Overview

Purpose

Lesson 5

Arbitrage and Rebate

In the municipal bond context, arbitrage generally refers to the profit from
borrowing funds in the tax-exempt market (through a bond issue) and
investing them in the taxable market. Interest on a bond is not excludable
from income for federal income tax purposesiif the bond is an “arbitrage
bond.”

This lesson provides an introduction to the various concepts, statutory
provisions, and regulations that restrict the earning of arbitrage on
investments of proceeds of bonds.

Continued on next page
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Overview, Continued

Objectives At the end of thislesson, you will be able to:
o Define an “arbitrage bond”
e Determineif abond isan arbitrage bond

e Locate the applicable statutory provisions and regulations for making
the determination of whether abond is an arbitrage bond

e Describetherole of “reasonable expectations’ and “intentional acts”
in the context of arbitrage determinations

e For afixed yield issue, describe the basic process for determining
yield, and perform ayield calculation by determining issue price and
calculating yield based on a set of payments

e Generally describe bond proceeds and the different types of fundsin
which bond proceeds are typically held

e Determine which funds are subject to arbitrage limitations

e Identify different classes of investments

e Perform an investment yield calculation by applying concepts to
determine purchase prices of investments and calculating yield based

on a set of payments and receipts for investments

e Locatetheregulatory definition of “materially higher” applicable to
different classes of investments

e Describe the effect of temporary periods on arbitrage determinations
and identify applicable temporary periods

e Compare and contrast yield restriction requirements and arbitrage
rebate requirements

e Summarize specia rules applicable to arbitrage determinations for
variable yield issues

Continued on next page
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Overview, Continued

Contents Thislesson contains the following topics:
Topic See Page

Section 1. Introduction 4
Section 2. General Arbitrage Concepts 10
Section 3: Bond Yield 27
Section 4: Investment Yield and Investment Classes 41
Section 5: Yield Restriction Rules 43
Section 6: Temporary Periods 49
Section 7. Reasonably Required Reserve or Replacement

Funds 57
Section 8: Waivers Permitted 59
Section 9: Coordination With Rebate Rules 60
Section 10: Rebate Concepts & Historical Perspective 62
Section 11: General Arbitrage Rebate Rules 67
Section 12: Small Issuer Exception 69
Section 13: Spending Exceptions 73
Section 14: Bona Fide Debt Service Fund Exception 83
Section 15: Computing the Amount of Rebate Due 84
Section 16: Examples of Computing Rebate 93
Section 17: Yield Burning 99
Section 18: Summary of Lesson 100

Continued on next page
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Section 1

Introduction

Overview

Purpose This section presents general concepts relating to arbitrage (including the
definition of an arbitrage bond) and provides the statutory and regulatory
background related to arbitrage bonds.

Contents This section contains the following topics:

Topic See Page

Overview 4
Summary & Background 5
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Summary & Background

Context: § 103

Simple Concept

Complex
Application

Interest on arbitrage bondsis not tax exempt. Section 103(a) provides that,
except as provide in 8 103(b), gross income does not include interest on any
State or local bond. Section 103(b)(2) provides that § 103(a) shall not apply
to any arbitrage bond (within the meaning of § 148).

In the bond context, arbitrage generally refersto the profit from borrowing
funds in the tax-exempt market (through a bond issue) and investing themin
the taxable market. Generally, evaluating whether abond is an arbitrage bond
means determining whether the proceeds of the bonds have been invested to
produce areturn that exceeds the costs of the bonds. In its simplest
application, this process involves determining ayield on the bonds and ayield
on the investments and then comparing the two.

Although the concept can be described as a simple comparison between
yields, in practice the evaluation of whether abond is an arbitrage bond is
complex. The complications arise from:

e Computational challenges of calculating yields in accordance with the
Code and the Regulations

e Exceptionsin the Code and the Regulations that in certain limited
circumstances permit arbitrage to be earned and, in even more limited
circumstances, to be retained

Continued on next page
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Summary & Background, Continued

Can you earn
it?—

Yield
Restriction

Can you keep
it?—
Arbitrage
Rebate

Section 148
Arbitrage Bond
Defined

Generally, bond proceeds cannot be invested at ayield that is materially
higher than the bond yield. This concept is known asyield restriction. There
are several exceptions that permit unrestricted investments during a certain
temporary period .

In many circumstances where arbitrage is permitted to be earned under an
exception to the yield restriction rules, arbitrage rebate rules require the i ssuer
to pay the arbitrage earnings to the Federal government in order to avoid
having the bonds become arbitrage bonds.

Section 148(a) provides that for purposes of § 103, the term “arbitrage
bond” means any bond issued as part of issue any portion of the
proceeds of which are reasonably expected (at the time of the issuance
of the bond), to be used directly or indirectly:

e toacquire higher yielding investments; or

¢ to replace funds which were used directly or indirectly to
acquire higher yielding investments

For purposes of this definition, abond is treated as an arbitrage bond
if the issuer intentionally uses any portion of the proceeds of the issue,
of which such bond is a part, in such a manner.

Continued on next page
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Summary & Background, Continued

ApplicableLaw Since the Tax Reform Act of 1986, the arbitrage and rebate rules have been
set forth in § 148. Regulations promulgated under § 148, provide substantial
guidance on the application of the arbitrage rules. Generally, thislesson
presents arbitrage rules and concepts under current law, although in some
instances important distinctions between current law and prior law or
proposed law are noted. In making arbitrage determinations, it is essential to
identify the applicable set of laws.

Prior to the Tax Reform Act, 8 103(c) of the 1954 Code contained the
arbitrage rules.

Therulesrelating to arbitrage have evolved over several decades. In their
original form (1969), the rules prohibited arbitrage earnings (i.e., yield
restriction) except in certain circumstances (exceptionsto yield restriction).
These rules have evolved over time to include a requirement that even in
some circumstances where an exception to yield restriction applies, the
arbitrage earnings must be paid by the issuer to the Federal government
(rebate).

Continued on next page
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Summary & Background, Continued

Regulatory There have been numerous regulations issued regarding arbitrage and
History rebate rules. The following is achronology of some of the
regulations:

e 1979: Regulations 8§ 1.103-13, 1.103-14 and 1.103-15 were
issued. These regulations only address yield restriction issues.

e 1989: Thefirst set of regulations under the 1986 Code was
issued. These regulations generally address the rebate
provisions of § 148.

e February 12, 1992: Regulations addressing certain provisions
under 8§ 148 were published. Two important provisionsin
these regulations dealt with construction issues and transferred
proceeds.

e May 18, 1992: The Service republished regulations which
combined the existing 1992 regul ations and the 1989
regulations, as amended. These wereissued asfinal and
temporary regulations.

e November 4, 1992: The Service issued proposed regulations
which included many of the provisions of the 1979 regulations,
the final and temporary 1992 regulations, and the
reimbursement regulations.

e June 30, 1993: Final regulations under 8 148 were issued.
These regulations are generally effective for bonds issued after
June 30, 1993.

e May 9, 1997: The Service amended portions of the final
regulations.

Continued on next page
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Summary & Background, Continued

Proposed
Regulations

Advanced
Concepts;
Proceeds and
Allocations

In 2007, proposed regulations making a number of discrete changesto
the existing regulations were published (REG-106143-07, September
26, 2007). Certain more substantive changes, which are discussed in
further detail in the preamble to the proposed regulations and which
are fully set forth in the proposed regulations, include:

e Hedges based on taxable interest rates. The proposed
regulations make revisions to accommodate certain hedgesin
which floating payments under the hedge are based on a
taxable interest rate and to clarify that bonds covered by such a
hedge are indligible for treatment as fixed yield bonds under
the special hedging rulein §1.148-4(h)(4).

e Joint bond yield authority. The proposed regul ations remove
the provision in the Existing Regulations that permits the IRS
Commissioner to authorize a single yield computation on
multiple bond issues.

e Electronic GIC bidding. The proposed regulations revise the
bidding safe harbor for establishing the fair market value of
guaranteed investment contracts (GICs) to accommodate
electronic bidding.

e Refunds of overpayments of rebate. The proposed regulations
clarify that the amount that an issuer is entitled to receive
under arebate refund claim is the excess of the total amount
actualy paid over the rebate amount.

This lesson does not address advanced concepts related to arbitrage
and rebate, including certain payments that adjust bond yield and the
effective dates of the regulations discussed above. These concepts are
addressed in TEB Basic Training Phase I Advanced Topicsin
Arbitrage.

Additionally, material relating to treatment of bond proceeds and
allocation of proceeds to expendituresis presented in another lesson in
TEB Basic Training Phase |, and in some instances summarized in this
lesson.
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Section 2

General Arbitrage Concepts

Overview
Purpose The purpose of this section is to outline the general concepts that are applied
in the process of determining whether abond is an arbitrage bond. Some of
the outlined concepts are presented in greater detail in other sections of this
lesson or in other lessons of TEB Basic Training.
Contents This section contains the following topics:
Topic See Page
Overview 10
The Bond Issue 12
Proceeds 13
Acquiring Higher Yielding Investments 21
Reasonable Expectations and Intentional Acts 22
Temporary Periods 24
Yield Reduction Payments 25
Minor Portion 26

Continued on next page
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Overview, Continued

Components of
Arbitrage
Determination

Section 148(a) provides the definition of the term “arbitrage bond.” Under
that definition, an arbitrage bond is any bond issued as part of issue any
portion of the proceeds of which are reasonably expected (at the time of the
issuance of the bond), to be used directly or indirectly:

e toacquire higher yielding investments; or

e to replace funds which were used directly or indirectly to acquire
higher yielding investments

For purposes of this definition, abond is treated as an arbitrage bond if the
issuer intentionally uses any portion of the proceeds of the issue of which
such bond is a part in such amanner.

Thus, the distinct components of making an arbitrage determination with
respect to abond are:

e |dentify theissue of which the bond is a part
e |dentify the proceeds of that issue

e Determine whether the issuer reasonably expected (at issuance) to use
or subsequently intentionally used any portion of such proceeds to
acquire higher yielding investments
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The Bond Issue

General

Definition of
| ssue—
Regulations
§ 1.150-1(c)

Difference
between Bonds
and | ssue

Under § 148(a) the term “arbitrage bond” includes any bond issued as part of
issue with impermissible arbitrage. Thus, arbitrage analysisis conducted at
the issue level (rather than the bond level) and affects al bonds that are part
of theissue.

Regulations 8 1.150-1(c) definesissue. Generally, the term issue means two
or more bonds that are:

e Sold at substantially the same time (less than 15 days apart)
e Sold pursuant to the same plan of financing
e Payable from the same source of funds

Certain exceptions and special rules described in Regulations. § 1.150-1(c)
may apply to particular bonds and issues.

Each bond isapart of anissue. Anissue typically contains many bonds. In
evaluating compliance with various provisions of the Code relating to
municipal bonds, it isimportant to understand whether the requirement
applies on a bond-by-bond basis or to the entire issue of which abond isa
part.
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Proceeds

General Identifying impermissible arbitrage under § 148(a) with respect to a bond
requires analysis of how the “proceeds” of the issue of which thebondisa
part were invested. Therefore, to determine whether the bond issue complies
with § 148, it isimportant to determine what is included under “proceeds’ of
the bond issue.

Proceeds are discussed in detail in lesson 6 of Phase | of TEB Basic Training
and the description below is intended as background to facilitate learning of

arbitrage concepts.
Definition Proceeds are defined in various sections of the regulations as shown below:
Under current Regulations... Proceedsinclude
§1.148-1(b) any sale proceeds, investment
proceeds, and transferred proceeds of
an issue
proceeds do not include amounts
actually or constructively received
with respect to a purpose investment
that are properly allocable to the
immaterially higher yield under
8§1.148-2(d) or section 143(g) or to
qualified administrative costs under
§1.148-5(e).
Under prior Regulations Proceedsinclude
§1.103-13(b)(2) original proceeds and investment
proceeds
§1.103-13(g) amountsin a sinking fund

Continued on next page
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Proceeds, continued

Definition of
Sale Proceeds

Definition of
I nvestment
Proceeds

Definition of
Transferred
Proceeds — 1993
Regulations

Under Regulations § 1.148-1(b), sale proceeds means any amounts actually or
constructively received from the sale of an issue. Thisincludes amounts paid
as underwriter’s discount or other compensation, and any accrued interest
(other than pre-issuance accrued interest).

Sale proceeds also include any amounts received as aresult of asale of aright
associated with the bond. The transfer of rights associated with the bond is
discussed in Regulations § 1.148-4(b)(4) and are more fully described in TEB
Basic Training Phase |1 Advanced Topicsin Arbitrage lesson.

Regulations § 1.148-1(b) defines investment proceeds as any amounts
actually or constructively received from investing proceeds of an issue.

Transferred proceeds are defined in § 1.148-9(b). When proceeds of a
refunding issue are used to make principal paymentson aprior issue,
any unspent proceeds of the prior issue become transferred proceeds
of the refunding issue and cease to be proceeds of the prior issue. The
unspent proceeds “transfer over” to the refunding issue based on a
formula provided in Regulations § 1.148-9(b)(1).

Continued on next page

Arbitrage and Rebate
5-14



Proceeds, continued

Applicable
Regulations

Definition of
Gross Proceeds

Due to the various arbitrage regulations issued by the Service under § 148, an
agent must determine the regulation applicable to the issue under audit so as
to determine the amount and the date on which the transferred proceeds are
“transferred” to the refunding issue.

See TEB Basic Training Phase |11 Refundings lesson for a further discussion
of transferred proceeds and refundings.

Although 8 148(a) only refers to proceeds of the bond, Regulations § 1.148-
2(a) providesthat the direct or indirect investment of the “ gross proceeds’ of
an issuein higher yielding investments causes the bonds of an issueto be
arbitrage bonds.

Gross proceeds are defined in 8§ 1.148-1(b) to include any proceeds and
replacement proceeds of an issue.

Therefore, in determining whether the bonds are arbitrage bonds, the
examining agent must determine whether, in addition to the proceeds, the
bond issue has any replacement proceeds.

Continued on next page
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Proceeds, continued

Definition of Regulations 8§ 1.148-1(c) defines replacement proceeds:
Replacement

Proceeds Amounts will be replacement proceeds only if there is a sufficient
direct nexusto:

e thebond issue; OR
e the governmental purpose of the issue

To conclude that the amounts would have been used for that
governmental purpose if the proceeds of the issue were not used or to
be used for that governmental purpose.

The mere availability or preliminary earmarking of fundsfor a
governmental purpose, however, does not establish a nexusto cause
the amounts to be replacement proceeds.

If an issuer sets aside moneys to be used to pay debt service on the
bonds on a particular date, such amounts are considered replacement
proceeds of the bonds.

Replacement proceeds include, but are not limited to, sinking funds
and pledged funds and other replacement proceeds described in
81.148-1(c)(4) to the extent that those funds or amounts are held by or
derived from a substantial beneficiary of the issue.

Sinking Fund Regulations § 1.148-2(c)(2) provides that a sinking fund includes a
debt service fund, redemption fund, reserve fund, replacement fund, or
any similar fund, to the extent reasonably expected to be used directly
or indirectly to pay debt service on the bonds.

Example 1 City X has certain bonds outstanding. City X sells some real property
and the city council decidesto set aside the proceeds of the sale of the
real property to pay the debt service on the bonds. The proceeds of
the sale of the real property are considered replacement proceeds and
investments of such moneys must comply with 8§ 148. (See also Rev.
Rul. 79-134, 1979-1 C.B. 76; Rev. Rul. 80-13, 1980-1 C.B. 27.)

Continued on next page
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Proceeds, continued

Pledged Funds

Example 2

Example 3

A pledged fund is any amount that is directly or indirectly pledged to
pay the principal of or interest on the bonds. A pledge by the issuer
must provide reasonable assurance that such moneys will be available
to pay the debt service on the bonds even if the issuer has financial
difficulties. A party other than the issuer or conduit borrower may
provide a pledge to secure the debt service on the bonds. A pledge to
aguarantor of bondsisan indirect pledge to secure payment of
principal or interest on the issue. (See Regulations § 1.148-1(c)(3)(i).)

County X, apolitical subdivision of State Y will sell $50 million
principal amount of bonds to finance the construction of afacility.
State Y has surplus funds in the amount of $50 million which it will
invest in treasury notes and pledge not to dispose of the notes while
the bonds are outstanding. However, State Y does not reasonably
expect to use the notes to pay debt service on the bonds. Because the
notes are pledged as security for the bonds, the notesform a
replacement fund for the bonds. (See Rev. Rul. 78-348, 1978-2 CB
95))

State A issued $1 million principal amount of bonds and lent the
proceeds to Corporation B. Corporation B owns afederally insured
mortgage note to be pledged as collateral for the bonds. The note has
amaterially higher yield than the yield on the bonds. Thereis
reasonabl e assurance that the collateral will be available to pay debt
service on the bonds. Accordingly, pledge of the mortgage note
creates replacement proceeds. (See Rev. Rul. 78-348, 1978-2 C.B.
95))

Continued on next page
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Proceeds, continued

Example 4 City Z issues $10 million principal amount of bonds and loans the
proceeds to Corporation X to construct afacility. Corporation X
enters into an agreement with Bank A, which will provide a letter of
credit as security for the bonds. Corporation transferred $3 million to
Bank A which Bank A sets aside in a separate account, which can
only be used to pay any draws on the letter of credit. The $3 million
in the specia account isapledged fund. (See also PLR 8844042.)

Negative Pledge Under Regulations § 1.148-1(c)(3)(ii), a negative pledgeis holding
certain amounts pursuant to an agreement that such amounts will be
maintained at a certain level for the benefit of the bondholders or a
guarantor of the bonds. (See also PLR 8841027.) An amount is hot
treated as pledged however if -

e Theissuer or asubstantial beneficiary may grant rightsin the
funds to a party that are superior to the rights of the
bondholders or guarantor; OR

e The amounts do not exceed the reasonable needs for which
they are maintained, the required level istested no more
frequently than every 6 months, AND the amounts may be
spent without any substantial restrictions, other than the
requirement to replenish the amounts by the next testing date.

Continued on next page
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Proceeds, continued

Other Replacement proceeds may arise if on the issue date, the issuer
Replacement reasonably expects that:
Proceeds

e thebondswill be outstanding longer than reasonably necessary
for the governmental purpose of the issue; AND

o therewill be*available anounts’ during the time that the
bonds are outstanding longer than necessary

Available amounts are defined in 8§ 1.148-6(d)(3)(iii).

A determination whether the issue will be outstanding longer than
necessary is made under Regulations § 1.148-10.

The replacement proceeds are created at the beginning of each fiscal
year in an amount equal to the available amounts.

Safe Harbor Regulations 8§ 1.148-1(c)(4)(B) includes safe harbor against creation
of other replacement proceeds for the portions (if any) of an issue:

e used to finance restricted working capital;
e used to finance or refinance capital projects; OR

e thatisarefunding issue

Continued on next page
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Proceeds, continued

Disposition
Proceeds

Subsequent
Intentional Acts

Although thisterm is not used under § 148 or the regulations
thereunder, the private activity bond rules dictate that disposition
proceeds must also be analyzed under the arbitrage and rebate rules.

e Disposition proceeds are any amounts (including property such
as an agreement to provide services) derived from the sale,
exchange or other disposition of property (other than
investments) financed with the proceeds of the issue.

e Regulations § 1.141-12(a)(4) provides that disposition
proceeds must be treated as gross proceeds for purposes of 8§
148.

An agent examining a transaction where disposition proceeds may
have resulted should analyze the transaction not only under 88 141
and the regulations thereunder, but also under 8§ 148 and regulations
thereunder.

Section 148(a) aso provides that a bond will be treated as an arbitrage
bond if the issuer intentionally uses any portion of the proceeds of the
issue to acquire higher yielding investments, or to replace funds which
are used directly or indirectly to acquire higher yielding investments.

Accordingly, an issuer’ s reasonabl e expectations may not be sufficient
to preserve the tax-exempt status of the bonds, if the issuer
intentionally acts contrary to its expectations.
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Acquiring Higher Yielding Investments

General

A simple
comparison

Complicated
deter mination

The computations applied to determine if abond is an “arbitrage bond” under
§ 148(a) involve measuring whether any proceeds of the related bond issue
were used to acquire higher yielding investments (or to replace funds which
were used directly or indirectly to acquire higher yielding investments).

In other words, the process evaluates whether bond proceeds were invested at
ayield in excess of the yield on the bonds.

In theory, whether bond proceeds were used to acquire higher yielding
investmentsis a simple matter of comparing the yield on the bonds to the
yield on the investments that were acquired with the proceeds.

In practice, afew factors complicate the determination of whether bond
proceeds were used to acquire higher yielding investments in a manner that
does not comply with § 148(a):

e Various exceptions that permit the acquisition of higher yielding
investmentsin certain circumstances

e The computations require access to and processing of substantial
amounts of investment and payment data

e Evauation of the reasonableness of the issuer’s expectations at the
time of issuance
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Reasonable Expectations and Intentional Acts

General

1993
Regulations—
Certification
Required

What are
“Reasonable
Expectations’ ?

Under § 148(a), arbitrage determinations are made based on the reasonable
expectations of the issuer at the time of issuance of the bond. Unintentional
post-issuance events that result in arbitrage earnings do not cause a bond to be
an arbitrage bond (however, failure to pay rebate of arbitrage earnings caused
by such events in accordance with arbitrage rebate rules may result in
arbitrage bonds). Additionally intentional post-issuance actions that result in
arbitrage earnings may result in arbitrage bonds.

Example: Qualification for temporary period exceptions to yield restriction
(during which issuers can use bond proceeds to acquire higher yielding
investments) based on expected timing of construction expenditures are based
on reasonabl e expectations, and not on the actual timing of the expenditures.

Exception: Qualification for exceptions to arbitrage rebate requirements are
generally based on the timing of the actual expenditure and not on the issuer’s
reasonabl e expectation at the time of issuance.

The 1993 regulations provide that an officer of the issuer responsible for
issuing the bonds must in good faith certify the issuer’ s expectations as of the
issue date. These certifications are generally included in the “tax certificate”
or “arbitrage certificate” included in the bond transcript.

Under the regulations, the required certification is evidence of theissuer’s
expectations but does not establish any conclusions of law or any
presumptions regarding either the issuer’ s actual expectations or their
reasonableness.

Regulations § 1.148-1(b) provides that an issuer’ s expectations or actions are
reasonable only if a prudent person in the same circumstances as the issuer
would have those same expectations or take those same actions, based on all
the objective facts and circumstances.

Continued on next page
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Reasonable Expectations and Intentional Acts, Continued

Subsequent
Intentional Acts

Section 148(a) also provides that a bond will be treated as an arbitrage bond if
the issuer intentionally uses any portion of the proceeds of the issue to acquire
higher yielding investments, or to replace funds which are used directly or
indirectly to acquire higher yielding investments.

Accordingly, an issuer’ s reasonabl e expectations may not be sufficient to
preserve the tax-exempt status of the bonds, if the issuer intentionally acts
contrary to its expectations.
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Temporary Periods

General Section 148(a) provides that use of bond proceeds to acquire higher yielding
investments results in the bonds being arbitrage bonds. However, such
investment of proceeds during atemporary period does not cause the bonds to
be arbitrage bonds.

The length of the temporary period depends upon the purpose for which the
bonds areissued. Temporary periods apply to both the proceeds and
replacement proceeds of an issue. Temporary periods are discussed in
section 6.
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Yield Reduction Payments

General In certain circumstances, an issuer may be able to invest bond proceedsin
higher yielding investments in the absence of an applicable temporary period
exception and avoid having the bonds be arbitrage bonds by making ayield
reduction payment. Yield reduction payments are discussed in section 9.
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Minor Portion

General Bonds will not be treated as arbitrage bonds if an amount which isthe lesser
of:

e $100,000 or
e 5 percent of the proceeds of theissue
isinvested at ayield which is materially higher than the yield on the bonds.

(See § 148(e) and Regulations § 1.148-2(g).)
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Section 3

Bond Yield

Overview

Purpose The purpose of this section is to enable the student to define economic return,
issue price, and fixed and variable yield.

Contents This section contains the following topics:

Topic See Page

Overview 27
Introduction & Basic Concepts 28
Fixed Yield Issues 31
Variable Yield Issues 36
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Introduction & Basic Concepts

General

Yield—
Concept

As discussed in the prior section, determining whether impermissible
arbitrage has been earned on bond proceeds requires comparison of the yield
on the bonds and the yield on the investments purchased with bond proceeds
to determine if the proceeds have been used to acquire higher yielding
investments.

Bond yield is akey component of this comparison and, thus, cal culating bond
yield is a core concept of this lesson.

For purposes of determining bond yield, there are two types of bond issues:
fixed yield issues and variable yield issues. Under Regulations § 1.148-1(b),
(i) fixed yield issue means any issue if each bond that is a part of theissueisa
fixed yield bond and (ii) variable yield issue means any issue that is not a
fixed yield issue.

Bond yield principles are similar for each type of issue, but calculation
mechanics for variable yield issues reflect the need (not applicable to fixed
yield issues) to measure variable yield at specific time intervalsin order to
meet yield restriction and rebate requirements.

Note: Generaly, thislesson focuses on basic yield calculations. Certain
advanced concepts are presented in Phase || of TEB Basic Training.

In the financial context, yield on an investment is the economic return to the
investor.

Yield on an investment differs from the interest rate of the investment,
although there is arelationship between interest rates and yield. In general,
interest rates are used to calculate the amount of interest that is payable to an
investor for an investment with a stated principal amount. On the other hand,
calculation of yield requires measuring the amount that the investor paid for
the investment and the timing and amount of actual principal and interest
payments (note interest payment amounts are based on interest rates; thisis
the relationship between yield and interest rates) received by the investor.
Thus, in addition to the interest rate, the return (or yield) to the investor
depends upon the purchase price paid by the investor, the term of the
investment, and the payment dates for principal and interest.

Continued on next page
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Introduction & Basic Concepts, Continued

Bond Yield—
General
Definition

I ssue Price—
Definition

Generally, as provided in Regulations § 1.148-4(b)(1)(i), for fixed yield
issues, bond yield is the discount rate that, when used in computing the
present value as of the issue date of all unconditionally payable payments of
principal, interest, and fees for qualified guarantees on the issue and amounts
reasonably expected to be paid as fees for qualified guarantees on the issue,
produces an amount equal to the present value, using the same discount rate,
of the aggregate issue price of the bonds of the issue as of the issue date.

In other words, yield is the discount rate that produces a present value equal
to the issue price of all payments on the bonds when discounting such
payments to the issue date.

In practice, this definition is adapted with adjustments and special rules
applicable to characteristics of particular bonds, and also for variable yield
iSsues.

For purposes of bond yield calculations in the arbitrage context, Regulations §
1.148-1(b) definesissue price as follows:

| ssue price means, except as otherwise provided, issue price as defined in 88
1273 and 1274. Generally, theissue price of bonds that are publicly offered is
thefirst price at which a substantial amount of the bonds is sold to the public.
Ten percent is a substantial amount. The issue price of bonds that are not
substantially identical is determined separately.

The issue price of bonds for which abonafide public offering ismadeis
determined on the sale date based on reasonabl e expectations regarding the
initial public offering price.

Continued on next page
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Introduction & Basic Concepts, Continued

Compounding
Intervals

Financial
Conventions

Yield is computed under the economic accrual method using any consistently
applied compounding interval of not more than one year.

A short first compounding interval and a short last compounding interval may
be used.

Reasonable, standard financial conventions may be used, such as the 30 days
per month/360 days per year convention, as long as they are consistently
applied.

Yield is expressed as an annual percentage rate that is calculated to at least
four decimal places.

Regulations § 1.148-4(a).
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Fixed Yield Issues

Fixed Yied
Bond

Fixed Yield
I'ssue

Computation

According to Regulations § 1.148-1(b), afixed yield bond is any bond whose
yield isfixed and determinable on the date of issuance of the bond.

According to Regulations § 1.148-1(b), afixed yield issue is any issue if each
bond that is part of that issueis afixed yield bond.

Therefore, if the yield on any bond of the bond issue is not fixed on itsissue
date, then the issue is not afixed yield issue.

Yield on abond issueis calculated in accordance with Regulations § 1.148-4.

Regulations 8§ 1.148-4(b) provides that yield on afixed yield issueisthe
discount rate that results in the aggregate present value, as of the issue date, of
all unconditionally payable payments over the life of the issue equaling the
present value of the issue price as of that date.

Yield on afixed yield issue is computed on the issue date and, except for
certain specific circumstances discussed in Regulations 88 1.148-4(b)(4) and
1.148-4(h), is not affected by subsequent events.

Continued on next page
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Fixed Yield Issues, Continued

Unconditional

Payments

Note

Example 5

Regulations 8§ 1.148-4(b) provides that in computing yield on afixed yield
issue, the unconditional payments may include:

e theprincipa payments (including call premiums on early retired
bonds);

e theinterest payments,

e theamounts paid, or expected to be paid, for aqualified guarantee;
and

e the amount paid, or expected to be paid, for aqualified hedging
transaction

Thislesson provides an introduction into yield calculations and does not deal
with qualified guarantees and qualified hedging transactions. Such concepts
are discussed in TEB Basic Training Phase || Advanced Topicsin Arbitrage.

On January 1, 1994, City A issues an issue consisting of four identical fixed
yield bonds. Thetotal stated principal amount of the bonds is $20,000,000.
The stated final maturity date of each bond is January 1, 2004. No bond is
subject to redemption prior to maturity. Interest is payable on January 1 of
each year at arate of 6.0000% per annum on the outstanding principal
amount. The aggregate issue price of the bonds is $20,060,000.

To compute the yield, each unconditional payments (in this case principal and
interest) is treated as made on the date such payment is scheduled to be made.
Theyield isthe discount rate at which the aggregate of the present value of
each of these payments equal s the issue price of the issue ($20,060,000).

Continued on next page
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Fixed Yield Issues, Continued

Example 5
(continued)

Bonds Subj ect
to Mandatory
or Contingent
Early
Redemption

DATE PRINCIPAL INTEREST PV (5.8731%)
1/1/1995 $1,200,000 $1,132,510
1/1/1996 1,200,000 1,068,818
1/1/1997 1,200,000 1,008,704
1/1/1998 1,200,000 951,973
1/1/1999 1,200,000 898,433
1/1/2000 1,200,000 847,903
1/1/2001 1,200,000 800,216
1/1/2002 1,200,000 755,210
1/1/2003 1,200,000 712,736
1/1/2004 | $20,000,000 1,200,000 11,883,498

20,060,000

The discount rate (compounded semiannually) at which the aggregate of the
present value of al principal and interest payments equals the issue priceis
5.8731%. Theyield on the bond issueistherefore 5.8731%.

According to Regulations § 1.148-4(b)(2), if afixed yield issueis subject to
mandatory or expected contingent early redemption, the yield is computed by
assuming that the bonds will be redeemed on their reasonably expected early
redemption date. In addition, it is assumed that the bonds will be redeemed at
their value on the redemption date. Reasonable expectations are determined
on the date of issue.

Continued on next page
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Fixed Yield Issues, Continued

Example 6 The facts are the same as in Example 5, except the bonds are subject to
mandatory sinking fund redemption on January 1 of each year, beginning
January 1, 2001. The bonds are redeemed at par plus accrued interest.

In computing the yield, the bonds are shown as redeemed in accordance with
the mandatory redemption schedule.

DATE PRINCIPAL INTEREST PV (5.8678%)
1/1/1995 $1,200,000 $1,132,569
1/1/1996 1,200,000 1,068,926
1/1/1997 1,200,000 1,008,860
1/1/1998 1,200,000 952,169
1/1/1999 1,200,000 898,664
1/1/2000 1,200,000 848,166
1/1/2001 $5,000,000 1,200,000 4,135,942
1/1/2002 5,000,000 900,000 3,714,650
1/1/2003 5,000,000 600,000 3,327,647
1/1/2004 5,000,000 300,000 2,972,407

$20,060,000

Theyield on the above issue of bonds is 5.8678% because that is the discount
rate (compounded semiannually) at which the aggregate present values of the
unconditional payments of principal and interest equals the issue price.

Continued on next page
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Fixed Yield Issues, Continued

Note

The above examples present computations of yield on basic fixed yield issues.
If afixed yield issue has any of the following characteristics, the computation
of yield is more complicated and material discussed in TEB Basic Training
Phase |1 will apply:

e substantially identical “deep-discount” bonds subject to mandatory
early redemption (Regulations 8§ 1.148-4(b)(2)(ii));

e issueswhich are subject to optional early redemption with a lower
“yield-to-call” (call within 5 years of the issue date, premium bonds,
and stepped coupon bonds) (Regulations § 1.148-4(b)(3));

e certain transfer rights attached to the bond (Regulations § 1.148-
4(b)(4)); or

e aqualified guarantee or qualified hedge
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Variable Yield Issues

General

Computation
Period

Computation
Date

Example 7

A variableyield issue is any bond issue that is not a fixed yield issue.

If the yield on any bond in theissueis not fixed and determinable on the date
of issue, the bond issueisavariable yield issue.

Theyield on avariable yield issue is computed separately for each
computation period.

The computation period may be selected by the issuer and is the period
between the computation dates.

Regulations 8§ 1.148-3(e)(1) provides that an issuer may treat as computation
dates:

e thelast day of any bond year ending on or before the first required
rebate payment date; and

e thereafter, the end of each bond year or the end of each fifth bond year

Once selected, the issuer may not change the computation dates after the first
required rebate payment.

The computation date is each date on which the rebate amount for an issueis
computed.

Theissue date for avariable yield issue is January 1, 1993. The issuer wants
to determine yield on the bonds on January 1, 1994, when construction of the
project isfinished. The first computation period would be from January 1,
1993, the date of issue, to January 1, 1994, the first computation date. If the
issuer decides to compute yield each bond year, the next computation period
is between from January 1, 1994 to January 1, 1995.

Continued on next page
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Variable Yield Issues, continued

Computation of Theyield on avariable yield issue is computed separately for each
Yield computation period.

According to Regulations § 1.148-4(c)(1), the yield for each computation
period is the discount rate that, when used in computing the present value as
of first day of the computation period of all the payments of principal and
interest and fees for qualified guarantees that are attributable to the
computation period, produces an amount equal to the present value, using the
same discount rate, of the aggregate issue price (or deemed issue price) of the
bonds of the issue as of the first day of the computation period.

Payments Under Regulations § 1.148-4(c)(2), paymentsincluded in the yield
Generally computations are the following:

Included in the

Yield o any amounts actualy paid for principal of the bond during the

Computation computation period;

e any amounts paid during the computation period for

(i) interest accruing on the bond during such period, and

(i) interest accruing during the prior period that was included in the
deemed issue price of the bond as accrued unpaid interest at the start
of the current computation period; and

e any amounts properly allocable to fees for a qualified guarantee of the
bond for the period

e any amounts properly allocable to a qualified hedge for the period

Actual According to Regulations 8§ 1.148-4(c)(2)(ii), if abond is actually redeemed

Redemption during a computation period, an amount equal to the greater of its value on
the redemption date or the actual redemption price isincluded as a payment
on the actual redemption date.

Continued on next page
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Variable Yield Issues, continued

Bonds
Outstanding

Deemed | ssue
Price

Example 8

According to Regulations § 1.148-4(c)(2)(iii), if abond is outstanding at the
end of acomputation period, a payment equal to the bond’ s value istaken into
account on the last day of the period. Generally, for avariable rate bond
remarketed at par, the value is par plus accrued interest, according to
Regulations § 1.148-4(¢e)(1).

According to Regulations 8§ 1.148-4(c)(2)(iv), abond outstanding at the end
of acomputation period istreated asif it were reissued on the next day for a
deemed issue price at avalue equal to its value on the day before.

On January 1, 1994, City issues variable yield bonds in the principal amount
of $1,000,000 at par (i.e., with an issue price of $1,000,000). The stated
maturity date of the bondsis January 1, 2000. Actual principal and interest
payments on the bonds prior to January 1, 1999 are set forth in the table
below. From June 1, 1998 to January 1, 1999, $30,000 interest accrues on the
bonds. On June 1, 1999, the issuer pays $65,000 in interest. On January 1,
2000, principal in the amount of $1,000,000 and interest in the amount of
$38,000 is paid and the bonds are no longer outstanding.

First Computation Period. Theissuer computes rebate on January 1, 1999
(timing of required rebate payments is discussed on another section of this
lesson). The computation period for such computation date is from January 1,
1994 to January 1, 1999.

Theissuer should include the following payments in the yield computation:

e Theinterest actually paid on June 1, 1994, 1995, 1996, 1997, and
1998.

e Because the issue is outstanding on January 1, 1999, the computation
date, it istreated as redeemed on that date for purposes of calculating
yield. The amount included on January 1, 1999, isitsvalue
(%$1,000,000 plus accrued and unpaid interest of $30,000).

Continued on next page

Arbitrage and Rebate
5-38



Variable Yield Issues, continued

Example 8
(continued)

DATE PRINCIPAL INTEREST PV (5.44142%)
6/1/1994 30,000 29,336,36
6/1/1995 55,000 50,972.00
6/1/1996 57,000 50,064.26
6/1/1997 56,000 46,614.93
6/1/1998 45,000 35,500.42
1/1/1999 $1,000,000 30,000 787,512.03

1,000,000

Theyield on the issue during the first computation period is the discount rate
at which the aggregate of the present value as of January 1, 1994 of all
payments made during this period ($30,000, $55,000, $57,000, $56,000,
$45,000 and $1,030,000) equals the present value of the issue price of the
issue ($1,000,000) on January 1, 1994. The bond yield for the first
computation date is 5.44142%.

Second Computation Period. The bonds are treated as reissued on

January 1, 1999 with a deemed issue price of $1,030,000. The
payments included in the yield computation for this period include:

e Interest paid during the computation period ($65,000 on June 1, 1999
and $38,000 on January 1, 2000)

e Redemption price of the bonds on January 1, 2000 ($1,000,000)
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Variable Yield Issues, continued

Example 8 Theyield on the issue during the second computation period is the
(continued) discount rate at which the aggregate of the present value as of January
1, 1999 of all payments made during this period ($65,000, $38,000,
and $1,000,000) equals the present value of the deemed issue price of
the issue ($1,030,000) on January 1, 1999. The bond yield for the
second computation date is 7.22364%.
DATE PRINCIPAL INTEREST PV (7.22364%)
1/1/1999
6/1/1999 65,000 63,106.24
1/1/2000 $1,000,000 38,000 966,893.76
1,030,000.00
Note This lesson includes yield computations for a basic variable yield bond issue

and does not address fees for qualified guarantees or qualified hedges. For a
discussion of these concepts see TEB Basic Training Phase 1.
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Overview

Pur pose

General Rule

Section 4

Investment Yield and Investment Classes

This section explains the general rules for calculating yield on investments of
bond proceeds and defines the different investment classes (purpose
investments, nonpurpose investments, and program investments).

Regulations 8§ 1.148-5(b)(1) providesthat yield on investments is cal cul ated
in the same manner as the yield on bonds.

Generally, this means that the yield on an investment allocated to an issueis
computed under the economic accrual method, using the same compounding
interval and financial conventions used to compute the yield on the issue.

Thus, the yield on an investment allocated to an issue is the discount rate that,
when used in computing the present value of the date the investment isfirst
allocated to the issue of all unconditionally payable receipts from the
investment, produces an amount equal to the present value of all
unconditionally payable payments for the investment.

Payments include amounts to be actually or constructively paid to acquire the
investment, and receipts means amounts to be actually or constructively
received from the investment, such as earnings and return of principal.

Theyield on avariable rate investment is determined in a manner comparable
to the determination of the yield on avariable rate issue.

Continued on next page
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Overview, Continued

Class of
I nvestments

Purpose
I nvestment

Nonpurpose
I nvestment

Program
Investments

Valuation of
I nvestment

Note

Regulations 8§ 1.148-5(b)(2) provides that for purposes of yield restriction
rules, yield is computed separately for each class of investments. Each of the
following is a separate class of investments:

e Each category of yield restricted purpose investments and program
investments that is subject to a different definition of materially higher
under Regulations § 1.148-2(d)(2);

e Yield restricted nonpurpose investments; and

e All other nonpurpose investments

A purpose investment is an investment that is acquired to carry out the
governmental purposes of the bond issue.

Example: Acquisition of aresidential rental facility by a housing authority is
a purpose investment.

A nonpurpose investment is any investment property that is not considered a
purpose investment.

Program investments generally represent one or more loans to a substantial
number of persons representing the general public, States or political
subdivisions, 501(c)(3) organizations, or persons who provide housing and
related facilities. A program investment is a purpose investment defined in
Regulations § 1.148-1(b) and includes qualified student loans, mortgage
loans, loans to 501(c)(3) organizations, and loans to persons who provide
housing.

When calculating yield on the investments, the investments must be valued in
accordance with Regulations § 1.148-5(d).

This section does not address the valuation or computation of yield on
investments. For adescription of yield on investments, see TEB Basic
Training Phase .
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Section 5

Yield Restriction Rules

Overview

Purpose This section explains basic yield restriction rules.

Contents This section contains the following topics:

Topic See Page

Overview 43
Higher Yielding Investments 44
Investment Property 45
Materially Higher Yield 48

General Section 148(a) prohibits use of bond proceeds to acquire “higher yielding

investments.”

The policy behind the prohibition isto prevent municipal issuers from issuing
tax-exempt debt bearing lower interest rates than taxable debt, and then
investing the proceeds in taxable securities having a higher investment return.

In order to determine whether the investment of proceeds will result in the
bond being an arbitrage bond, the agent must determine the “ proceeds’ of the
bond and determine the “yield” on the bonds and the investments.

e Section 2 in thislesson contains a summary description of “proceeds’
and another lesson in TEB Basic Training Phase | provides detailed
explanation of “Proceeds & Allocations.”

e Section 3in thislesson and TEB Basic Training Phase |1 present the
computation of yield on fixed yield issues and variable yield issues.

e Section 4 inthislesson and TEB Basic Training Phase |1 present
computation of yield on investments.
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Higher Yielding Investments

Definition

If the investment property acquired with the proceeds of the bond issue
produces ayield which is“materially higher” than the yield on the bond issue,
then the proceeds of the bond issue are used to acquire higher yielding
investments.

To determine whether the bond is an arbitrage bond, there must first be a
determination of whether investment property is acquired with the proceeds
of the bond. If investment property is acquired with bond proceeds, then
there must be a determination of whether the investment property produces a
yield which is materially higher than the yield on the bonds.

Acquisition of investment property with proceeds of abond, in and of itself,
does not result in the bond being an arbitrage bond. A bond is an arbitrage
bond only if the yield on the acquired investment property is materially higher
than the yield on the bond.
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Investment Property

Definition Section 148(b)(2) provides that investment property generally includes:
e any security,
e any obligation,
e any annuity contract, or
e any investment-type property
e For bondsthat are not private activity bonds, any residential rental
property for family units which is not located in the jurisdiction of the

issuer and which is not acquired to implement a court ordered or
approved housing desegregation plan

Continued on next page
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Investment Property, Continued

Tax Exempt Section 148(b)(3)(A) provides that although any security is investment

Bonds property under § 148(b)(2), tax-exempt bonds are generally not treated
as investment property. However, for purposes of bonds, other than
private activity bonds defined in 8§ 57(a)(5)(C), investment property
includes specified private activity bonds defined in § 57(a)(5)(C).

Private activity bonds defined in 8 57(a)(5)(C) are bonds, the interest
income on which is subject to aternative minimum tax (“AMT

bonds”).
Investment Property?
Bond Investments Acquired
Issue AMT Non-AMT
AMT no no
Non-AMT yes no

Accordingly, if proceeds of bonds that are not subject to the
alternative minimum tax (“non-AMT bonds”) are used to acquire
AMT bonds, then the proceeds are used to acquire investment
property. If proceeds of AMT bonds are used to acquire either AMT
or non-AMT bonds, those investments are not considered investment

property.

Continued on next page

Arbitrage and Rebate
5-46



Investment Property, Continued

I nvestment- Investment-type property may include any property that is held principally as
TypeProperty  apassive vehicle for the production of income.

For this purpose, production of income includes any benefit based on the time
value of money, including a benefit from making a prepayment.

Certain prepayments that do not give rise to investment-type property are
described in Regulations § 1.148-1(e).

Example 9 City Y issues bonds for its governmental purposes and uses a portion of the
bonds to prepay its electronic equipment maintenance contract for the next
two years. Prepayment on substantially the same terms is made by persons
similarly situated to City Y, which persons have not issued tax-exempt bonds.
This prepayment is not an acquisition of investment-type property.
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Materially Higher Yield

General Rule

Exceptionsto
General Rule

According to Regulations § 1.148-2(d)(2)(i), if an investment purchased with
proceeds of tax-exempt bonds produces ayield which exceeds one-eighth of
one percent above the bond yield, the yield on the investment is materially

higher than the yield on the bonds.

This genera rule applies for both purpose investments and nonpurpose

investments.

Regulations § 1.148-2(d)(2) provides exceptions to the genera rule for certain

investments listed bel ow:

TYPE OF INVESTMENT

MEANING OF MATERIALLY
HIGHER

Refunding Escrow

one-thousandth of one percent

Replacement Proceeds

one-thousandth of one percent

Program Investments, other than
student loans

one and one-half percent

Qualified Student Loans that are
program investments

two percent

Qualified Mortgage L oans

one and one-eighth of one percent

Tax-exempt Obligations that are

NOT considered investment property

thereisno yield limitation
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Overview

Pur pose

General Rule

Reasonable
Expectations

Contents

Section 6

Temporary Periods

This section identifies temporary periods during which the use of bond
proceeds to acquire higher yielding investments will not cause the bonds to be
arbitrage bonds.

Section 148(a) provides that use of bond proceeds to acquire higher yielding
investments results in the bonds being arbitrage bonds. However, such
investment of proceeds during an initial temporary period does not cause the
bonds to be arbitrage bonds. (See aso Regulations § 1.148-2(a).)

According to Regulations 8§ 1.148-2(e), the length of the temporary period
depends upon the purpose for which the bonds are issued. Temporary periods
apply to both the proceeds and replacement proceeds of an issue.

Qualification for temporary period exceptions to yield restriction is generally
based on the issuer’ s reasonabl e expectations regarding the expected timing
of expenditures and not on the actual timing of expenditures.

This section contains the following topics:

Topic See Page
Overview 49
Capital Projects 50
Restricted Working Capital Expenditures 52
Pooled Financings 54
Temporary Period for Other Proceeds 56
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Capital Projects

General Rule

Reasonable
Expectations

Expenditure
Test

Time Test

According to Regulations 8 1.148-2(e)(2)(i), the net sale proceeds and
investment proceeds of an issue reasonably expected to be allocated to capital
projects may beinvested at an unrestricted yield for a 3-year temporary
period.

The 3-year temporary period begins on the date of issuance of the bonds.

The 3-year temporary period only appliesif, on the date of issuance, the
issuer reasonably expects to meet the:

e expenditure test,
e timetest, and
e duediligencetest

These tests are applied separately to each conduit loan financed by the issue.

According to Regulations 8 1.148-2(e)(2)(i)(A), the expenditure test is met if
at least 85 percent of the net sale proceeds of the issue are allocated to
expenditures on the capital project by the end of the 3-year temporary period.

According to Regulations 8 1.148-2(e)(2)(i)(B), the time test is met if the
issuer incurs a substantial binding obligation to athird party to expend at least
5 percent of the net sale proceeds on the capital project within 6 months of the
date of issuance of the bonds.

A construction contract with ageneral contractor or a developer of the project
or a purchase contract with the seller of the facility stating that the
expenditure of proceeds will occur within six monthsis sufficient for this test.

Continued on next page
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Capital Projects, continued

Due Diligence
Test

Net Sale
Proceeds

5-year
Temporary
Period

Certification

Mortgage
Revenue
Bonds

According to Regulations § 1.148-2(e)(2)(i)(C), the due diligence test is met if
the completion of the project and allocation of net proceeds to expenditures
proceed with due diligence.

Under Regulations § 1.148-1(b), net sale proceeds means sale proceeds less
the portion of sale proceeds attributable to a reasonably required reserve or
replacement fund and minor portion.

The 3-year temporary period may be extended to 5 yearsin certain
circumstances. In such case, the issuer and alicensed architect or engineer
must certify that a period longer than 3 yearsis necessary to complete the
capital project.

An officer of the issuer must certify the reasonabl e expectations of the issuer.
The certification must state the facts and estimates that form the basis of the
expectations.

Any intentional actions by the issuer or conduit borrower which are contrary
to the reasonabl e expectations stated in the certification may result in the bond
being subject to the yield restriction requirements. (See 8§ 148(a) and
Regulations 88 1.148-2(b)(2) and (c).)

Qualified mortgage revenue bonds and qualified veterans' mortgage bonds
can qualify for the 3-year temporary period under the general rule provided in
Regulations § 1.148-2(e)(2)(i).
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Restricted Working Capital Expenditures

Definition

General Rule

Exception for
TRANS

Working capital expenditures are subject to the rulein Regulations § 1.148-
6(d)(3)(i). Proceeds of an issue may only be allocated to working capital
expenditures to the extent that such working capital expenditures exceed other
amounts available to the issuer or conduit borrower as of the date of the
allocation (“ proceeds-spent-last rule”).

According to Regulations 8§ 1.148-2(e)(3)(i), proceeds of abond issue that are
expected to be used for restricted working capital expenditures within 13
months of the date of issuance, may be invested without regard to yield
restriction during those 13 months.

According to Regulations 8§ 1.148-2(e)(3)(ii), the 13-month temporary period
for restricted working capital expenditures may be extended for tax and
revenue anticipation notes (“ TRANS") if:

e The TRANSs are expected to be paid from tax revenues for asingle
fiscal year; and

e The TRANswill mature by the earlier of two years after the issue date
or sixty days after the last date the tax payments are due

For TRANS meeting the above requirements, the temporary period is
extended to the maturity date of the issue.

Continued on next page
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Restricted Working Capital Expenditures, Continued

Reasonable
Expectations

Just asin any other bond issue, the reasonabl e expectations of the issuer as of
the issue date are important to determine whether the bond issue qualifies for
the 13-month or the extended temporary period.

The expectations of the issuer must be based upon allocations made in
accordance with the proceeds-spent-last rule.

The issuer must therefore expect that after spending all other amounts
available to it for such expenditures, it will be able to spend proceeds of
bonds or TRANSs within the applicable temporary period.
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Pooled Financings

Definition

General Rule

Exception for
Construction
Financing

Temporary
Period After
Proceeds

L oaned

Section 149(f)(6)(A) provides that a pooled financing is any bond issue the
proceeds of which are reasonably expected, at the time of issuance, to be used
to make loans to two or more unrelated borrowers.

See TEB Basic Training Phase |11 for additional description of pooled
financings.

Section 148(c)(2)(A) provides a 6-month temporary period while the
proceeds are held by theissuer. Therefore, if the proceeds of a pooled
financing issue are loaned to two or more borrowers for a qualified purpose,
the proceeds may be invested by the issuer for up to 6 months without regard
toyield limitation. (See aso Regulations § 1.148-2(e)(4)(i).)

If any portion of the proceeds of the pooled financing are used to make or
finance loans for construction expenditures, the temporary period, while the
proceeds are held by the issuer isincreased to 2 years.

(See § 148(c)(2)(C) and Regulations § 1.148-2(e)(4)(iii).)

According to Regulations § 1.148-2(e)(4)(i), the 6-month rule and the 2-year
rule described above, only apply to the bond proceeds invested by the issuer
prior to making loans. After the proceeds are |oaned to a borrower, the
temporary period depends upon the expected use of bond proceeds (such as,
capital project, working capital expenditures, etc.)

Any otherwise available temporary period for proceeds held by aborrower is
reduced by the period of time during which the proceeds were held by the
issuer, before being loaned.

Continued on next page
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Pooled Financings, Continued

Example 10

Loan
Repayments

Construction
Issue

M ortgage
Revenue
Bonds

Authority X issues a bond issue which properly qualifies as a pooled
financing. The temporary period for such financing would be 3 years under
Regulations 8 1.148-2(e). The proceeds are loaned to Conduit Borrower A,
Conduit Borrower B, and Conduit Borrower C, within 3 months, 5 months,
and 6 months, respectively, of the date of issuance of the bonds. Conduit
Borrower A has an additional temporary period of 33 months, Conduit
Borrower B has an additional temporary period of 31 months, and Conduit
Borrower C has an additional temporary period of 30 months after the date
such conduit borrower receives the proceeds of the bonds.

Proceeds received by the issuer as repayment of |oans from the conduit
borrowers may be used to make new loans. Such proceeds of repayments
may be invested without regard to yield limitation for 3 months from the date
of the repayments. (See 8§ 148(c)(2)(B) and Regulations § 1.148-

2(e)(4)(i1)(A).)

According to Regulations § 1.148-2(e)(4)(ii)(B), bond proceeds loaned to a
conduit borrower qualify for the otherwise applicable temporary period less
the time the proceeds were held by the issuer prior to making the new loan.

Under § 148(c)(2)(C), a pooled financing which is reasonably expected to be
used to make or finance loans for construction expenditures has a temporary
period of 2 years at the pool level.

(See also Regulations § 1.148-2(€)(4)(iii).)

Section 148(c)(2)(D) provides that although qualified mortgage revenue
bonds and qualified veterans' mortgage revenue bonds are pooled financings,
the 6-month temporary period does not apply to them.

Qualified mortgage revenue bonds and qualified veterans' mortgage bonds
qualify for the 3-year temporary period under the general rule provided in
Regulations 8§ 1.148-2(e)(2)(i).
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Temporary Period for Other Proceeds

Replacement
Proceeds

Bona Fide Debt
Service Fund

I nvestment
Proceeds

Other Amounts

According to Regulations § 1.148-2(e)(5)(i), replacement proceeds qualify for
a 30-day temporary period from the date the proceeds are first treated as
replacement proceeds.

According to Regulations § 1.148-2(e)(5)(ii), amounts in a bona fide debt
service fund qualify for a 13-month temporary period. If only a portion of the
fund qualifies as a bona fide debt service fund, then such portion qualifies for
the 13-month temporary period.

According to Regulations 8 1.148-2(e)(6), investment proceeds qualify for a
1-year temporary period from date of receipt.

According to Regulations § 1.148-2(e)(7), gross proceeds not otherwise
qualifying for a special temporary period exception under § 148(c) or
Regulations 8§ 1.148-2(e), qualify for a 30-day temporary period from date of
receipt.

Arbitrage and Rebate
5-56



Section 7

Reasonably Required Reserve or Replacement Funds

Overview

Pur pose

General Rule

Definition

This section explains qualification requirements for a reasonably required
reserve or replacement fund.

Amounts held in areasonably required reserve or replacement fund may be
invested without regard to yield limitation.

(See § 148(d)(1) and Regulations § 1.148-2(F)(2)(i).)

According to Regulations 8 1.148-2(f)(2)(ii), areserve fund is a reasonably
required reserve or replacement fund if it does not exceed the least of:

e 10 percent of the stated principal amount of the issue;
e Maximum annual debt service on the issue; or
e 125 percent of the average annual debt service on the issue

A reserve or replacement fund may be funded with moneys other than sale
proceeds of the bond issue. Therefore, to determine whether the bond issue
meets the yield restriction requirements, a determination must be made as to
which funds constitute a reserve fund. Only the portion of the fund meeting
the requirements stated above qualifies as a reasonably required reserve or
replacement fund.

Special rules apply for bondsissued for more than a de minimis amount of
discount or premium.

Continued on next page
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Overview, Continued

Limitation on
Use of Sale
Proceeds

Example 11

Example 12

If sale proceedsin excess of 10 percent of the stated principal amount of the
bond issue are used to fund a reserve or replacement fund, the bond issue
consists of arbitrage bonds.

For the bonds to be arbitrage bonds, it is not necessary that the proceeds of
the bonds in such areserve fund be invested in higher yielding investments.

(See § 148(d)(2) and Regulations § 1.148-2(f)(1)).

Special rules apply for bondsissued for more than a de minimis amount of
discount or premium.

County A issues $10 million stated principal amount of bonds at par. It
deposits $1 million of the sale proceedsinto areserve fund. County A has
never issued bonds before and does not have a good credit rating. The
bondholders require that County A deposit an additional $250,000 of its own
moneys into the reserve fund. There are no other reserve funds established by
County A as security for the bonds.

Maximum annual debt service on the bonds and 125 percent of the average
annual debt service on the bonds both exceed $1m. Under the “least of” test
described above, the maximum reasonably required reserve or replacement
fund is $1 million ($10m stated principal amount x 10%). This amount may
be invested without regard to yield limitation. County A may also deposit
$250,000 of its own money in the reserve fund, however, such amount is not
part of the reasonably required reserve or replacement fund and is subject to
yield restriction.

Facts are the same as Example 11, except instead of using $1,000,000 of sale
proceeds and $250,000 of its own moneys to fund the reserve, County A used
$1,250,000 of sale proceeds to establish areserve fund. Because County A
used more than 10 percent of the stated principal amount of the bonds to
establish areserve fund, the bonds are arbitrage bonds. It does not matter
whether County A invests any of this amount in investments which have a
yield above the bond yield.
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Section 8

Waivers Permitted

General Rule Temporary Periods

On or before the issue date, an issuer may elect to waive the right to invest in
higher yielding investments during any temporary period or as part of a
reasonably required reserve fund.

Minor Portion

At any time, an issuer may waive the right to invest in higher yielding
investments as part of aminor portion.

(See Regulations § 1.148-2(h).)
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Overview

General Rule

Rebate/Yield
Reduction
Payments

Section 9

Coordination with Rebate Rules

As stated in this lesson, bonds are arbitrage bonds if on the date of issuance
the issuer reasonably expects to invest the proceeds in higher yielding
investments.

However, during the temporary period the issuer or conduit borrower may
invest proceeds in higher yielding investments.

Although any arbitrage earnings received by the issuer during the temporary
period may not result in the bonds being arbitrage bonds, the issuer is
generally not permitted to retain such arbitrage earnings.

Whether an issuer can retain the arbitrage earnings or whether it must rebate
such earnings to the United States must be determined in each case. Therules
regarding rebate are discussed in section 10.

Generally, after any applicable temporary period, bond proceeds must be
yield restricted. Yield restriction can be achieved in two ways.

e |nvestment of proceedsin securities that do not exceed the permitted
yield; or

e Investment of proceeds above the permitted yield and making yield
reduction payments. (Note that under Regulations § 1.148-5(c)(3),
yield reduction payments may be made only for certain types
proceeds.)

Rebate and yield reduction payments are both recognized by the other. In
other words, payment of rebate may be included in computing the yield on
investments and vice versa. In many cases, making arebate payment will
also satisfy yield restriction requirements. It is possible, however, that a
rebate payment will not fully satisfy yield restriction or even that no rebate
payment at al is due, but ayield reduction payment isrequired. This concept
is covered morefully in TEB Basic Training Phase 1.
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Overview, Continued

Summary

The rebate rules have the same basic purpose asyield restriction. Any
arbitrage that is earned must be paid over to the United States unless an
exception applies. There are two types of exceptions. the small issuer
exception and the spending exceptions.

If none of the exceptions applies, then the amount of rebate due must be
computed, which is a multi-step process.
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Overview

Rebatein
General

Section 10

Rebate Concepts & Historical Perspective

The rebate rules have the same basic purpose asyield restriction. They are
designed to remove incentives for the issuance of arbitrage motivated bonds.

In general, the rebate rules require that arbitrage profits earned from investing
proceeds of an issue in nonpurpose investments must be paid to the United
States as rebate unless a specific exception to the rebate requirement applies
to theissue. Otherwise, the bonds will be arbitrage bonds.

Small issuer or spending exceptions may apply to exclude certain arbitrage
profits from the rebate requirement. For example, an issuer that places certain
proceeds of an issue in a project or construction fund may not be required to
rebate arbitrage earned on the proceeds if the proceeds are expended in a
timely fashion (as defined in the spending exceptions) on the project financed
by the issue.

The payment of rebate is a requirement that must be met for interest on bonds
to be excludable from gross income.
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Historical Perspective

General

Code
Changes—
§ 148(f)

Example 14

Rebate
Regulations

The first rebate requirements, enacted in 1980 and in 1984, applied only to
mortgage revenue bonds and industrial development bonds. Major changes,
however, were made in the Tax Reform Act of 1986. The 1986 Act contained
avariety of restrictions on tax-exempt bonds, including tougher arbitrage
rules under new § 148.

Section § 148(f) extended the rebate rulesto all categories of tax-exempt
bonds.

Instead of the “reasonable expectation” standard, § 148(f) looks to actual
investment of bond proceeds (i.e. what really happens, not just what the issuer
predicts will happen).

The exceptions in the 1969 Act that permit unrestricted yield under certain
conditions are generally retained by the 1986 Act, but investment earnings
received are subject to the rebate rules of 8 148(f).

An issuer can fund areasonably required reserve or replacement fund (“4-R
Fund”) that does not have to be yield restricted. The fund can earn arbitrage
without causing the related bonds to be arbitrage bonds. The issuer, however,
cannot keep the arbitrage earnings. They must be rebated unless an exception
for rebate applies, or else the bonds will be arbitrage bonds.

The first rebate regul ations were issued in January 1985 as Regulations §
1.103-15AT. These regulations applied arebate requirement to certain types
of industrial development bonds under former § 103(c)(6)(D) and are now of
limited significance.
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Historical Perspective, Continued

1989
Temporary
Regulations

1991
Amendments

Temporary regulations under § 148 were issued in May 1989. These
regulations (which appeared at Regulations 88 1.148-0T through 1.148-9T)
focused on the new rebate requirement under 8 148(f). For the most part, the
1979 arbitrage regulations continued to be effective and provided the rules for
yield restriction. 1n some respects, however, the May 1989 regul ations
superseded the 1979 regulations.

The May 1989 regulations were strenuoudly criticized by State and local
governments who viewed the regulations as:

e too complex,

e poorly organized,

e lacking guidance on fundamental issues, and

e overly detailed in their treatment of some obscure abusive transactions

Another criticism was that no real attempt was made to mesh the 1979
arbitrage regulations with the new rebate rules. This made the two sets of
regulations somewhat difficult to read together. For example, the May 1989
regulations use certain newly defined terms that are not the same as the
comparable terms under the 1979 regulations.

In response to these criticisms, simplifying amendments were issued in May
1991. Thisregulation (referred to asthe “1991 bullet regulation”) was a
“quick fix” of the worst problems with the May 1989 rebate regul ations and
was not a complete rewrite.

Continued on next page
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Historical Perspective, Continued

1992 Proposed
Regulations

In January 1992, proposed regulations were issued on rebate accounting rules,
rebate spending exceptions and refunding rules. The accounting rules and the
spending exceptions rules were new. The refunding rules significantly
changed the rules under the May 1989 regulations.

In May 1992, the proposed regulations were finalized, along with the rest of
the May 1989 temporary regulations, with some changes.

In November 1992, new proposed regulations were issued under § 148.
These regulations were a compl ete rewrite and reorgani zation of the 1979
arbitrage regulations and the May 1992 rebate regulations.
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Historical Perspective, Continued

1993 Final
Regulations

2007 Proposed
Regulations

The 1992 proposed regulations were finalized in June 1993.

The new regulations mesh the yield restriction and rebate rules, and are
simpler and better organized than the old regulations.

The regulations achieve simplification in part by relying heavily on general
anti-abuse rules.

The regulations have been changed and revised, in part, by temporary and
final regulationsissued in 1994 and 1997.

In 2007, proposed regulations making a number of discrete changesto the
existing regulations were published (REG-106143-07, September 26, 2007).
Certain more substantive changes, which are discussed in further detail in the
preamble to the proposed regulations and which are fully set forth in the
proposed regulations, include:

e Hedges based on taxable interest rates. The proposed regulations make
revisions to accommodate certain hedges in which floating payments
under the hedge are based on a taxable interest rate and to clarify that
bonds covered by such a hedge are ineligible for treatment as fixed yield
bonds under the specia hedging rulein 81.148-4(h)(4).

e Joint Bond Yield Authority. The proposed regulations remove the
provision in the Existing Regulations that permits the IRS Commissioner
to authorize a single yield computation on multiple bond issues.

e Electronic GIC Bidding. The proposed regulations revise the bidding safe
harbor for establishing the fair market value of guaranteed investment
contracts (GI Cs) to accommaodate €l ectronic bidding.

o Refunds of Overpayments of Rebate. The proposed regulations clarify that
the amount that an issuer is entitled to receive under arebate refund claim
isthe excess of the total amount actually paid over the rebate amount.
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Overview

General Rule

Example 14

Section 11

General Arbitrage Rebate Rules

Section 148(f) requires that certain earnings on nonpurpose investments
allocable to the gross proceeds of an issue be paid to the United States to
prevent the bonds in the issue from being arbitrage bonds.

Regulations 8§ 1.148-3(a) provides that the arbitrage that must be rebated is
based on the difference between the amount actually earned on nonpurpose
investments and the amount that would have been earned if those investments
had ayield equal to the yield on the issue.

Regulations § 1.148-3(b) provides that as of any date, the rebate amount for
an issueis the excess of the future value, as of that date, of al receiptson
nonpurpose investments over the future value, as of that date, of all payments
0N NONPUrpose investments.

If an issue of bonds has ayield of 8 percent, and the proceeds of theissue are
invested at ayield of 10 percent, the issuer must pay the 2 percent investment
earnings, plus any additional earnings from investing that 2 percent, to the
United States in order for the bonds to not be arbitrage bonds.

Continued on next page
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Overview, Continued

Application of  Compliance with the rebate rules can be analyzed through a series of steps as
Rebate Rules  |isted in the table below.

Action

Determine compliance with small issuer exception.

|dentify gross proceeds of the issue.

| dentify the funds in which gross proceeds of the issue are held.

Identify gross proceeds of the issue not qualifying for an
exception.

Determine computation and payment dates.

Calculate yield on the issue.

|dentify the nonpurpose investments to which gross proceeds are
allocated.

Create a schedule of the cash flows of the nonpurpose investments
(payments for and recei pts from nonpurpose investments).

© (o) ~N|o (o1 -hwl\)l—‘_sgf

Future value the cash flows using the yield of the issue.

10 | Determine the sum of the future values of all the payments and the
future value of all the receipts to determine the total rebate
amount.

11 | Confirm timely payment.

Exceptionsto There are two major types of exceptions to rebate:
Rebate

e small issuer exception
e gspending exceptions

In addition, the Code and the regulations provide certain additional
exceptions to ssimplify computations.

Section 12 discusses the small issuer exception. Section 13 explains the
spending exceptions. Section 14 discusses the bona fide debt service fund
exception.
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Section 12

Small Issuer Exception

Qualifications

Step One- The first step in determining compliance with the rebate requirementsisto
Small I'ssuer determine whether an issue qualifies for the small issuer exception.
Exception

General Rule Under 8§ 148(f)(4)(D), governmental bonds issued by a governmental unit that
does not expect to issue more than $5 million of governmental bondsin that
calendar year are excepted from the rebate requirements, but not yield
restriction rules.

To Qualify In order to qualify for the small issuer exception:

the issuer must be a governmental unit with general taxing powers,
e no part of the issue can be a private activity bond;

e 95 percent or more of net proceeds are to be used for local
governmental activities of the issuer or of governmental units located
within the issuer’ s boundaries; and

e theissuer must either -

o reasonably expect, as of the issue date, that the aggregate face
amount of all tax-exempt bonds (other than private activity bonds)
issued by it during that calendar year will not exceed $5 million

OR

o actually issue tax-exempt bonds (other than private activity bonds)
during that calendar year the aggregate face amount of which does
not exceed $5 million

Continued on next page
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Qualifications, Continued

Size Limit The $5 million size limit applies to the sum of the following:
e Theissueto which the small issue exception applies,
e Previousissues of governmental bonds in the same calendar year;

e [ssuesof governmental bonds reasonably expected to be issued or
actually issued in the same calendar year; and

e |ssuesby related entities that are subject to aggregation

Aggregation Regulations § 1.148-8(c)(2) sets forth the following aggregation rules for
Rules purposes of applying the $5 million size limitation:

e Anissuer and al entities (other than political subdivisions) that issue
bonds on behalf of that issuer are treated as one issuer.

e Any bondsissued by an entity that is directly or indirectly controlled
by the issuer (a“subordinate entity”) is generally treated as issued by
theissuer. Thereis, however, an exception in certain instancesin
which specific allocations of the bonds are made by the issuer.

e Anentity formed or availed of to avoid the $5 million size limitation
and all entities that would benefit from the avoidance are treated as
one issuer

Continued on next page
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Qualifications, Continued

Special Rules

for Refundings

Current
Refunding

Special Limits
for School
Construction
Bonds

Under § 148(f)(4)(D)(v), any portion of an issue issued to refund other bonds
must also meet certain requirements with respect to length of maturity:

the face amount of the refunding issue is no greater than $5M
¢ the refunded bonds met the small issuer exception

e the average maturity date of the refunding bonds is not later than the
average maturity date of the bonds to be refunded by the issue; and

e no refunding bond has a maturity date which is later than 30 years
after the date the original bond was issued

Under 8§ 148(f)(4)(D)(iii), a current refunding is not taken into account
in determining the amount of bonds issued in the calendar year to the
extent that the amount of the refunding bonds does not exceed the
outstanding amount of the refunded bonds.

The Taxpayer Relief Act of 1997 increased the $5 million limitation
up to an additional $5 million for bonds issued to finance construction
of public school facilities. Thisincreased limit appliesto bonds issued
on or after January 1, 1998.

The Economic Growth and Tax Relief Reconciliation Act of 2001
increased the $5 million limitation up to an additional $10 million for
bonds issued to finance construction of public school facilities. This
increased limit applies to bonds issued on or after January 1, 2002.

For purposes of this exception, “construction” includes reconstruction
and rehabilitation. (8 148(f)(4)(c)(iv))

Continued on next page
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Qualifications, Continued

Example 15

Example 16

Example 17

Yield

Restriction
Rules Still
Applicable

On March 1, 2002, School District issues $12 million of bondsto construct a
new high school. On August 1, 2002, School District issues $3 million of
bonds to purchase school busses and computers. Both issues will qualify for
the small issuer exception.

The facts are the same as Example 16, however $4 million of bonds are
issued for busses and computers. Neither issue qualifies for small issuer
exception.

In February 2002, School District issues $4 million of bonds to construct
additions for an elementary school. School District may issue up to $5
million more in bonds in 2002 for non-public school construction items for
both issues to qualify for the small issuer exception.

An issue meeting the small issuer exception is exempt from the rebate
requirement; however, the issueis still subject to the yield restriction rules.

An issue could meet the small issuer exception, but still be an arbitrage bond
if, for example, the reserve fund is not properly sized or yield reduction
payments are not made on a post-temporary period construction fund.

Continued on next page
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Section 13
Spending Exceptions

Overview

Introduction Spending exceptions may apply to except from the rebate requirement
arbitrage earned on certain proceeds of an issue if the issuer spends the
proceeds in accordance with prescribed 6-month, 18-month, or 2-year
schedules. The spending exceptions sometimes apply only to a portion of an
issue. For example, the spending exceptions generally don’t apply to
amounts held in areasonably required reserve or replacement fund. Even if
investment earnings on some proceeds are excepted from rebate, rebate may
till be due on investment earnings on other proceeds. Thus, in the process of
determining compliance with the rebate requirement, steps one and two
shown below must be taken prior to applying the spending exceptions.

Contents This section contains the following topics:
Topic See Page
Overview 73
Six-Month Exception 75
18-Month Exception 77
Two-Y ear Construction Exception 80
Step Two - Gross proceeds of an issue must be determined. Gross proceeds include any
Identify Gross  sales proceeds, investment proceeds, transferred proceeds, and replacement
Proceeds proceeds of the issue. These terms are defined in Regulations 88 1.148-1(b)

and (c) and 1.148-9.

Step Three- The funds in which proceeds of an issue are held must be identified (e.g.
Identify Funds  project fund, reserve fund, debt service fund).

Continued on next page
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Overview, Continued

Step Four -
Identify Gross
Proceeds Not
Excepted

Upon completing these steps, it must then be determined whether any gross
proceeds of an issue are not excepted under the spending exception rules of
Regulations 8 1.148-7 or any other exception (e.g., bona fide debt service
fund exception).

Therules of Regulations 8§ 1.148-6(d) for allocating gross proceeds to
expenditures are pertinent when applying the spending exceptions rules.
Regulations 8 1.148-6(d)(1)(ii) provides that an allocation of gross proceeds
to an expenditure must involve a current outlay of cash for a governmental
purpose of the issue.

When, in addition to bond proceeds, funds from other sources are being spent
on aproject, an issuer may have to determine which amounts are spent first
for the project. Notein particular the rulesin Regulations § 1.148-6(d)(3)
that generally provide that, for working capital expenditures, bond proceeds
aretreated as being spent |ast.
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Six-Month Exception

General Rule Section 148(f)(4)(B) provides that an issue meets the rebate requirementsiif:

e The gross proceeds (as the term is modified for purposes of this
exception) of the issue are allocated to expenditures for the
governmental purposes of the issue within the 6-month period
beginning on the issue date; and

e Therebate requirement is met for amounts not required to be spent
within the 6-month spending period (excluding earnings on a bona
fide debt service fund).

Amounts Not For purposes of the six-month exception:
Considered

Gross Proceeds e Among other amounts, “gross proceeds’ does not include:
o Amountsin abona fide debt service fund;
o Amountsin areasonably required reserve or replacement fund; or

o Gross proceeds that arise after the 6-month period and that were
not reasonably anticipated on the date of issuance. (See
Regulations § 1.148-7(c)(3).)

e Therebate requirement must be met for (1) amounts in areasonably
required reserve or replacement fund, and (2) unanticipated gross
proceeds arising after the six-month period, but not for earnings on a
bonafide debt service fund. Thisisthe case regardless of the fact that
all of the gross proceeds of the issue (as defined for purposes of this
exception) are spent within the initial six-month period.

Applicability The exception appliesto all types of bond issues (i.e., governmental, private
activity, new money, and refunding).

Continued on next page
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Six-Month Exception, Continued

Refundings

Extension of
Time Period

No DeMinimis
Exception

The only spending exception applicable to arefunding issue is the 6-month
exception. For purposes of applying the 6-month exception to arefunding,
proceeds of the prior issue do not become transferred proceeds of the
refunding issue and need not be spent for the refunding issue to meet the 6-
month exception. However, those proceeds are subject to rebate as
transferred proceeds of the refunding issue, unless the prior proceeds also met
an exception to rebate. Regulations § 1.148-7(b)(1).

Section 148(f)(4)(B)(ii) provides that, for governmental bonds (except tax and
revenue anticipation notes) and qualified 501(c)(3) bonds, the 6-month time
period is extended to one year for an amount of gross proceeds that does not
exceed 5 percent of the proceeds.

Prior to enactment of the Taxpayer Relief Act of 1997, this extension applied
to the lessor of 5 percent of the proceeds or $100,000.

There is no de minimis exception (i.e. must spend all gross proceeds within
required time period).
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18-Month Exception

General Rule Regulations 8§ 1.148-7(d) provides that an issue meets the rebate requirement

if:

The gross proceeds (as the term is modified for purposes of this
exception) of the issue are allocated to expenditures for a
governmental purpose of the issue in accordance with the following
schedule measured from the issue date:

o Atleast 15 percent within 6 months (the 1st spending period)
o Atleast 60 percent within 12 months (the 2nd spending period)
o 100 percent within 18 months (the 3rd spending period);

The rebate requirement is met for amounts not required to be spent
within the 18-month spending period (excluding earnings on a bona
fide debt service fund); and

All the gross proceeds (as the term is modified for purposes of this
exception) qualify for the 3-year temporary period with respect to
bonds for capital projects. This means that the issue must reasonably
expect to meet the expenditure test, the time test, and the due diligence
test of the capital projects temporary period.

Amounts Not For purposes of the 18-month exception, among other amounts, “gross
Considered proceeds’ does not include:

Gross Proceeds

Amounts in a bona fide debt service fund;
Amounts in areasonably required reserve or replacement fund; or

Gross proceeds that arise after the 18-month period and that were not
reasonably anticipated on the date of issuance (e.g., insurance or
lawsuit recoveries). (See Regulations 88 1.148-7(c)(3) and 1.148-

7(d)(3).)

These amounts are subject to the rebate requirement.

Continued on next page
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18-Month Exception, Continued

Investment
Earnings

Reasonable
Retainage

DeMinimis
Rule

For the first two spending periods, the amount of investment proceeds
included in computing gross proceeds is based on the issuer’ s reasonable
expectations as of the issue date. For the third and final spending period,
actual earnings are used to compute gross proceeds.

The 18-month time period is extended to 30 months (i.e., one additional year)
for reasonable retainage. “Reasonable retainage” means an amount not to
exceed 5 percent of net sale proceeds that is retained for reasonable business
purposes relating to the property financed (e.g., retention to ensure
compliance with a construction contract).

Regulations 8§ 1.148-7(b)(4) providesthat afailure to meet the requirements
of the last spending period does not cause the issue to fail the spending
exception if:
e the unspent proceeds do not exceed the lesser of:
o 3 percent of theissue price, or
o $250,000; and

o theissuer exercises due diligence to complete the project

Continued on next page
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18-Month Exception, Continued

Application to
Multipur pose
I ssues

No Retroactive
Effect

Under Regulations § 1.148-7(d)(4), the 18-month and 2-year exceptions may
not be combined in the sameissue. Only one of these exceptions may be used
for asingleissue. However, either the 18-month or 2-year exception may be
combined with the 6-month exception.

I ssuers cannot elect to apply the 18-month exception retroactively. It only
appliesto bondsissued on or after July 1, 1993.
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Two-Year Construction Exception

General Rule Section 148(f)(4)(C) provides that, in the case of a construction issue, the
rebate requirements shall not apply to the available construction proceeds of
such issue if the spending requirements are met in accordance with the
following schedule:

e 10 percent of the available construction proceeds of the issue are
allocated to expenditures for the governmental purposes of the issue
within the 6 months beginning on the date the bonds are issued (the 1%
spending period);

e 45 percent of such proceeds are allocated for such purposes within the
1-year period beginning on such date (the 2" spending period);

e 75 percent of such proceeds are allocated for such purposes within the
18-month period beginning on such date (the 3" spending period); and

e 100 percent of such proceeds are allocated for such purposes within
the 2-year period beginning on such date (the 4™ spending period).

Construction Anissueisa‘“construction issue’ if:
| ssue

e All of the bonds which are part of such issue are:
o governmental bonds,
o qualified 501(c)(3) bonds, or

o private activity bonds issued to finance property to be owned by a
governmental unit or a 501(c)(3) organization; and

e Theissuer reasonably expectsthat at least 75 percent of the available
construction proceeds of the construction issue will be used for
construction expenditures with respect to property which isto be
owned by a governmental unit or a 501(c)(3) organization.

Continued on next page
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Two-Year Construction Exception, Continued

Available
Construction
Proceeds

Construction
Expenditures

Reasonable
Retainage

Section 148(f)(4)(C)(vi) providesthat the term “available construction
proceeds’ generally means the amount equal to the issue price, plus certain
earnings, minus proceeds deposited in a reasonably required reserve or
replacement fund and proceeds used to finance issuance Costs.

Earnings on the reserve fund are generally included in available construction
proceeds until the earlier of the close of the two-year period or the date
construction is substantially completed. After that point, earnings on the
reserve fund are subject to rebate.

The issuer may, however, elect to exclude earnings on the reserve fund from
available construction proceeds altogether. If this election is made, the
reserve fund is subject to the rebate requirement from the date of issue.

Generaly, construction expenditures include capital expenditures allocable to
real property or constructed personal property, but not expenditures for
acquisition of interestsin land or other existing real property.

Turnkey contracts can qualify aslong as the property has not been built or
installed at the time the parties enter into the contract.

Constructed personal property means certain tangible personal property or
specially developed computer software.

See Regulations § 1.148-7(g).

The two-year time period is extended to three yearsiif al that remains as of
the fourth spending period is reasonabl e retainage.

Reasonabl e retainage means an amount not to exceed five percent of available
construction proceeds as of the end of the fourth spending period that is
retained for reasonable business purposes relating to the property financed
(e.0. retention to ensure compliance with a construction contract). Section
148(f)(4)(c)(iii).

Continued on next page
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Two-Year Construction Exception, Continued

De Minimis Regulations 8§ 1.148-7(b)(4) providesthat afailure to meet the requirements
Rule of the last spending period does not cause the issue to fail the spending
exception if:

¢ the unspent proceeds do not exceed the lesser of:
o 3 percent of theissue price, or
o $250,000; and

e theissuer exercises due diligence to complete the project

Bifurcation Regulations 8 1.148-7(j) provides that for purposes of applying this
exception, the issuer may elect to treat the issue as two separate issues, as
long as all construction expenditures are alocated to one of theissues (i.e., a
construction issue and a non-construction issue and certain conditions are
met).

Penalty in Lieu  Anissuer of aconstruction issue may elect on or before the issue date to pay a

of Rebate “penalty in lieu of rebate” under the 2-year exception. (See §
148(f)(4)(C)(vii).) The penalty amount is 1.5 percent of the amount by which
an issue fails to meet the spending requirement as of any spending period.
The penalty payment isin lieu of the obligation to pay the rebate amount on
available construction proceeds upon failure to satisfy the spending
reguirements.
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Section 14

Bona Fide Debt Service Fund Exception

Overview

Bona Fide Debt  Section 148(f)(4)(A)(ii) provides that investment earnings on a bona fide debt

Service service fund are excluded from rebate in certain cases.
Exception

Under Regulations § 1.148-1(b), a bona fide debt service fundis:

e used primarily to achieve a proper matching of revenues with debt
service payments within each bond year and

e depleted at least once each bond year except for a reasonably
carryover amount not to exceed the greater of (1) the earnings on the
fund for the immediately preceding bond year or (2) one-twelfth of the
principal and interest payments on the issue for the immediately
preceding bond year.

Under 8 148(f)(4)(A)(ii), investment earnings on a bona fide debt service
fund are exempt from the rebate requirement if the gross earnings on such
fund for the bond year are less than $100,000.

The $100,000 earnings limitation may be ignored:

e Forissuesafter July 1, 1993 with average annual debt servicethat is
not in excess of $2,500,000 (Regulations § 1.148-3(k)); and

e For fixed rate governmental issues with an average maturity of at least
5 years (8 148(f)(4)(A)(ii))

The 1997 Act provides that, in instances where the spending requirements of
the two-year spending exception are met with respect to the available
construction proceeds of a construction issue, earnings on a bona fide debt
service fund will be excluded from rebate.
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Overview

Introduction

Contents

Section 15

Computing the Amount of Rebate Due

If there are gross proceeds of an issue that do not qualify for an exception,
steps five through ten should be taken for purposes of calculating rebate. Step
eleven isthe actual payment of rebate due. This section discusses these final
steps, and includes examples of computing rebate.

This section contains the following topics:

Topic See Page
Overview 84
Computation and Payment Dates 85
Computing the Amount of Rebate Due 87
Payment of Rebate Due 91
Arbitrage and Rebate
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Computation and Payment Dates

General Rule

Step Five -
Computation
and Payment
Dates

Computation
Date and
Period Defined

Fixed Yied
I ssue

VariableYied
I ssue

If there are gross proceeds of an issue that do not qualify for an exception,
steps five through eleven should be taken for purposes of calculating and
paying rebate. The general rule for the calculation of rebate set forth in

§ 148(f)(2) and Regulations § 1.148-3 is that an issuer of bonds must pay to
the Federal government an amount equal to the amount earned on all
nonpurpose investments less the amount that would have been earned if the
nonpurpose investments were invested at arate equal to the yield on the
bonds.

According to Regulations 88 1.148-3(e)(1) and 1.148-3(f), in order to
calculate rebate, the computation and payment dates must first be determined.
The genera ruleisthat an issuer must compute rebate for successive 5-year
intervals from the date of issue.

Computation date means each date on which the rebate amount for anissueis
computed under Regulations § 1.148-3(e). Computation period means the
period between computation dates. The first computation period begins on
the issue date and ends on the first computation date. Each succeeding
computation period begins on the date immediately following the
computation date and ends on the next computation date. Regulations 8§
1.148-1(b).

Anissuer of afixed yield issue may treat any date as a computation date.
Regulations § 1.148-3(e)(1).

For avariable yield issue, an issuer may treat the last day of any bond year
ending on or before the latest date on which the first rebate amount is required
to be paid as a computation date but may not change that treatment after the
first payment date. After the first required payment date, an issuer must
consistently treat either the end of each bond year or the end of each fifth
bond year as computation dates and may not change these computation dates
after the first required payment date. Regulations § 1.148-3(e)(1).

Continued on next page
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Computation and Payment Dates, Continued

Final
Computation
Date

Rebate
Installment
Payment Date

The date that an issue is discharged is generally the final computation date.

For an issue retired within three years of the issue date, the final computation
date need not occur before the end of 8 months after the issue date or during
the period in which the issuer reasonably expects that any of the spending
exceptions will apply to the issue.

Each rebate payment must be paid no later than 60 days after the computation
date to which the payment relates. Regulations § 1.148-3(g).
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Computing the Amount of Rebate Due

Step Six -
Yield
Calculated

Step Seven -
Proceeds

Allocated to
Nonpurpose
I nvestments

Bond yield isthen determined. Yield is calculated the same way for rebate
purpose asit isfor yield restriction purposes. (See Regulations 8§ 1.148-4(a).)

See Section 3 of thislesson for adiscussion of calculating the bond yield.

Next, proceeds of the issue must be allocated to nonpurpose investments.

Regulations § 1.148-6(a)(1) provides that an issuer may use any reasonable,
consistently applied accounting method to account for gross proceeds,
investments, and expenditures.

Amounts are generally allocable to only oneissue at atime as gross proceeds.
(See Regulations § 1.148-6(b)(1).)

Amounts cease to be allocable to an issue as proceeds only when those
amounts:

e arealocated to an expenditure for a governmental purpose;
e arealocated to transferred proceeds of another issue; or

e ceaseto be dlocated to that issue at retirement of the issue or under
the universal cap rule of Regulations § 1.148-6(b)(2).

Amounts cease to be allocated to an issue as replacement proceeds only
when those amounts:

e areallocated to an expenditure for a governmental purpose;

e arenolonger used in amanner that causes those amounts to be
replacement proceeds of the issue; or

e ceaseto be dlocated to that issue at retirement of the issue or the
application of the universal cap rule

Regulations 8§ 1.148-6(c) provides that, upon purchase or sale of a nonpurpose
investment, gross proceeds of an issue are not allocated to a payment for that
nonpurpose investment in an amount greater than, or to a receipt from that
nonpurpose investment in an amount less than, the fair market value of the
nonpurpose investment as of the purchase or sale date.

Continued on next page
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Computing the Amount of Rebate Due, Continued

Step Eight - Next, a schedule of the cash flows of the nonpurpose investments must be
Cash Flow made. The cash flows are shown as either negative (for payments) or positive
Schedule (for receipts).

Created

Information Information regarding the payments for and receipts of nonpurpose

Sources investments are normally obtained from the issuer or their trustee. Generally,

not all the required information will be in the bond transcript, because the
bond transcript includes documents as of the issue date and investments are
typically made or repaid with investment earnings after such date.
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Computing the Amount of Rebate Due, Continued

Payments For purposes of creating a cash flow schedule, payments are:
e Amounts paid to acquire a nonpurpose investment;

e For anonpurpose investment that isfirst allocated to anissue on a
date after it is actually acquired or that becomes subject to the rebate
requirement on a date after it is actually acquired, the value of the
investment on that date;

e For anonpurpose investment that was allocated to an issue at the end
of the preceding computation period, the value of that investment at
the beginning of the computation period;

e Onthelast day of each bond year during which there are amounts
allocated to gross proceeds of an issue that are subject to the rebate
requirement, and on the final maturity date, a computation credit of
$1,000; and

e Yield reduction payments on nonpurpose investments

The size and number of the computation credits that should be included as
payments will depend, in part, on which set of regulations applies. For
instance, the 1993 regulations provide for a $1,000 computation credit as
described above while the 1992 regulations provide for a computation date
credit of $3,000 on each eligible computation date.

In 2007, proposed regulations provided for a cost-of-living adjustment to the
computation credit for calendar years after 2007. The proposed regulations
were published (REG-106143-07, September 26, 2007) and provide for
permissive earlier application of the cost-of-living adjustment.

Continued on next page
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Computing the Amount of Rebate Due, Continued

Receipts

Qualified
Administrative
Costs

Step Nine -
Future Value
Payments and
Receipts

Step Ten - Net
Payments and
Receipts

For purpose of creating a cash flow schedule, receipts are:

e Amounts actually or constructively received from a nonpurpose
investment, such as earnings and return of principal;

e For anonpurpose investment that ceases to be allocated to an issue
before its disposition or redemption date or that ceases to be subject to
the rebate requirement on a date earlier than its disposition or
redemption date, the value of that nonpurpose investment on that date;
and

e For anonpurpose investment that is held at the end of a computation
period, the value of that investment at the end of that period

Regulations 8§ 1.148-5(e) provides that qualified administrative costs are taken
into account in determining payments and receipts on nonpurpose
investments. Thus, qualified administrative costs increase the payments for,
or decrease the receipts from, the investments. As such, qualified
administrative costs decrease the yield on an investment and lower the rebate
amount.

Qualified administrative costs are reasonable, direct administrative costs,
other than carrying costs, such as separately stated brokerage or selling
commissions, but NOT legal and accounting fees, recordkeeping, custody,
and similar costs, and general overhead costs.

Next, the cash flow created in the previous step is future valued to the
computation date at the bond yield.

Future valuing provides for a mechanism which takes into account the time
value of money when comparing amounts paid or received at different times.

The future value of the payments and receipts are then netted against each
other, and the net amount is the required rebate amount.
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Payment of Rebate Due

Step Eleven - The last step requires the timely payment of rebate.

Timely

Payment Section 148(f)(3) requires that rebate be paid at least once every 5 years
during the life of the bonds. The regulations, however, provide issuers with
the flexibility to make earlier installment payments.

Each rebate payment must be paid no later than 60 days after the computation
date to which the payment relates. The last rebate payment is due no later
than 60 days after the last bond is redeemed. Any rebate payment paid within
the 60-day period may be treated as paid on the computation date to which it
relates.

Except for the final payment, the amount of each required installment
payment is at least 90 percent of the rebate amount as of that computation
date, taking into account the future value of previous rebate payments.

Anissuer isrequired to file Form 8038-T with its rebate payment.

An issuer that failsto pay rebate when required for areason other than willful
neglect may pay a penalty in lieu of loss of tax-exemption for interest on the
bonds.

Penalty for For governmental and 501(c)(3) bonds, the penalty is 50 percent of the rebate

Late Payments  gmount not paid when required to be paid, plusinterest on that amount. For
other issues the penalty is 100 percent of the rebate amount, plus interest.
Interest is computed at the underpayment rate under § 6621.

The penalty isautomatically waived if the rebate amount plus interest is paid
within 180 days of discovery of the failure unless:

e theissueisunder examination; or
e thefailureisdueto willful neglect

(See Regulations § 1.148-3(h).)

Continued on next page
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Payment of Rebate Due, Continued

Recovery of
Rebate
Over payment

Regulations 8 1.148-3(i) provides that an issuer may recover an overpayment
of rebate. Thereisan overpayment if the amount previously paid exceeds the
sum of the rebate amount of the issue as of the most recent computation date
plus any other amounts due (e.g. penalty in lieu of rebate) under § 148 as of
the date the claim is made.

General Limitation: An overpayment can only be recovered if the recovery
on the date it isfirst requested would not result in an additional rebate amount
if that date were treated as a computation date.

Deadline for the Filing of Claims to Recover Overpayments:. Revenue
Procedure 2008-37 requires the filing of claimsfor recovery of overpayments
of rebate to befiled no later than the date that is two years after the final
computation date with respect to the issue, or two years from July 1, 2008 for
an issue of bonds whose final computation date is on or before June 24, 2008.

Additional Limitation: Except for overpayments of penalty in lieu of rebate,
an overpayment of less than $5,000 may not be recovered before the final
computation date.

No interest is allowed on recoveries of an overpayment amount.
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Section 16

Examples of Computing Rebate

Fixed Yield Issue

Example 18 On January 1, 1994, City A issues $49,000,000 of fixed yield bonds and
invests all the sale proceeds. The bonds have ayield of 7% per annum (using
semiannual compounding) and mature January 1, 2004. City A receives
income from the investment of the bond proceeds and spends thisincome, as
well as the sale proceeds themselves, for the governmental purpose of the
issue according to the following schedule:

Date Amount
2/1/94 $ 3,000,000
5/1/94 5,000,000
1/1/95 5,000,000
9/1/95 20,000,000
3/1/96 22,000,000

The total expenditures equals $55,000,000. This represents $49,000,000 of
original proceeds plus $6,000,000 of investment proceeds. The significant
amount of earnings indicates a high yield on the investment of the sale
proceeds. The absence or presence of arbitrage profits is determined by the
rebate calculation.

City A selects abond year ending on January 1, so the first required
computation date is 5 years from the issue date, on January 1, 1999. The
rebate amount as of this date is computed by determining the future value of
the receipts and the payments for the investments, using the same
compounding interval used to compute the yield on the bond issue. The
future value of these amounts, plus computation credits, as of January 1,
1999, is shown on the table on the following page.

Continued on next page
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Fixed-Yield Issue, Continued

Example 18
(continued)
Date Receipts (Payments) FV (7%)
1/1/94 ($49,000,000) ($69,119,339)%
2/1/94 3,000,000 4,207,602°
5/1/94 5,000,000 6,893,079
1/1/95 5,000,000 6,584,045
1/1/95 (1,000) (1,317)¢
9/1/95 20,000,000 25,155,464
1/1/96 (1,000) (1,229)°
3/1/96 22,000,000 26,735,275
1/1/97 (1,000) (1,148)°
Rebate amount (1/1/99) $ 452,432

& Thisisthe same as the amount that would be received on 1/1/99 if the
proceeds from the sale of the bonds were invested at 7% per annum
(the yield on the bonds) from 1/1/94 to 1/1/99.

This amount (and the four following amounts) is what would be
received if investment receipts (which are composed of both
repayments of principal and interest from the investments) were
invested at 7% per annum (the yield on the issue), compounded
semiannually, from the date received through the date of the rebate
calculation.

Computation credit.

The amount of $69,119,339 is the future value of the $49,000,000 invested,
assuming ayield on the investments equal to the yield on the bonds. The
rebate determination involves measuring whether that amount, plus the future
value of the computation credits, is greater than or less than the future value
of receipts. If itisless, rebate isowed. Here, $69,119,339 plus $3,694 (the
future value of the computation credits) equals $69,123,033. The aggregate
future value of the receiptsis $69,575,465. $69,575,465 minus $69,123,033
equals the rebate amount of $452,432.

City A files Form 8038-T and pays 90 percent of the rebate amount
($407,189) to the United States within 60 days of January 1, 1999.

Continued on next page
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Fixed Yield Issue, Continued

Example 18
(continued)

On January 1, 2004, City A redeems all the bonds, and thus this date is the
final computation date. The future value of the receipts and payments as of
thisdateis:

Date Receipts (Payments) FV (7%)
1/1/99  $452,432 $ 638,200
1/1/04  (1,000) (1,000)
Rebate Amount (1/1/04) $637,200

As of this computation date, the future value of the payment made on January
1, 1999, is $574,380 and thus an additional rebate payment of $62,820 is due.
This payment reflects the future value of the 10 percent unpaid portion, and
thus would not be owed had the issuer paid the full rebate amount as of any
prior computation date.
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Variable Yield Issue

Example 19

On July 1, 1994, City B issues $30,000,000 of variable yield bonds and
invests all of the sale proceeds. Asof July 1, 1999, there are nonpurpose
investments allocated to the issue. Prior to July 1, 1999, City B receives
amounts from nonpurpose investments and immediately expends them for the
governmental purpose of the issue as follows:

Date Amount
08/01/94 $ 5,000,000
07/01/95 8,000,000
12/01/95 17,000,000
07/01/99 650,000

City B treats the last day of the fifth bond year (July 1, 1999) asa
computation date. Theyield on the variable yield issue during the first
computation period is 6% per annum (using semiannual compounding). The
value of the nonpurpose investments allocated to the issue as of July 1, 1999,
is$3,000,000. The rebate amount as of July 1, 1999, is computed by
determining the future value of the receipts and the payments for the
nonpurpose investments, using the same conventions used to compute the
yield on the bond issue. The future value of these amounts and of the
computation date credits as of July 1, 1999, is:

Date Recei pts (Payments) FV (6%)
07/01/94 ($30,000,000) ($40,317,491)
08/01/94 5,000,000 6,686,560
07/01/95 (1,000)* (1,267)
07/01/95 8,000,000 10,134,161
12/01/95 17,000,000 21,011,112
07/01/96 (1,000)* (1,194)
07/01/97 (1,000)* (1,126)
07/01/98 (1,000)* (1,061)
07/01/99 650,000 650,000
07/01/99 3,000,000 3,000,000
07/01/99 (1,000)* (1,000)

Rebate amount (7/01/1999) $1,158,694

* Payments include computation credits of $1,000. (See Regulations § 1.148-
3(A)(D)((iv)).

Continued on next page
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Variable Yield Issue, continued

Example 19 The future value of the initial $30,000,000 payment to acquire
(continued) nonpurpose investmentsis $40,317,491. $40,317,491 plus $5,648 (the
future value of the computation credits) equals $40,323,139. The
aggregate future value of the receiptsis $41,481,833. This amount
includes the value of the nonpurpose investments held at the end of
the computation period ($3,000,000). $41,481,833 minus
$40,323,139 equals the required rebate amount of $1,158,694.

City B pays 90 percent of the rebate amount ($1,042,825) to the
United States within 60 days of July 1, 1999.

On July 1, 2004, City B redeemsall of the bonds. Thus, the next
computation date is July 1, 2004. On July 30, 1999, City B choseto
compute rebate for periods following the first computation period by
treating the end of each fifth bond year as a computation date. The
yield during the second computation period is 5% per annum (using
semiannual compounding). The computation of the rebate amount as
of this date reflects the value of the nonpurpose investments allocated
to the issue at the end of the prior computation period. On July 1,
2004, City B sells those nonpurpose investments for $3,925,000 and
expends that amount for the governmental purpose of the issue.

Asof July 1, 2004, the future value of the rebate amount computed as
of July 1, 1999, and of all other payments and receiptsis:

Date Receipts (Payments) FV (5%)
07/01/99 $1,158,694 $1,483,226
07/01/99 (3,000,000) (3,840,254)
07/01/00 (1,000) (1,218)
07/01/01 (1,000) (1,160)
07/01/02 (1,000) (1,104)
07/01/03 (1,000) (1,051)
07/01/04 (2,000)* (1,000)
07/01/04 3,925,000 3,925,000

Rebate Amount (07/1/2004) $1,561,439

Continued on next page
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Variable Yield Issue, continued

Example 20
(continued)

Asof the July 1, 2004, the final computation date, the future value of the
payment made on July 1, 1999, is $1,334,904 and thus an additional rebate
payment of $226,535 is due.

* This payment includes computation credits of $1,000 for amounts
allocated to gross proceeds of an issue subject to rebate and $1,000 for the
final maturity. (See Regulations 8 1.148-3(d)(1)(iv).)
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Section 17

Yield Burning

Fair Market Value

Regulations
§1.148-6(c)

Gross proceeds of an issue can not be allocated to a payment for a nonpurpose
investment in an amount greater than, or to a receipt from that nonpurpose
investment in an amount less than, the fair market value of that nonpurpose
investment. (See Regulations § 1.148-6(c).)

Yield burning isaconcern in the arbitrage area. Issuers may lack incentive to
invest at the highest possible yield if investment profits above the bond yield
need to be paid over to the United States. Purchasing an investment for more
than it isworth can be away of transferring rebatable arbitrage profit to
someone el se.

This area should be looked at closely on examination to determineiif fair
market value was paid for investments.

The determination of the fair market value of investmentsis discussed in
greater depth in TEB Basic Training Phase |1 and Phase I11.
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Review of
L esson
Regarding
Arbitrage

Section 18

Summary of Lesson

Section 103(b)(2) provides that interest on abond is not excludable from
income for federal tax purposesif the bond is an arbitrage bond.

Section 148(a) provides that an arbitrage bond is any bond issued as part of an
issue any portion of the proceeds of which are reasonably expected (at the
time of the issuance of the bond) to be used directly or indirectly to acquire
higher yielding investments or to replace funds which were used to acquire
higher yielding investments.

Additionally, abond is an arbitrage bond if the issuer intentionally uses any
portion of the proceeds of the bonds as described above.

For purposes of § 148(a), “proceeds’ generally include sale proceeds,
investment proceeds, transferred proceeds, and replacement proceeds. In
addition, according to Regulations 8§ 1.141-12(a)(4) disposition proceeds must
be treated as gross proceeds for purposes of § 148(a).

Yield on abond issue is the economic return to the bondholders. A bond can
have afixed or avariable yield.

Yield on afixed yield issue is the discount rate that results in the aggregate
present value, as of the issue date, of al unconditionally payable payments
over the life of the issue equaling the present value of the issue price as of that
date.

Yield on avariable yield issue is computed separately for each computation
period. Theyield for each computation period is the discount rate at which
the present value, as of the first day of the computation period, of all
payments of principal and interest and qualified guarantees paid on the bond
issue during that computation period, equal s the present value of the issue
price, as of thefirst day of the computation period.

Yield on investmentsis calculated in the same manner as the yield on the
bonds. Theyield on the investments is determined separately on each class of
investments.

Continued on next page
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Summary of Lesson, Continued

Review of
L esson
Regarding
Rebate

If the investment property acquired with the proceeds of the bond issue
produces ayield which is“materially higher” than the yield on the issue, then
the proceeds of the issue are used to acquire higher yielding investments. The
definition of “materially higher” differs depending on the type of investment.

Section 148(c) and the accompanying regulations provide temporary periods
during which the bond proceeds may be invested without yield restriction.
The length of the temporary period generally depends upon the purpose for
which the bonds are issued.

Although the arbitrage rules permit some proceeds to be invested without
yield restriction, the issuer is generally not permitted to retain such arbitrage
earnings. In some cases, the issuer can retain the arbitrage earnings, whilein
others the earnings must be rebated to the United States.

Even if arbitrage can be earned under the yield restriction rules, it may be
subject to rebate to the United States.

Although some of the rebate rules are similar to the yield restriction rules, the
requirement to rebate arbitrage is separate from the requirement to restrict
yield.

The rebate rules concentrate on actual cash flows rather than expected cash
flows.

Before computing rebate, it must be determined whether any gross proceeds
of the issue are excepted under any of the exceptions.

Rebate is computed using the future value method under the regulations.
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