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AGENCY: Internal Revenue Service (IRS), Treasury.

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

SUMVARY: Thi s docunent contains proposed regul ations on the
arbitrage restrictions applicable to tax-exenpt bonds issued by
State and | ocal governnments. The proposed anmendnents affect

I ssuers of tax-exenpt bonds and provide a safe harbor for
qualified adm nistrative costs for brokers’ conm ssions

and simlar fees incurred in connection with the acquisition of a
guar anteed investnent contract or investnents purchased for a
yield restricted defeasance escrow.

DATES: Witten comments nust be received by Novenber 26, 1999.
Qutlines of topics to be discussed at the public hearing
schedul ed for Decenber 14, 1999, at 10 a.m nust be received by
Tuesday, Novenber 23, 1999.

ADDRESSES: Send subm ssions to CC. DOM CORP: R ( REG 105565-99),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered
Monday through Friday between the hours of 8 aam and 5 p.m to
CC. DOM CORP: R ( REG 105565-99), Courier's Desk, Internal Revenue



2

Service, 1111 Constitution Avenue, NW, Washington, DC.
Al ternatively, taxpayers may submt comments electronically via
the Internet by selecting the “Tax Regs” option on the I RS Hone
Page, or by submtting comrents directly to the IRS site at
http://ww. irs.ustreas.gov/tax_regs/regslist.htm. The public
hearing is in the Auditorium Internal Revenue Building, 1111
Constitution Avenue, NW, Washington, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Rose M Wber, (202) 622-3980; concerning
subm ssi ons of comments, the hearing, and/or requests to be
pl aced on the building access list to attend the hearing, M chael
Sl aughter, (202) 622-7180 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Section 148 of the Internal Revenue Code provides rules
addressi ng the use of proceeds of tax-exenpt State and | ocal
bonds to acquire higher-yielding investnents. On May 9, 1997,
final regulations (TD 8718) relating to the arbitrage
restrictions and related rul es under sections 103, 148, 149, and
150 were published in the Federal Register (62 FR 25502). The
final regulations (TD 8718) were anmended on Decenber 30, 1998 (63
FR 71748). This docunment proposes to nodify 81.148-5(e)(2) to
provide a safe harbor for determ ning whet her brokers’
comm ssions and simlar fees incurred in connection wth the
acqui sition of guaranteed investnent contracts or investnents

purchased for a yield restricted defeasance escrow are treated as



qualified adm nistrative costs.
Expl anati on of Provisions
Section 1.148-5(e)(2)(iii) and (iv) of the regulations
provides rules for determ ning whether a broker’s comm ssion or
simlar fee is treated as a qualified adm nistrative cost.
Section 1.148-5(e)(2)(iii) provides that, for a guaranteed
I nvestment contract, a broker's comm ssion or simlar fee paid on
behal f of either an issuer or the provider is treated as an
adm ni strative cost and, generally, is a qualified admnistrative
cost to the extent that the present value of the comm ssion, as
of the date the contract is allocated to the issue, does not
exceed the | esser of a reasonable anmount or the present val ue of
annual paynents equal to .05 percent of the wei ghted average
anount reasonably expected to be invested each year of the term
of the contract. Present value is conputed using the taxable
di scount rate used by the parties to conpute the comm ssion, or
If not readily ascertainable, the yield to the issuer on the
I nvest ment contract or other reasonabl e taxable discount rate.
Section 1.148-5(e)(2)(iv) provides that, for investnents
purchased for a yield restricted defeasance escrow, a fee paid to
a bidding agent is a qualified admnnistrative cost only if the
fee is conparable to a fee that woul d be charged for a reasonably
conparabl e investnent if acquired with a source of funds other
t han gross proceeds of tax-exenpt bonds, and it is reasonable.
The fee is deened to neet both the conparability and

reasonabl eness requirenents if it does not exceed the |esser of
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$10, 000 and .1 percent of the initial principal anount of
I nvestments deposited in the yield restricted defeasance escrow.

Unli ke 81.148-5(e)(2)(iv), 81.148-5(e)(2)(iii) does not
provi de paraneters under which the reasonabl eness test wll be
deened to have been net. Practitioners have noted that they are
uncertain about how to determ ne reasonabl eness and whet her the
.05% test may be used as a safe harbor w thout regard to whether
the resulting anpbunt is a reasonable fee.

Practitioners have al so noted that the conmputation required
by 81.148-5(e)(2)(iii) is too conplex and results in different
fees being paid for the sane services provided.

Finally, having different rules for guaranteed investnent
contracts and investnments purchased for a yield restricted
def easance escrow provi des an unnecessary tax incentive to
structure investnents in a certain manner.

To elimnate these conplexities and to provide a rule that
Is easily adm nistered by issuers, the proposed regul ations
create a single rule for qualified adm nistrative costs that
applies to a broker’s comm ssion or simlar fee incurred in
connection with a guaranteed investnent contract or investnents
purchased for a yield restricted defeasance escrow. The proposed
regul ations also set forth a safe harbor, which allows a broker's
comm ssion or simlar fee incurred in connection wth the
acqui sition of a guaranteed investnent contract or investnents
purchased for a yield restricted defeasance escrow to be treated

as a qualified admnistrative cost. To fairly conpensate nost
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brokers, the proposed safe harbor provides a higher safe harbor
limt than is currently provided for in 81.148-5(e)(2)(iv).

The proposed safe harbor sets forth two requirenents. Under
the first requirenent, the anount of the broker's conmm ssion or
simlar fee incurred in connection with the acquisition of a
guar anteed investnent contract or other investnents purchased for
a yield restricted defeasance escrow and treated by the issuer as
a qualified adm nistrative cost cannot exceed the | esser of
$25, 000 and .2 percent of the conputational base. For guaranteed
I nvestment contracts, the conputational base is the aggregate
anount reasonably expected to be deposited over the termof the
contract. For investnents, other than guaranteed investnent
contracts, deposited in a yield restricted defeasance escrow, the
conput ati onal base is the initial anount invested in those
I nvestments. For exanple, for a guaranteed investnent contract
purchased for a debt service fund, the aggregate anount
reasonably expected to be deposited includes all periodic
deposits reasonably expected to be made pursuant to the terns of
the contract. Under the second requirenent, for any issue of
bonds, the issuer cannot treat as qualified adm nistrative costs
nore than $75,000 in brokers' conm ssions and sinmlar fees with
respect to all guaranteed investnent contracts and investnents
for yield restricted defeasance escrows purchased with gross
proceeds of the issue.

The proposed regulations elimnate the special rule in

81.148-5(e)(2)(iii) for issues that neet section 148(f)(4)(D) (i).



6

These bond issues will be permtted to use the safe harbor.

These regul ati ons are proposed to apply to bonds sold on or
after the date 90 days after the issuance of the final
regul ati ons.
Speci al Anal ysi s

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
EO 12866. Therefore, a regulatory assessnent is not required.
It has al so been determ ned that section 553(b) of the
Adm ni strative 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 Regul atory
Flexibility Act (5 U.S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of
proposed rul emaking will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for conment on its
I npact on small busi ness.
Comments and Requests for a Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any el ectronic and
witten comments (a signed original and eight (8) copies, if
witten) that are submtted tinely to the IRS. 1In particular
the IRS and Departnent of Treasury specifically request comments
on the clarity of the proposed rule and how it nmay be nade easier
to understand. Al comments will be available for public

I nspecti on and copyi ng.
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A public hearing has been schedul ed for Tuesday, Decenber
14, 1999, beginning at 10 a.m in the IRS Auditorium |Internal
Revenue Buil ding, 1111 Constitution Avenue, NW, Washi ngton, DC.
Due to building security procedures, visitors nust enter at the
10'" Street entrance, |ocated between Constitution and
Pennsyl vani a Avenues, NW |In addition, all visitors nust present
photo identification to enter the building. Because of access
restrictions, visitors will not be admtted beyond the i medi ate
entrance area nore than 15 mnutes before the hearing starts.

For information about having your nane placed on the building
access list to attend the hearing, see the “FOR FURTHER
| NFORVATI 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 comments at the hearing nust
submt witten comrents by Novenber 26, 1999, and submt an
outline of the topics to be discussed and the tine to be devoted
to each topic (signed original and eight (8) copies) by Novenber
23, 1999. A period of 10 mnutes will be allotted to each person
for maki ng coments. An agenda showi ng the schedul i ng of
speakers wil|l be prepared after the deadline for receiving
outlines has passed. Copies of the agenda will be available free
of charge at the hearing.

Drafting Information

The principal authors of these proposed regul ati ons are Rose

M Weber and Rebecca L. Harrigal, Ofice of the Assistant Chief

Counsel (Financial Institutions & Products). However, other
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personnel fromthe IRS and Treasury Departnent participated in
t heir devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1-1 NCOVE TAXES

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

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

Par. 2. In 81.148-5, paragraph (e) is anmended as foll ows:

1. Paragraph (e)(2)(iii) is revised.

2. Paragraph (e)(2)(iv) is renoved.
The revision reads as foll ows:

81.148-5 Yield and valuati on of investnents.

* * % * *
(e) * * %
(2) * * %

(ii1) Special rule for guaranteed investnent contracts and

I nvestments purchased for a yield restricted defeasance escrow -

(A) Ln general. An anount paid for a broker's conm ssion or

simlar fee with respect to a guaranteed investnent contract or
I nvestments purchased for a yield restricted defeasance escrowis
a qualified adm nistrative cost if the fee is reasonable within

t he nmeani ng of paragraph (e)(2)(i) of this section.
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(B) Safe harbor. (1) A broker’s comm ssion or simlar fee

Wi th respect to the acquisition of a guaranteed investnent
contract or investnments purchased for a yield restricted
def easance escrow i s reasonable within the neani ng of paragraph
(e)(2)(i) of this section if--

(L) The anpunt of the fee that the issuer treats as a
qual i fied adm ni strative cost does not exceed the | esser of
$25, 000 and . 2% of the conputational base; and

(Li) For any issue, the issuer does not treat as qualified
adm ni strative costs nore than $75,000 in brokers’ conm ssions or
simlar fees with respect to all guaranteed investnent contracts
and investnents for yield restricted defeasance escrows purchased
w th gross proceeds of the issue.

(2) For purposes of paragraph (e)(2)(iii)(B)(1) of this
section, conputational base shall nean--

(L) For a guaranteed investnent contract, the anount the
I ssuer reasonably expects as of the issue date to be deposited in
t he guaranteed investnent contract over the termof the contract;
and

(Li) For investnents (other than guaranteed investnent
contracts) to be deposited in a yield restricted defeasance
escrow, the anount of gross proceeds initially invested in those
I nvest ment s.

(C© Exanple. The follow ng exanple illustrates an
application of the safe harbor in paragraph (e)(2)(iii)(B) of

this section:
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Exanpl e. The issuer of a nmultipurpose issue uses brokers to
purchase the follow ng investnments with gross proceeds of the

I ssue: a guaranteed investnent contract for anounts to be
deposited in a debt service fund (debt service G C), a guaranteed
I nvestment contract for anmpbunts to be deposited in a construction
fund (construction G C), Treasury securities to be deposited in a
yield restricted defeasance escrow (Treasury investnents) and a
guar anteed i nvestnent contract that will be used to earn a return
on what woul d otherw se be idle cash bal ances from maturing

I nvestnments in the yield restricted defeasance escrow (the fl oat
G C). The issuer uses $8, 040,000 of the proceeds to purchase the
Treasury investnents and deposits $14, 000,000 into the
construction G C. Over the termof the construction AC, the

I ssuer reasonably expects that no further deposits will be nade.
Over the termof the float G C, the issuer reasonably expects

t hat aggregate deposits of $600,000 will be made to the fl oat

G C.  Over the termof the debt service G C, the issuer
reasonably expects that it will nmake aggregate deposits of

$22, 000, 000, plus interest on the bond issue. The brokers’ fees
do not exceed $16,080 for the Treasury investnents, $25,000 for
the construction G C, $1,200 for the float G C, and $25, 000 for
the debt service G C. Assumng the issuer clainms no further
brokerage or simlar fees, the issuer can claimall $67,280 in

br okerage fees for these investnents as qualified admnistrative
costs because the fees do not exceed the |limtations described in
paragraph (e)(2)(iii)(B) of this section.

* * % * *

Robert E. Went zel
Deputy Conm ssioner of Internal Revenue






