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REG 132483-03

RI' N 1545- BC40

Renedi al Actions for Tax-exenpt Bonds

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaki ng and notice of public
heari ng.

SUWARY: Thi s docunent contains proposed regul ati ons that
amend the final regulations that provide certain permtted
remedi al actions for tax-exenpt bonds issued by State and

| ocal governnents. This docunent also contains a notice of
public hearing on these proposed regul ati ons.

DATES: Witten or electronic comments nust be received by
October 14, 2003. Qutlines of topics to be discussed at the
public hearing schedul ed for Novenber 4, 2003, at 10 a.m
nmust be received by Cctober 14, 2003.

ADDRESSES: Send submi ssions to CC PA LPD: PR (REG 132483-03),
room 5207, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washington, DC 20044. Subm ssions may be hand
del i vered Monday through Friday between the hours of 8 a.m
and 4 p.m to CC PA LPD: PR (REG 132483-03), Courier’s Desk,

I nternal Revenue Service, 1111 Constitution Avenue, NW,



Washi ngton, DC. Alternatively, taxpayers may submit conments

el ectronically to the IRS Internet site at www.irs.gov/regs.

The public hearing will be held in the Auditorium Internal
Revenue Buil ding, 1111 Constitution Avenue, NW, Washi ngton,
DC.
FOR FURTHER | NFORVATI ON CONTACT: Concerning the regul ati ons,
Gary W Bornholdt, (202) 622-3980; concerning subm ssions of
comments, the hearing, and requests to be placed on the
buil di ng access list to attend the neeting, Sonya M Cruse,
(202) 622-4693 (not toll-free nunbers).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Section 103(a) of the Internal Revenue Code (Code)
provi des that, generally, interest on any State or |ocal bond
is not included in gross income. However, this exclusion
does not apply to any private activity bond that is not a
qual i fi ed bond.

A. Gover nnent al Bonds

Under section 141, a bond is a private activity bond if
the bond is issued as part of an issue that neets either
(1) the private business use test and the private security or
paynment test (the private business tests), or (2) the private

| oan financing test.



The private business use test is met if nore than 10
percent of the proceeds of an issue are to be used for any
private business use. Section 141(b)(6) defines private
busi ness use as use directly or indirectly in a trade or
busi ness that is carried on by any person other than a
governnental unit.

The private security or paynent test is net if the
paynent of the principal of, or the interest on, nore than 10
percent of the proceeds of an issue is directly or indirectly
(1) secured by an interest in property used or to be used for
a private business use, (2) secured by an interest in
paynments in respect of such property, or (3) to be derived
from paynents, whether or not to the issuer, in respect of
property, or borrowed noney, used or to be used for a private
busi ness use.

The private loan financing test is satisfied if nore
than the lesser of $5 mllion or 5 percent of the proceeds of
an issue are to be used to nake or finance |oans to persons
ot her than governnental units.

Under 81.141-2(d) of the Income Tax Regul ations, an
issue is an issue of private activity bonds if the issuer
reasonably expects, as of the issue date, that the issue wll
nmeet either the private business tests or the private |oan

financing test. Under 81.141-2(d), an issue is also an issue



of private activity bonds if the issuer takes a deliberate
action, subsequent to the issue date, that causes the
conditions of either the private business tests or the
private |l oan financing test to be net.

Section 1.141-12 sets forth certain remedi al actions
that prevent a deliberate action with respect to property
financed by an issue from causing that issue to neet the
private business use test or the private | oan financing test.
Specifically, if an issuer satisfies certain conditions, an
i ssuer may take one of the following three renedial actions
to cure a deliberate action. First, the issuer may redeem or
def ease the nonqualified bonds. However, a defeasance is not
a permtted renedial action if the period between the issue
date and the first call date of the bonds is nore than 10-1/2
years (the 10-1/2 year limtation). Second, if the
del i berate action is a disposition of the bond-financed
property for which the consideration is exclusively cash, and
certain other requirenments are net, the issuer nay use the
cash for an alternative qualifying use. Third, in certain
cases, the facility with respect to which the deliberate
action occurs may be used in an alternative qualifying manner
(for exanple, the facility nmay be used for a qualifying
pur pose by a nongovernnental person or used by a 501(c)(3)

organi zation rather than a governnental person). The second



and third types of renedial action may cause a deened

rei ssuance of the nonqualified bonds (that is, a deened

i ssuance of new bonds to refund the nonqualified bonds) for
certain purposes of the Code.

Section 1.141-12(j) provides that the percentage of
out st andi ng bonds that are nonqualified bonds equals the
hi ghest percentage of private business use in any 1l-year
period conmencing with the deliberate action. |In addition,
81.141-12(j) provides that the determ nation of the bonds of
an issue that are treated as the nonqualified bonds must be
made on a pro rata basis, except that, for purposes of the
remedi al action that involves the redenption or defeasance of
the nonqualified bonds, an issuer may treat bonds with | onger
maturities (determ ned on a bond-by-bond basis) as the
nonqual i fi ed bonds.

In general, 81.141-15 provides that 81.141-12 applies to
bonds issued on or after May 16, 1997, that are subject to
section 1301 of the Tax Reform Act of 1986. However, issuers
may apply the renedial action provisions in 81.141-12 to any
bonds to which 81.141-12 does not otherw se apply.

B. Qualified 501(c)(3) Bonds

Under section 141(e), a qualified 501(c)(3) bond issued
under section 145 may be a qualified bond. Section 145(a)

provides that, in general, a qualified 501(c)(3) bond is any



private activity bond i ssued as part of an issue if: (1) al
of the property that is to be provided by the net proceeds of
the issue is to be owned by a 501(c)(3) organization or a
governnmental unit; and (2) such bond would not be a private
activity bond if section 501(c)(3) organi zations were treated
as governnmental units with respect to their activities that
do not constitute unrelated trades or businesses, determ ned
by applying section 513(a). For this purpose, the private
busi ness tests are applied by using "5 percent"” instead of
"10 percent" each place it appears and "net proceeds" for
"proceeds" each place it appears. Section 1.145-2 provides,
in general, that 881.141-0 through 1.141-15 apply to section
145(a) .

C. Exenpt Facility Bonds

Under section 141(e), an exenpt facility bond issued
under section 142 may be a qualified bond. Under section
142(a), an exenpt facility bond is any bond issued as part of
an issue if 95 percent or nore of the net proceeds are to be
used to provide certain exenpt facilities.

Under 81.142-2, if less than 95 percent of the net
proceeds of an exenpt facility bond are actually used to
provi de an exenpt facility, and for no other purpose, the
issue will be treated as neeting the use of proceeds

requi rement of section 142(a) if the issue neets a reasonable



expectations test, and the issuer takes the renedial action
descri bed 81.142-2. The reasonabl e expectations test
requires that the issuer nust have reasonably expected on the
i ssue date of the bonds that at |east 95 percent of the net
proceeds of the issue would be used to provide an exenpt
facility and for no other purpose for the entire termof the
bonds (di sregarding any redenption provisions). The renedi al
action provided in 81.142-2 requires that the issuer redeem
or defease the nonqualified bonds of the issue. However, a
def easance is not a permtted renedial action if it does not
satisfy the 10-1/2 year limtation on defeasances.

For purposes of 81.142-2, the nonqualified bonds are a
portion of the outstanding bonds in an anount that, if the
remai ni ng bonds were i ssued on the date on which the failure
to properly use the proceeds occurs, at |east 95 percent of
the net proceeds of the remaining bonds woul d be used to
provi de an exenpt facility. |[If no proceeds have been spent
to provide an exenpt facility, all of the outstandi ng bonds
are nonqual ified bonds. The nonqualified bonds nust be
determ ned on a pro rata basis, except that an issuer may
treat bonds with Ionger maturities (determ ned on a bond-by-
bond basi s) as the nonqualified bonds.

In general, 81.141-16 provides that 81.142-2 applies to

bonds issued on or after May 16, 1997. However, 81.142-2,



together with certain other regulations, may be applied in
whol e, but not in part, to bonds outstanding on May 16, 1997.

D. Prior Renedi al Action Rules

Prior to the rel ease of 881.141-12 and 1.142-2, Rev.
Proc. 93-17 (1993-1 C. B. 507), provided renedial action
rules. Rev. Proc. 93-17 does not contain the 10-1/2 year
limtation on defeasances. The preanble to the regul ations
that include 881.141-12 and 1.142-2 provides that for actions
that occur on or after May 16, 1997, Rev. Proc. 93-17 is
obsol et e.

Expl anati on of Provisions

Comment s have been recei ved suggesting that the
definition of the anmobunt of nonqualified bonds contained in
81.141-12 be limted to the excess of the actual amount of
the private business use or private | oans over the permtted
anount of private business use or private | oans under section
141. The conments note that this approach is consistent with
the statutory | anguage of section 141, which permts certain
de minims anounts of private business use and private |oans
W t hout jeopardizing the tax-exenpt status of bonds, and with
the definition of the anpbunt of nonqualified bonds contained
in 81.142-2.

The comments al so suggest sinplifying the rules for

determ ning the bonds to be treated as the nonqualified



bonds. The coments recomend granting an issuer greater
discretion in its selection of bonds, to the extent that the
i ssuer, through such selection, does not effectively extend
t he remai ning wei ghted average maturity of the bond issue

W th respect to which the deliberate action occurred.

Finally, the comments request clarification of the
remedi al action rules applicable to bonds issued prior to My
16, 1997. In particular, the comrents request that issuers
be permtted to apply 881.141-12 and 1.142-2 to bonds i ssued
before May 16, 1997, without regard to the 10-1/2 year
[imtation on defeasances contained in those regul ations.

The conmments indicate that it is unfair to require issuers to
conply with the 10-1/2 year limtation for bonds issued prior
to the rel ease of 881.141-12 and 1.142-2 because issuers
coul d not have known about the limtation when structuring
t hose bonds.

The proposed regul ati ons general ly adopt these
suggesti ons.

First, the proposed regul ations reduce the anmount of
out st andi ng bonds that are nonqualified bonds under §1.141-
12. The proposed regul ations provide that the nonqualified
bonds are a portion of the outstandi ng bonds in an anount
that, if the remaining bonds were i ssued on the date on which

the deliberate action occurs, the remaini ng bonds woul d not
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satisfy the private business use test or private |oan
financing test, as applicable. For this purpose, the anopunt
of private business use is the greatest percentage of private
busi ness use in any one-year period commencing with the
del i berate action.

Second, the proposed regul ati ons anmend the provisions of
81.141-12 relating to redenption or defeasance and the
provi sions of 81.142-2 relating to allocations of
nonqual i fi ed bonds. Under the proposed regul ati ons,
al l ocations of nonqualified bonds nust be nade on a pro rata
basi s, except that an issuer may treat any bonds of an issue
as the nonqualified bonds so long as (i) the renaining
wei ght ed average maturity of the issue, determ ned as of the
date on which the nonqualified bonds are redeened or defeased
(determ nation date), and excluding fromthe determ nation
the nonqualified bonds redeenmed or defeased by the issuer, is
not greater than (ii) the remaining weighted average maturity
of the issue, determined as of the determ nation date, but
wi thout regard to the redenption or defeasance of any bonds
(i ncludi ng the nonqualified bonds) occurring on the
determ nati on date.

Finally, the proposed regul ati ons anend 881. 141- 15(e)
and 1.141-16(c) to provide that for bonds issued before My

16, 1997, issuers may apply 881.141-12 and 1.142-2 w t hout
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regard to the 10-1/2 year linitation on defeasances contai ned
in those regul ations.
Proposed Effective Dates

The proposed regul ations that anmend 881.141-12 and
1.142-2 will apply to deliberate actions or failures to
properly use proceeds, as applicable, that occur on or after
the date of publication of final regulations in the Federal
Regi ster, to the extent 81.141-12 or 1.142-2, as applicable,
applies to the bonds. The proposed regul ati ons that anend
881.141-15(e) and 1.141-16(c) will apply to bonds issued
before May 16, 1997, that are subject to 881.141-12 or 1.142-
2, as applicable, for purposes of deliberate actions or
failures to properly use proceeds, as applicable, that occur
on or after April 21, 2003. |Issuers nay apply the proposed
regul ations to deliberate actions or failures to properly use
proceeds, as applicable, that occur on or after April 21,
2003 and before the date of publication of final regul ations
in the Federal Register, to the extent (1) 81.141-12 or
81.142-2, as applicable, applies to the bonds, and (2) with
respect to the amendnents to 881.141-15(e) and 1.141-16(c),
the bonds were issued before May 16, 1997.
Speci al Anal yses

It has been determ ned that this notice of proposed

rulemaking is not a significant regulatory action as defined
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in Executive Order 12866. Therefore, a regul atory assessnent
is not required. It has also been determ ned that section
553(b) of the Adm nistrative Procedure Act (5 U S.C. chapter
5) does not apply to these regul ati ons, and because the
regul ati ons do not inpose a collection of information on
small entities, the Regulatory Flexibility Act (5 U S.C
chapter 6) does not apply. Pursuant to section 7805(f) of
the Code, this notice of proposed rul emaking will be
submtted to the Chief Counsel for Advocacy of the Snmal

Busi ness Admi nistration for comrent on its inpact on snal
busi ness.

Comment s and Public Hearing

Bef ore these proposed regul ations are adopted as fi nal
regul ati ons, consideration will be given to any witten
comments that are submtted tinmely (preferably a signed
original and eight copies) to the IRS. The IRS and Treasury
request coments on the clarity of the proposed regul ations
and how they may be made easier to understand. All comrents
will be available for public inspection and copyi ng.

A public hearing has been schedul ed for Novenber 4,
2003, at 10 a.m in the Auditorium Internal Revenue
Bui l ding, 1111 Constitution Avenue, NW, Washi ngton, DC
Because of access restrictions, visitors will not be adnmtted

beyond the | obby nore than 30 m nutes before the hearing
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starts. For information about having your nane placed on the
bui | di ng access list to attend the hearing, see the “FOR
FURTHER | NFORMATI ON CONTACT” section of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wi sh to present oral conmments at the hearing
must submt witten conmments by October 14, 2003, and submt
an outline of the topics to be discussed and the anount of
time to be devoted to each topic by Cctober 14, 2003

A period of 10 mnutes will be allotted to each person
for maki ng comrents.

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

Comments are requested on all aspects of the proposed
regul ati ons.

Drafting Information

The principal authors of these regul ati ons are Rebecca
L. Harrigal and Gary W Bornholdt, Ofice of Associate Chief
Counsel (Tax-exenpt and Governnent Entities), |IRS, and Bruce
M Serchuk, O fice of Tax Policy, Treasury Departnent.
However, other personnel fromthe IRS and Treasury Depart nent
participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1
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I ncone taxes, Reporting and recordkeeping requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues
toread in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Section 1.141-0 is anended by adding an entry
to the table for 81.141-16(d) to read as foll ows:

8§1.141-0 Table of contents.

*x * * * *

81.141-16 Effective dates for qualified private activity bond
provi si ons.

* k* * * *

(d) Certain renmedial actions.

*x * * * *

Par. 3. In "1.141-12, paragraphs (j) and (k) Exanple 8
are revised to read as fol |l ows:

81. 141- 12 Renedi al Acti ons.

*x * * * *

(j) Nonqualified bonds--(1) Anmount of nonqualified

bonds. The nonqualified bonds are a portion of the

out st andi ng bonds in an anmount that, if the remaining bonds
were issued on the date on which the deliberate action
occurs, the remai ning bonds woul d not satisfy the private

busi ness use test or private |l oan financing test, as



15

applicable. For this purpose, the anmpbunt of private business
use is the greatest percentage of private business use in any
one-year period comencing with the deliberate action.

(2) Allocation of nonqualified bonds. Allocations of

nonqual i fi ed bonds nust be nmade on a pro rata basis, except
that, for purposes of paragraph (d) of this section (relating
to redenpti on or defeasance), an issuer may treat any bonds
of an issue as the nonqualified bonds so |ong as--

(i) The remai ni ng wei ghted average maturity of the
i ssue, determ ned as of the date on which the nonqualified
bonds are redeened or defeased (determ nation date), and
excluding fromthe determ nation the nonqualified bonds
redeened or defeased by the issuer in accordance with this
section, is not greater than

(i1) The remaining wei ghted average maturity of the
i ssue, determ ned as of the determ nation date, but w thout
regard to the redenption or defeasance of any bonds
(i ncluding the nonqualified bonds) occurring on the
determ nati on date.

(k) * * *

Exanpl e 8. Conpliance after renedial action. In 2000,
Cty Gissues bonds with proceeds of $10 mllion to finance a
court house. The bonds have a wei ghted average maturity that
does not exceed 120 percent of the reasonably expected
economic life of the courthouse. Guses $1 nillion of the

proceeds for a private business use and nore than 10 percent
of the debt service on the issue is secured by private
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security or paynents. In 2004, in a bona fide and armis

| ength arrangenent, G enters into a managenent contract wth
a nongovernnmental person that results in private business use
of 40 percent of the courthouse per year during the remaining
termof the bonds. G imediately redeens the nonqualified
bonds, or 44.44 percent of the outstanding bonds. This is
the portion of the outstanding bonds that, if the remaining
bonds were issued on the date on which the deliberate action
occurs, the remaining bonds would not satisfy the private
busi ness use test, if the anount of private business use is

t he greatest percentage of private business use in any one-
year period comrencing with the deliberate action (50
percent). This percentage is conputed by dividing the
percentage of the facility used for a governnent use (50
percent) by the m ni mum amount of governnent use required (90
percent), and subtracting the resulting percentage (55.56
percent) from 100 percent (44.44 percent). For purposes of
subsequently applying section 141 to the issue, G may
continue to use all of the proceeds of the outstandi ng bonds
in the same nanner (that is, for the courthouse and the
private business use) w thout causing the issue to neet the
private business use test. The issue, however, continues to
neet the private security or paynent test. The result would
be the sane if G instead of redeem ng the bonds, established
a def easance escrow for those bonds, provided that the

requi renent of paragraph (d)(4) of this section was net.

Par. 4. Section 1.141-15 is anended as foll ows:
1. Paragraph (b)(4) is added.

2. Paragraph (e) is revised.

The amendnents read as foll ows:

81. 141- 15 Effective dates.

* * % * %

(b) Effective dates. * * *

(4) Certain renedial actions. For bonds subject to

81.141-12, the provisions of 881.141-12(j) and 1.141-12(k),

Exanpl e 8, apply to deliberate actions that occur on or after
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the date of publication of final regulations in the Federal
Regi ster and nmay be applied by issuers to deliberate actions
that occur on or after April 21, 2003 and before the date of
publication of final regulations in the Federal Register.

* % * *x %

(e) Perm ssive application of certain sections--(1) In

general . Except as otherw se provided in paragraph (b)(4) of
this section and this paragraph (e), the follow ng sections
may each be applied by issuers to any bonds--

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

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

(ii1) Section 1.141-12.

(2) Transition rule for pre-effective date bonds. For

pur poses of paragraphs (e)(1) and (h) of this section,
i ssuers may apply 81.141-12 to bonds issued before May 16,
1997, without regard to paragraph (d)(4) thereof with respect
to deliberate actions that occur on or after April 21, 2003.
ok % Kk
Par. 5. Section 1.141-16 is anended by revising
paragraph (c) and addi ng paragraph (d) to read as foll ows:

81.141-16 Effective dates for qualified private activity bond
provi si ons.

*x * * * *
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(c) Permissive application. The regul ations designated

in paragraph (a) of this section may be applied by issuers in
whol e, but not in part, to bonds outstanding on the effective
date. For this purpose, issuers nmay apply 81.142-2 w thout
regard to paragraph (c)(3) thereof to failures to properly
use proceeds that occur on or after April 21, 2003.

(d) Certain renedial actions. For bonds subject to

81.142-2, the provisions of 81.142-2(e) apply to failures to
properly use proceeds that occur on or after the date of
publication of final regulations in the Federal Register and
may be applied by issuers to failures to properly use
proceeds that occur on or after April 21, 2003 and before the
date of publication of final regulations in the Federal
Regi st er.

Par. 6. Section 1.142-0 is anended by revising the
entries to the table for 81.142-2 paragraph (d), (d)(1) and
(d)(2) to read as follows:

8§1.142-0 Table of contents

*x * * * *

8§1.142- 2 Renedi al actions.
* * * * *
(d) * * * * *
(1) Amount of nonqualified bonds.

(2) Allocation of nonqualified bonds.
* * * * %

Par. 7. Section 1.142-2 is anmended by revising

paragraph (e) to read as foll ows:
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8§1.142-2 Renedi al actions

*x * * * *

(e) Nonqualified bonds— (1) Anount of nonqualified

bonds. The nonqualified bonds are a portion of the

out st andi ng bonds in an anount that, if the renmaining bonds
were issued on the date on which the failure to properly use
the proceeds occurs, at |east 95 percent of the net proceeds
of the remai ni ng bonds woul d be used to provide an exenpt
facility. If no proceeds have been spent to provide an exenpt
facility, all of the outstanding bonds are nonqualified
bonds.

(2) Allocation of nonqualified bonds. Allocations of

nonqual i fi ed bonds nust be nmade on a pro rata basis, except
that an issuer may treat any bonds of an issue as the
nonqual i fi ed bonds so | ong as--

(1) The remai ni ng wei ghted average maturity of the
i ssue, determ ned as of the date on which the nonqualified

bonds are redeened or defeased (determ nation date), and
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excluding fromthe determ nation the nonqualified bonds
redeened or defeased by the issuer in accordance with this
section, is not greater than

(ii1) The remaining weighted average maturity of the
i ssue, determ ned as of the determ nation date, but w thout
regard to the redenpti on or defeasance of any bonds
(i ncluding the nonqualified bonds) occurring on the

determ nati on dat e.

Robert E. Wenzel
Deputy Conmi ssioner for Services and
Enf or cenent .
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DATE: July 18, 2003

REG 132483-03 (Notice of proposed rul enmaki ng) was
forwarded to the Ofice of the Federal Register on July 15,
2003. The filing time was 8:45 a.m on July 18, 2003.

The publication date is set for July 21, 2003.
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