc.,
Houston, TX

Heart of Texas Swimmers Inc., Waco,
TX

Hellenic American Cultural Society Inc.,
San Antonio, TX

India Association of Southeast Texas,
Beaumont, TX

International Childrens Haven, Inc.,
Tulsa, OK

International Linen Registry Foundation,
Tulsa, OK

Kansans for Safe Pest Control,
Lawrence, KS

Kansas Business Hall of Fame, Inc.,
Emporia, KS

Kansas Low Vision Clinic, Inc.,
Wichita, KS

Kansas Pacific Railroad Association,
Hays, KS

K C Art Exhibitions, Inc., Leawood, KS
Kidoodles, Inc., Dodge City, KS
Kids-Are-Worth-It, Inc., Arlington, TX
Kids in Divorce Situations KIDS
Services, Inc., Austin, TX

Kids N Care, Inc., Ellinwood, KS
KLA, Inc., Roswell, NM
Korean American Parents Association,
Inc., Colorado Springs, CO

Korean American Young Activity, Inc.,
Colorado Springs, CO

Kroger Associates Reaching Everyone
Network Texas-Louisiana, Keller, TX

Kyl Country House, Inc., Houston, TX
Let God Fight Your Battles, Beasley, TX
Liberty Riding Center, Inc., Peyton, CO
Metroplex Military Charitable Trust,
Dallas, TX

Mexico Missions Inc., Norman, OK

Ministers and Christian Workers
Association, Grand Prairie, TX

National Institute for Technology in
Education, Mancos, CO

National Small Business Quality and
Development Foundation, Inc.,
Denver, CO

Native American Preparatory School,
Rowe, NM

NE Food Bank Charities Inc., Fountain
Hills, AZ

New Mexico Veterans Assistance
Foundation Inc., Albuquerque, NM

North Boulder Little League, Boulder,
CO

Northeast Child Nutrition, Huffman, TX
North Hood County Volunteer Fire
Dept., Granbury, TX

North San Isidro Community Center,
Ilfeld, NM

North Texas International Youth Cultural
Exchange, Frisco, TX

One Good Turn, Inc., Sedona, AZ
One World One People Foundation,
Englewood, CO

Players Company of Topeka, Topeka,
KS

PODER Persons Organized Desiring
Equality & Representation, Rockport,
TX

Post Abortion Recovery Ministries, Inc.,
Katy, TX

Preserve Our Parks and Public Spaces,
Inc., Fort Worth, TX

Promise Productions, Inc., Glen Rose,
TX

Pro Neo, Inc., Salt Lake City, UT
Provision Asia, Inc., Cedar Hill, TX
PTM Public Training and Management,
Phoenix, AZ

Public Medical Information & Learning
Center, Arvada, CO

Reach, Inc., Shawnee, OK
Reading Ranch, Inc., Phoenix, AZ

Safety Resource Council of New
Mexico, Albuquerque, NM

Saltos Support Group, Inc., Tucson, AZ
San Antonio Bowl Association, Inc., San
Antonio, TX

Tender Mercies, Inc., Dallas, TX
Terral Senior Citizens Center, Terral,
OK

Texans for a Healthy Environment, Inc.,
Houston, TX

Texas Adolescent & Family Substance
Abuse Academy, Inc., Longview, TX

Texas Association of Student Assistance
Professionals, Austin, TX

Texas Bluebonnet Harvest Conference,
Irving, TX

Valley-Community Revitalization
Project, Phoenix, AZ

Veronica Karaman Ministries, Inc.,
Chesapeake, VA

VET HELP, Albuquerque, NM
Wichita Toy Run Association, Wichita,
KS

Wilderness Community Education
Foundation, Inc., Lawrence, KS

Youth Services Council Corporation,
Englewood, CO

Yuchi Tribal Organization, Inc., Sapulpa,
OK

Zee Cares About Kids, Houston, TX
If an organization listed above sub-

mits information that warrants the re-
newal of its classification as a public
charity or as a private operating founda-
tion, the Internal Revenue Service will
issue a ruling or determination letter
with the revised classification as to
foundation status. Grantors and contribu-
tors may thereafter rely upon such rul-
ing or determination letter as provided
in section 1.509(a)–7 of the Income Tax
Regulations. It is not the practice of the
Service to announce such revised classi-
fication of foundation status in the Inter-
nal Revenue Bulletin.
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Announcement of the Disbarment, Suspension, or Consent to Voluntary
Suspension of Attorneys, Certified Public Accountants, Enrolled Agents and
Enrolled Actuaries From Practice Before the Internal Revenue Service
Under 31 Code of Federal Regula-

tions, Part 10, an attorney, certified pub-
lic accountant, enrolled agent or enrolled
actuary, in order to avoid the institution
or conclusion of a proceeding for his
disbarment or suspension from practice
before the Internal Revenue Service,
may offer his consent to suspension
from such practice. The Director of
Practice, in his discretion, may suspend
an attorney, certified public accountant,
enrolled agent or enrolled actuary in
accordance with the consent offered.
Attorneys, certified public accoun-

tants, enrolled agents and enrolled actu-
aries are prohibited in any Internal Rev-

enue Service matter from directly or
indirectly employing, accepting assis-
tance from, being employed by or shar-
ing fees with, any practitioner disbarred
or suspended from practice before the
Internal Revenue Service.
To enable attorneys, certified public

accountants, enrolled agents and en-
rolled actuaries to identify practitioners
under consent suspension from practice
before the Internal Revenue Service, the
Director of Practice will announce in the
Internal Revenue Bulletin the names and
addresses of practitioners who have
been suspended from such practice, their
designation as attorney, certified public

accountant, enrolled agent or enrolled
actuary, and date or period of suspen-
sion. This announcement will appear in
the weekly Bulletin at the earliest practi-
cable date after such action and will
continue to appear in the weekly Bulle-
tins for five successive weeks or for as
many weeks as is practicable for each
attorney, certified public accountant, en-
rolled agent or enrolled actuary so sus-
pended and will be consolidated and
published in the Cumulative Bulletin.
The following individuals have been

placed under consent suspension from
practice before the Internal Revenue
Service:

Name Address Designation Date of Suspension

Vlymen, Neal Van San Diego, CA CPA Indefinite from November 1, 1996

Lombardi, Theresa Livonia, MI CPA November 1, 1996 to October 31, 1998

Orfall, Warren Hood River, OR CPA November 1, 1996 to June 30, 1997

Oberman, Joseph Highland Park, IL CPA December 1, 1996 to August 31, 1997

Gazzola, Frank N. Mankato, MN CPA December 1, 1996 to November 30, 1997

Tumminello, Anthony G. St. Louis, MO Attorney December 17, 1996 to June 16, 1997

Heffelfinger, Harry N. Buffalo Grove, IL CPA December 20, 1996 to June 19, 1998

Zintl Jr., Ernst J. Newport, MN CPA December 23, 1996 to December 22, 1997

Alms, William R. Lake Forest, CA CPA January 1, 1997 to March 31, 1997

Smith, Arthur L. Athens, GA CPA January 1, 1997 to December 31, 1997

DeGroote Sr., Kevin J. Mesa, AZ CPA January 1, 1997 to October 31, 1997

Oliveri, Robert Bensalem, PA CPA January 1, 1997 to December 31, 1997

Davies, Preston S. Deerfield, IL CPA January 15, 1997 to December 14, 1997

Elbert, David L. Franktown, CO CPA Indefinite from January 21, 1997

Smith Jr., Phillip M. Long Beach, CA Attorney February 1, 1997 to March 31, 1997

Pennington, Richard A. Vandergrift, PA CPA February 1, 1997 to January 31, 2000

Tameron, Joseph A. Chandler, AZ CPA February 1, 1997 to September 30, 1998

Kalb, Mary C. Kearny, NE CPA February 1, 1997 to March 31, 1997

Pritchard, John J. San Diego, CA Enrolled Agent February 1, 1997 to March 31, 1997

Garrett, Richard Torrance, GA Enrolled Agent March 1, 1997 to May 30, 1997

Englert, Larry R. Eaton, OH CPA April 1, 1997 to May 30, 1997
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as ‘‘rulings’’)
that have an effect on previous rulings
use the following defined terms to de-
scribe the effect:
Amplified describes a situation where

no change is being made in a prior
published position, but the prior position
is being extended to apply to a variation
of the fact situation set forth therein.
Thus, if an earlier ruling held that a
principle applied to A, and the new
ruling holds that the same principle also
applies to B, the earlier ruling is ampli-
fied. (Compare withmodified, below).
Clarified is used in those instances

where the language in a prior ruling is
being made clear because the language
has caused, or may cause, some confu-
sion. It is not used where a position in a
prior ruling is being changed.
Distinguished describes a situation

where a ruling mentions a previously
published ruling and points out an es-
sential difference between them.
Modified is used where the substance

of a previously published position is
being changed. Thus, if a prior ruling
held that a principle applied to A but not
to B, and the new ruling holds that it
applies to both A and B, the prior ruling

is modified because it corrects a pub-
lished position. (Compare withamplified
andclarified, above).
Obsoleteddescribes a previously pub-

lished ruling that is not considered de-
terminative with respect to future trans-
actions. This term is most commonly
used in a ruling that lists previously
published rulings that are obsoleted be-
cause of changes in law or regulations.
A ruling may also be obsoleted because
the substance has been included in regu-
lations subsequently adopted.
Revoked describes situations where

the position in the previously published
ruling is not correct and the correct
position is being stated in the new
ruling.
Supersededdescribes a situation

where the new ruling does nothing more
than restate the substance and situation
of a previously published ruling (or
rulings). Thus, the term is used to
republish under the 1986 Code and
regulations the same position published
under the 1939 Code and regulations.
The term is also used when it is desired
to republish in a single ruling a series of
situations, names, etc., that were previ-
ously published over a period of time in
separate rulings. If the new ruling does

more than restate the substance of a
prior ruling, a combination of terms is
used. For example,modifiedand super-
seded describes a situation where the
substance of a previously published rul-
ing is being changed in part and is
continued without change in part and it
is desired to restate the valid portion of
the previously published ruling in a new
ruling that is self contained. In this case
the previously published ruling is first
modified and then, as modified, is su-
perseded.
Supplementedis used in situations in

which a list, such as a list of the names
of countries, is published in a ruling and
that list is expanded by adding further
names in subsequent rulings. After the
original ruling has been supplemented
several times, a new ruling may be
published that includes the list in the
original ruling and the additions, and
supersedes all prior rulings in the series.
Suspendedis used in rare situations to

show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations
The following abbreviations in current use and
formerly used will appear in material published in
the Bulletin.

A—Individual.

Acq.—Acquiescence.

B—Individual.

BE—Beneficiary.

BK—Bank.

B.T.A.—Board of Tax Appeals.

C.—Individual.

C.B.—Cumulative Bulletin.

CFR—Code of Federal Regulations.

CI—City.

COOP—Cooperative.

Ct.D.—Court Decision.

CY—County.

D—Decedent.

DC—Dummy Corporation.

DE—Donee.

Del. Order—Delegation Order.

DISC—Domestic International Sales Corporation.

DR—Donor.

E—Estate.

EE—Employee.

E.O.—Executive Order.

ER—Employer.

ERISA—Employee Retirement Income Security Act.

EX—Executor.

F—Fiduciary.

FC—Foreign Country.

FICA—Federal Insurance Contribution Act.

FISC—Foreign International Sales Company.

FPH—Foreign Personal Holding Company.

F.R.—Federal Register.

FUTA—Federal Unemployment Tax Act.

FX—Foreign Corporation.

G.C.M.—Chief Counsel’s Memorandum.

GE—Grantee.

GP—General Partner.

GR—Grantor.

IC—Insurance Company.

I.R.B.—Internal Revenue Bulletin.

LE—Lessee.

LP—Limited Partner.

LR—Lessor.

M—Minor.

Nonacq.—Nonacquiescence.

O—Organization.

P—Parent Corporation.

PHC—Personal Holding Company.

PO—Possession of the U.S.

PR—Partner.

PRS—Partnership.

PTE—Prohibited Transaction Exemption.

Pub. L.—Public Law.

REIT—Real Estate Investment Trust.

Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.

S—Subsidiary.

S.P.R.—Statements of Procedural Rules.

Stat.—Statutes at Large.

T—Target Corporation.

T.C.—Tax Court.

T.D.—Treasury Decision.

TFE—Transferee.

TFR—Transferor.

T.I.R.—Technical Information Release.

TP—Taxpayer.

TR—Trust.

TT—Trustee.

U.S.C.—United States Code.

X—Corporation.

Y—Corporation.

Z—Corporation.
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