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(2) Allocations of mixed escrows to expend-
itures for principal, interest, and redemption 
prices on a prior issue. 

(d) Temporary periods in refundings. 
(1) In general. 
(2) Types of temporary periods in 

refundings. 
(e) Reasonably required reserve or replace-

ment funds in refundings. 
(f) Minor portions in refundings. 
(g) Certain waivers permitted. 
(h) Multipurpose issue allocations. 
(1) Application of multipurpose issue allo-

cation rules. 
(2) Rules on allocations of multipurpose 

issues. 
(3) Separate purposes of a multipurpose 

issue. 
(4) Allocations of bonds of a multipurpose 

issue. 
(5) Limitation on multi-generation alloca-

tions. 
(i) Operating rules for separation of prior 

issues into refunded and unrefunded por-
tions. 

(1) In general. 
(2) Allocations of proceeds and investments 

in a partial refunding. 
(3) References to prior issue. 

§ 1.148–10 Anti-abuse rules and authority of 
Commissioner. 

(a) Abusive arbitrage device. 
(1) In general. 
(2) Abusive arbitrage device defined. 
(3) Exploitation of tax-exempt interest 

rates. 
(4) Overburdening the tax-exempt market. 
(b) Consequences of overburdening the tax- 

exempt bond market. 
(1) In general. 
(2) Application. 
(c) Anti-abuse rules on excess gross pro-

ceeds of advance refunding issues. 
(1) In general. 
(2) Definition of excess gross proceeds. 
(3) Special treatment of transferred pro-

ceeds. 
(4) Special rule for crossover refundings. 
(5) Special rule for gross refundings. 
(d) Examples. 
(e) Authority of the Commissioner to pre-

vent transactions that are inconsistent with 
the purpose of the arbitrage investment re-
strictions. 

(f) Authority of the Commissioner to re-
quire an earlier date for payment of rebate. 

(g) Authority of the Commissioner to 
waive regulatory limitations. 

§ 1.148–11 Effective/applicability dates. 

(a) In general. 
(b) Elective retroactive application in 

whole. 
(1) In general. 
(2) No elective retroactive application for 

18-month spending exception. 

(3) No elective retroactive application for 
hedges of fixed rate issues. 

(4) No elective retroactive application for 
safe harbor for establishing fair market 
value for guaranteed investment contracts 
and investments purchased for a yield re-
stricted defeasance escrow. 

(c) Elective retroactive application of cer-
tain provisions. 

(1) Retroactive application of overpayment 
recovery provisions. 

(2) Certain allocations of multipurpose 
issues. 

(3) Special limitation. 
(d) Transition rule excepting certain state 

guarantee funds from the definition of re-
placement proceeds. 

(1) Certain perpetual trust funds. 
(2) Permanent University Fund. 
(e) Transition rule regarding special allow-

ance payments. 
(f) Transition rule regarding applicability 

of yield reduction rule. 
(g) Provisions applicable to certain bonds 

sold before effective date. 
(h) Safe harbor for establishing fair market 

value for guaranteed investment contracts 
and investments purchased for a yield re-
stricted defeasance escrow. 

(i) Special rule for certain broker’s com-
missions and similar fees. 

(j) Certain prepayments. 
(k) Certain arbitrage guidance updates. 
(1) In general. 
(2) Valuation of investments in refunding 

transactions. 
(3) Rebate overpayment recovery. 
(4) Hedge identification. 
(5) Hedge modifications and termination. 
(6) Small issuer exception to rebate re-

quirement for conduit borrowers of pooled 
financings. 

(l) Permissive application of certain arbi-
trage updates. 

(1) In general. 
(2) Computation credit. 
(3) Yield reduction payments. 
(4) External commingled funds. 
(m) Definition of issue price. 
(n) Investment-type property. 

[T.D. 8476, 58 FR 33515, June 18, 1993, as 
amended by T.D. 8538, 59 FR 24041, May 10, 
1994; T.D. 8718, 62 FR 25506, May 9, 1997; T.D. 
9085, 68 FR 45775, Aug. 4, 2003; T.D. 9097, 68 FR 
69022, Dec. 11, 2003; T.D. 9701, 79 FR 67351, 
Nov. 13, 2014; T.D. 9777, 81 FR 46592, July 18, 
2016; T.D. 9801, 81 FR 89003, Dec. 9, 2016; T.D. 
9854, 84 FR 14007, Apr. 9, 2019] 

§ 1.148–1 Definitions and elections. 
(a) In general. The definitions in this 

section and the definitions under sec-
tion 150 apply for purposes of section 
148 and §§ 1.148–1 through 1.148–11. 
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(b) Certain definitions. The following 
definitions apply: 

Accounting method means both the 
overall method used to account for 
gross proceeds of an issue (e.g., the 
cash method or a modified accrual 
method) and the method used to ac-
count for or allocate any particular 
item within that overall accounting 
method (e.g., accounting for invest-
ments, expenditures, allocations to and 
from different sources, and particular 
items of the foregoing). 

Annuity contract means annuity con-
tract as defined in section 72. 

Available amount means available 
amount as defined in § 1.148–6(d)(3)(iii). 

Bona fide debt service fund means a 
fund, which may include proceeds of an 
issue, that— 

(1) Is used primarily to achieve a 
proper matching of revenues with prin-
cipal and interest payments within 
each bond year; and 

(2) Is depleted at least once each bond 
year, except for a reasonable carryover 
amount not to exceed the greater of: 

(i) the earnings on the fund for the 
immediately preceding bond year; or 

(ii) one-twelfth of the principal and 
interest payments on the issue for the 
immediately preceding bond year. 

Bond year means, in reference to an 
issue, each 1-year period that ends on 
the day selected by the issuer. The first 
and last bond years may be short peri-
ods. If no day is selected by the issuer 
before the earlier of the final maturity 
date of the issue or the date that is 5 
years after the issue date, bond years 
end on each anniversary of the issue 
date and on the final maturity date. 

Capital project or capital projects 
means all capital expenditures, plus re-
lated working capital expenditures to 
which the de minimis rule under § 1.148– 
6(d)(3)(ii)(A) applies, that carry out the 
governmental purposes of an issue. For 
example, a capital project may include 
capital expenditures for one or more 
buildings, plus related start-up oper-
ating costs. 

Commingled fund means any fund or 
account containing both gross proceeds 
of an issue and amounts in excess of 
$25,000 that are not gross proceeds of 
that issue if the amounts in the fund or 
account are invested and accounted for 
collectively, without regard to the 

source of funds deposited in the fund or 
account. An open-end regulated invest-
ment company under section 851, how-
ever, is not a commingled fund. 

Computation date means each date on 
which the rebate amount for an issue is 
computed under § 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 pe-
riod begins on the date immediately 
following the computation date and 
ends on the next computation date. 

Consistently applied means applied 
uniformly within a fiscal period and be-
tween fiscal periods to account for 
gross proceeds of an issue and any 
amounts that are in a commingled 
fund. 

De minimis amount means— 
(1) In reference to original issue dis-

count (as defined in section 1273(a)(1)) 
or premium on an obligation— 

(i) An amount that does not exceed 2 
percent multiplied by the stated re-
demption price at maturity; plus 

(ii) Any original issue premium that 
is attributable exclusively to reason-
able underwriters’ compensation; and 

(2) In reference to market discount 
(as defined in section 1278(a)(2)(A)) or 
premium on an obligation, an amount 
that does not exceed 2 percent multi-
plied by the stated redemption price at 
maturity. 

Economic accrual method (also known 
as the constant interest method or actu-
arial method) means the method of com-
puting yield that is based on the 
compounding of interest at the end of 
each compounding period. 

Fair market value means fair market 
value as defined in § 1.148–5(d)(6). 

Fixed rate investment means any in-
vestment whose yield is fixed and de-
terminable on the issue date. 

Fixed yield bond means any bond 
whose yield is fixed and determinable 
on the issue date using the assump-
tions and rules provided in § 1.148–4(b). 

Fixed yield issue means any issue if 
each bond that is part of the issue is a 
fixed yield bond. 

Gross proceeds means any proceeds 
and replacement proceeds of an issue. 

Guaranteed investment contract in-
cludes any nonpurpose investment that 
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has specifically negotiated withdrawal 
or reinvestment provisions and a spe-
cifically negotiated interest rate, and 
also includes any agreement to supply 
investments on two or more future 
dates (e.g., a forward supply contract). 

Higher yielding investments means 
higher yielding investments as defined 
in section 148(b)(1). 

Investment means any investment 
property as defined in sections 148(b)(2) 
and 148(b)(3), and any other tax-exempt 
bond. 

Investment proceeds means any 
amounts actually or constructively re-
ceived from investing proceeds of an 
issue. 

Investment-type property is defined in 
paragraph (e) of this section. 

Issue price means issue price as de-
fined in paragraph (f) of this section. 

Issuer generally means the entity 
that actually issues the issue, and, un-
less the context or a provision clearly 
requires otherwise, each conduit bor-
rower of the issue. For example, rules 
imposed on issuers to account for gross 
proceeds of an issue apply to a conduit 
borrower to account for any gross pro-
ceeds received under a purpose invest-
ment. Provisions regarding elections, 
filings, liability for the rebate amount, 
and certifications of reasonable expec-
tations apply only to the actual issuer. 

Multipurpose issue means an issue the 
proceeds of which are used for two or 
more separate purposes determined in 
accordance with § 1.148–9(h). 

Net sale proceeds means sale proceeds, 
less the portion of those sale proceeds 
invested in a reasonably required re-
serve or replacement fund under sec-
tion 148(d) and as part of a minor por-
tion under section 148(e). 

Nonpurpose investment means any in-
vestment property, as defined in sec-
tion 148(b), that is not a purpose in-
vestment. 

Payment means a payment as defined 
in § 1.148–3(d) for purposes of computing 
the rebate amount, and a payment as 
defined in § 1.148–5(b) for purposes of 
computing the yield on an investment. 

Plain par bond means a qualified ten-
der bond or a bond— 

(1) Issued with not more than a de 
minimis amount of original issue dis-
count or premium; 

(2) Issued for a price that does not in-
clude accrued interest other than pre- 
issuance accrued interest; 

(3) That bears interest from the issue 
date at a single, stated, fixed rate or 
that is a variable rate debt instrument 
under section 1275, in each case with 
interest unconditionally payable at 
least annually; and 

(4) That has a lowest stated redemp-
tion price that is not less than its out-
standing stated principal amount. 

Plain par investment means an invest-
ment that is an obligation— 

(1) Issued with not more than a de 
minimis amount of original issue dis-
count or premium, or, if acquired on a 
date other than the issue date, ac-
quired with not more than a de mini-
mis amount of market discount or pre-
mium; 

(2) Issued for a price that does not in-
clude accrued interest other than pre- 
issuance accrued interest; 

(3) That bears interest from the issue 
date at a single, stated, fixed rate or 
that is a variable rate debt instrument 
under section 1275, in each case with 
interest unconditionally payable at 
least annually; and 

(4) That has a lowest stated redemp-
tion price that is not less than its out-
standing stated principal amount. 

Pre-issuance accrued interest means 
amounts representing interest that ac-
crued on an obligation for a period not 
greater than one year before its issue 
date but only if those amounts are paid 
within one year after the issue date. 

Proceeds means any sale proceeds, in-
vestment proceeds, and transferred 
proceeds of an issue. Proceeds do not 
include, however, amounts actually or 
constructively received with respect to 
a purpose investment that are properly 
allocable to the immaterially higher 
yield under § 1.148–2(d) or section 143(g) 
or to qualified administrative costs re-
coverable under § 1.148–5(e). 

Program investment means a purpose 
investment that is part of a govern-
mental program in which— 

(1) The program involves the origina-
tion or acquisition of purpose invest-
ments; 

(2) At least 95 percent (90 percent for 
qualified student loans under section 
144(b)(1)(A)) of the cost of the purpose 
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investments acquired under the pro-
gram represents one or more loans to a 
substantial number of persons rep-
resenting the general public, States or 
political subdivisions, 501(c)(3) organi-
zations, persons who provide housing 
and related facilities, or any combina-
tion of the foregoing; 

(3) At least 95 percent of the receipts 
from the purpose investments are used 
to pay principal, interest, or redemp-
tion prices on issues that financed the 
program, to pay or reimburse adminis-
trative costs of those issues or of the 
program, to pay or reimburse antici-
pated future losses directly related to 
the program, to finance additional pur-
pose investments for the same general 
purposes of the program, or to redeem 
and retire governmental obligations at 
the next earliest possible date of re-
demption; 

(4) The program documents prohibit 
any obligor on a purpose investment fi-
nanced by the program or any related 
party to that obligor from purchasing 
bonds of an issue that finance the pro-
gram in an amount related to the 
amount of the purpose investment ac-
quired from that obligor; and 

(5) The issuer has not waived the 
right to treat the investment as a pro-
gram investment. 

Purpose investment means an invest-
ment that is acquired to carry out the 
governmental purpose of an issue. 

Qualified administrative costs means 
qualified administrative costs as de-
fined in § 1.148–5(e). 

Qualified guarantee means a qualified 
guarantee as defined in § 1.148–4(f). 

Qualified hedge means a qualified 
hedge as defined in § 1.148–4(h)(2). 

Reasonable expectations or reasonable-
ness. An issuer’s expectations or ac-
tions are reasonable only if a prudent 
person in the same circumstances as 
the issuer would have those same ex-
pectations or take those same actions, 
based on all the objective facts and cir-
cumstances. Factors relevant to a de-
termination of reasonableness include 
the issuer’s history of conduct con-
cerning stated expectations made in 
connection with the issuance of obliga-
tions, the level of inquiry by the issuer 
into factual matters, and the existence 
of covenants, enforceable by bond-
holders, that require implementation 

of specific expectations. For a conduit 
financing issue, factors relevant to a 
determination of reasonableness in-
clude the reasonable expectations of 
the conduit borrower, but only if, 
under the circumstances, it is reason-
able and prudent for the issuer to rely 
on those expectations. 

Rebate amount means 100 percent of 
the amount owed to the United States 
under section 148(f)(2), as further de-
scribed in § 1.148–3. 

Receipt means a receipt as defined in 
§ 1.148–3(d) for purposes of computing 
the rebate amount, and a receipt as de-
fined in § 1.148–5(b) for purposes of com-
puting yield on an investment. 

Refunding escrow means one or more 
funds established as part of a single 
transaction or a series of related trans-
actions, containing proceeds of a re-
funding issue and any other amounts 
to provide for payment of principal or 
interest on one or more prior issues. 
For this purpose, funds are generally 
not so established solely because of— 

(1) The deposit of proceeds of an issue 
and replacement proceeds of the prior 
issue in an escrow more than 6 months 
apart, or 

(2) The deposit of proceeds of com-
pletely separate issues in an escrow. 

Replacement proceeds is defined in 
paragraph (c) of this section. 

Restricted working capital expenditures 
means working capital expenditures 
that are subject to the proceeds-spent- 
last rule in § 1.148–6(d)(3)(i) and are in-
eligible for any exception to that rule. 

Sale proceeds means any amounts ac-
tually or constructively received from 
the sale of the issue, including 
amounts used to pay underwriters’ dis-
count or compensation and accrued in-
terest other than pre-issuance accrued 
interest. Sale proceeds also include, 
but are not limited to, amounts derived 
from the sale of a right that is associ-
ated with a bond, and that is described 
in § 1.148–4(b)(4). See also § 1.148–4(h)(5) 
treating amounts received upon the 
termination of certain hedges as sale 
proceeds. 

Stated redemption price means the re-
demption price of an obligation under 
the terms of that obligation, including 
any call premium. 

Transferred proceeds means trans-
ferred proceeds as defined in § 1.148–9 

VerDate Sep<11>2014 13:10 Jul 20, 2020 Jkt 250091 PO 00000 Frm 00100 Fmt 8010 Sfmt 8010 Y:\SGML\250091.XXX 250091



91 

Internal Revenue Service, Treasury § 1.148–1 

(or the applicable corresponding provi-
sion of prior law). 

Unconditionally payable means pay-
able under terms in which— 

(1) Late payment or nonpayment re-
sults in a significant penalty to the 
borrower or reasonable remedies to the 
lender, and 

(2) It is reasonably certain on the 
issue date that the payment will actu-
ally be made. 

Value means value determined under 
§ 1.148–4(e) for a bond, and value deter-
mined under § 1.148–5(d) for an invest-
ment. 

Variable yield bond means any bond 
that is not a fixed yield bond. 

Variable yield issue means any issue 
that is not a fixed yield issue. 

Yield means yield computed under 
§ 1.148–4 for an issue, and yield com-
puted under § 1.148–5 for an investment. 

Yield restricted means required to be 
invested at a yield that is not materi-
ally higher than the yield on the issue 
under section 148(a) and § 1.148–2. 

(c) Definition of replacement proceeds— 
(1) In general. Amounts are replace-
ment proceeds of an issue if the 
amounts have a sufficiently direct 
nexus to the issue or to the govern-
mental 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 pur-
pose. For this purpose, governmental 
purposes include the expected use of 
amounts for the payment of debt serv-
ice on a particular date. The mere 
availability or preliminary earmarking 
of amounts for a governmental pur-
pose, however, does not in itself estab-
lish a sufficient nexus to cause those 
amounts to be replacement proceeds. 
Replacement proceeds include, but are 
not limited to, sinking funds, pledged 
funds, and other replacement proceeds 
described in paragraph (c)(4) of this 
section, to the extent that those funds 
or amounts are held by or derived from 
a substantial beneficiary of the issue. 
A substantial beneficiary of an issue 
includes the issuer and any related 
party to the issuer, and, if the issuer is 
not a state, the state in which the 
issuer is located. A person is not a sub-
stantial beneficiary of an issue solely 

because it is a guarantor under a quali-
fied guarantee. 

(2) Sinking fund. 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 indi-
rectly to pay principal or interest on 
the issue. 

(3) Pledged fund—(i) In general. A 
pledged fund is any amount that is di-
rectly or indirectly pledged to pay 
principal or interest on the issue. A 
pledge need not be cast in any par-
ticular form but, in substance, must 
provide reasonable assurance that the 
amount will be available to pay prin-
cipal or interest on the issue, even if 
the issuer encounters financial difficul-
ties. A pledge to a guarantor of an 
issue is an indirect pledge to secure 
payment of principal or interest on the 
issue. A pledge of more than 50 percent 
of the outstanding stock of a corpora-
tion that is a conduit borrower of the 
issue is not treated as a pledge for this 
purpose, unless the corporation is 
formed or availed of to avoid the cre-
ation of replacement proceeds. 

(ii) Negative pledges. An amount is 
treated as pledged to pay principal or 
interest on an issue if it is held under 
an agreement to maintain the amount 
at a particular level for the direct or 
indirect benefit of the bondholders or a 
guarantor of the bonds. An amount is 
not treated as pledged under this para-
graph (c)(3)(ii), however, if— 

(A) The issuer or a substantial bene-
ficiary may grant rights in the amount 
that are superior to the rights of the 
bondholders or the guarantor; or 

(B) The amount does not exceed rea-
sonable needs for which it is main-
tained, the required level is tested no 
more frequently than every 6 months, 
and the amount may be spent without 
any substantial restriction other than 
a requirement to replenish the amount 
by the next testing date. 

(4) Other replacement proceeds—(i) 
Bonds outstanding longer than nec-
essary—(A) In general. Replacement 
proceeds arise to the extent that the 
issuer reasonably expects as of the 
issue date that— 

(1) The term of an issue will be longer 
than is reasonably necessary for the 
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governmental purposes of the issue, 
and 

(2) There will be available amounts 
during the period that the issue re-
mains outstanding longer than nec-
essary. Whether an issue is outstanding 
longer than necessary is determined 
under § 1.148–10. Replacement proceeds 
are created under this paragraph 
(c)(4)(i)(A) at the beginning of each fis-
cal year during which an issue remains 
outstanding longer than necessary in 
an amount equal to available amounts 
of the issuer as of that date. 

(B) Safe harbor against creation of re-
placement proceeds. As a safe harbor, re-
placement proceeds do not arise under 
paragraph (c)(4)(i)(A) of this section— 

(1) For the portion of an issue that is 
to be used to finance working capital 
expenditures, if that portion is not out-
standing longer than the temporary pe-
riod under § 1.148–2(e)(3) for which the 
proceeds qualify; 

(2) For the portion of an issue (in-
cluding a refunding issue) that is to be 
used to finance or refinance capital 
projects, if that portion has a weighted 
average maturity that does not exceed 
120 percent of the average reasonably 
expected economic life of the financed 
capital projects, determined in the 
same manner as under section 147(b); 

(3) For the portion of an issue that is 
a refunding issue, if that portion has a 
weighted average maturity that does 
not exceed the remaining weighted av-
erage maturity of the prior issue, and 
the issue of which the prior issue is a 
part satisfies paragraph (c)(4)(i)(B) (1) 
or (2) of this section; or 

(4) For the portion of an issue (in-
cluding a refunding issue) that is to be 
used to finance working capital ex-
penditures, if that portion satisfies 
paragraph (c)(4)(ii) of this section. 

(ii) Safe harbor for longer-term working 
capital financings. A portion of an issue 
used to finance working capital ex-
penditures satisfies this paragraph 
(c)(4)(ii) if the issuer meets the require-
ments of paragraphs (c)(4)(ii)(A) 
through (E) of this section. 

(A) Determine first testing year. On the 
issue date, the issuer must determine 
the first fiscal year following the appli-
cable temporary period under § 1.148– 
2(e) in which it reasonably expects to 
have available amounts (first testing 

year), but in no event can the first day 
of the first testing year be later than 
five years after the issue date. 

(B) Application of available amount to 
reduce burden on tax-exempt bond mar-
ket. Beginning with the first testing 
year and for each subsequent fiscal 
year for which the portion of the issue 
that is the subject of this safe harbor 
remains outstanding, the issuer must 
determine the available amount as of 
the first day of each fiscal year. Then, 
except as provided in paragraph 
(c)(4)(ii)(D) of this section, within the 
first 90 days of that fiscal year, the 
issuer must apply that amount (or if 
less, the available amount on the date 
of the required redemption or invest-
ment) to redeem or to invest in eligible 
tax-exempt bonds (as defined in para-
graph (c)(4)(ii)(E) of this section). For 
this purpose, available amounts in a 
bona fide debt service fund are not 
treated as available amounts. 

(C) Continuous investment requirement. 
Except as provided in this paragraph 
(c)(4)(ii)(C), any amounts invested in 
eligible tax-exempt bonds under para-
graph (c)(4)(ii)(B) of this section must 
be invested continuously in such tax- 
exempt bonds to the extent provided in 
paragraph (c)(4)(ii)(D) of this section. 

(1) Exception for reinvestment period. 
Amounts previously invested in eligi-
ble tax-exempt bonds under paragraph 
(c)(4)(ii)(B) of this section that are held 
for not more than 30 days in a fiscal 
year pending reinvestment in eligible 
tax-exempt bonds are treated as in-
vested in eligible tax-exempt bonds. 

(2) Limited use of invested amounts. An 
issuer may spend amounts previously 
invested in eligible tax-exempt bonds 
under paragraph (c)(4)(ii)(B) of this sec-
tion within 30 days of the date on 
which they cease to be so invested to 
make expenditures for a governmental 
purpose on any date on which the 
issuer has no other available amounts 
for such purpose, or to redeem eligible 
tax-exempt bonds. 

(D) Cap on applied or invested amounts. 
The maximum amount that an issuer is 
required to apply under paragraph 
(c)(4)(ii)(B) of this section or to invest 
continuously under paragraph 
(c)(4)(ii)(C) of this section with respect 
to the portion of an issue that is the 
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subject of this safe harbor is the out-
standing principal amount of such por-
tion. For purposes of this cap, an issuer 
receives credit towards its requirement 
to invest available amounts in eligible 
tax-exempt bonds for amounts pre-
viously invested under paragraph 
(c)(4)(ii)(B) of this section that remain 
continuously invested under paragraph 
(c)(4)(ii)(C) of this section. 

(E) Definition of eligible tax-exempt 
bonds. For purposes of paragraph 
(c)(4)(ii) of this section, eligible tax-ex-
empt bonds means any of the following: 

(1) A bond the interest on which is 
excludable from gross income under 
section 103 and that is not a specified 
private activity bond (as defined in sec-
tion 57(a)(5)(C)) subject to the alter-
native minimum tax; 

(2) An interest in a regulated invest-
ment company to the extent that at 
least 95 percent of the income to the 
holder of the interest is interest on a 
bond that is excludable from gross in-
come under section 103 and that is not 
interest on a specified private activity 
bond (as defined in section 57(a)(5)(C)) 
subject to the alternative minimum 
tax; or 

(3) A certificate of indebtedness 
issued by the United States Treasury 
pursuant to the Demand Deposit State 
and Local Government Series program 
described in 31 CFR part 344. 

(d) Elections. Except as otherwise pro-
vided, any required elections must be 
made in writing, and, once made, may 
not be revoked without the permission 
of the Commissioner. 

(e) Investment-type property—(1) In 
general. Except as otherwise provided 
in this paragraph (e), investment-type 
property includes any property, other 
than property described in section 
148(b)(2)(A), (B), (C), or (E), that is held 
principally as a passive vehicle for the 
production of income. For this purpose, 
production of income includes any ben-
efit based on the time value of money. 

(2) Prepayments—(i) In general—(A) 
Generally. Except as otherwise provided 
in this paragraph (e)(2), a prepayment 
for property or services, including a 
prepayment for property or services 
that is made after the date that the 
contract to buy the property or serv-
ices is entered into, also gives rise to 
investment-type property if a principal 

purpose for prepaying is to receive an 
investment return from the time the 
prepayment is made until the time 
payment otherwise would be made. A 
prepayment does not give rise to in-
vestment-type property if— 

(1) Prepayments on substantially the 
same terms are made by a substantial 
percentage of persons who are simi-
larly situated to the issuer but who are 
not beneficiaries of tax-exempt financ-
ing; 

(2) The prepayment is made within 90 
days of the reasonably expected date of 
delivery to the issuer of all of the prop-
erty or services for which the prepay-
ment is made; or 

(3) The prepayment meets the re-
quirements of paragraph (e)(2)(iii)(A) 
or (B) of this section. 

(B) Example. The following example 
illustrates an application of this para-
graph (e)(2)(i): 

Example. Prepayment after contract is exe-
cuted. In 1998, City A enters into a ten-year 
contract with Company Y. Under the con-
tract, Company Y is to provide services to 
City A over the term of the contract and in 
return City A will pay Company Y for its 
services as they are provided. In 2004, City A 
issues bonds to finance a lump sum payment 
to Company Y in satisfaction of City A’s ob-
ligation to pay for Company Y’s services to 
be provided over the remaining term of the 
contract. The use of bond proceeds to make 
the lump sum payment constitutes a prepay-
ment for services under paragraph (e)(2)(i) of 
this section, even though the payment is 
made after the date that the contract is exe-
cuted. 

(ii) Customary prepayments. The deter-
mination of whether a prepayment sat-
isfies paragraph (e)(2)(i)(A)(1) of this 
section is generally made based on all 
the facts and circumstances. In addi-
tion, a prepayment is deemed to satisfy 
paragraph (e)(2)(i)(A)(1) of this section 
if— 

(A) The prepayment is made for— 
(1) Maintenance, repair, or an ex-

tended warranty with respect to per-
sonal property (for example, auto-
mobiles or electronic equipment); or 

(2) Updates or maintenance or sup-
port services with respect to computer 
software; and 
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(B) The same maintenance, repair, 
extended warranty, updates or mainte-
nance or support services, as applica-
ble, are regularly provided to non-
governmental persons on the same 
terms. 

(iii) Certain prepayments to acquire a 
supply of natural gas or electricity—(A) 
Natural gas prepayments. A prepayment 
meets the requirements of this para-
graph (e)(2)(iii)(A) if— 

(1) It is made by or for one or more 
utilities that are owned by a govern-
mental person, as defined in § 1.141–1(b) 
(each of which is referred to in this 
paragraph (e)(2)(iii)(A) as the issuing 
municipal utility), to purchase a sup-
ply of natural gas; and 

(2) At least 90 percent of the prepaid 
natural gas financed by the issue is 
used for a qualifying use. Natural gas 
is used for a qualifying use if it is to 
be— 

(i) Furnished to retail gas customers 
of the issuing municipal utility who 
are located in the natural gas service 
area of the issuing municipal utility, 
provided, however, that gas used to 
produce electricity for sale shall not be 
included under this paragraph 
(e)(2)(iii)(A)(2)(i); 

(ii) Used by the issuing municipal 
utility to produce electricity that will 
be furnished to retail electric cus-
tomers of the issuing municipal utility 
who are located in the electricity serv-
ice area of the issuing municipal util-
ity; 

(iii) Used by the issuing municipal 
utility to produce electricity that will 
be sold to a utility that is owned by a 
governmental person and furnished to 
retail electric customers of the pur-
chaser who are located in the elec-
tricity service area of the purchaser; 

(iv) Sold to a utility that is owned by 
a governmental person if the require-
ments of paragraph (e)(2)(iii)(A)(2)(i), 
(ii) or (iii) of this section are satisfied 
by the purchaser (treating the pur-
chaser as the issuing municipal util-
ity); or 

(v) Used to fuel the pipeline transpor-
tation of the prepaid gas supply ac-
quired in accordance with this para-
graph (e)(2)(iii)(A). 

(B) Electricity prepayments. A prepay-
ment meets the requirements of this 
paragraph (e)(2)(iii)(B) if— 

(1) It is made by or for one or more 
utilities that are owned by a govern-
mental person (each of which is re-
ferred to in this paragraph (e)(2)(iii)(B) 
as the issuing municipal utility) to 
purchase a supply of electricity; and 

(2) At least 90 percent of the prepaid 
electricity financed by the issue is used 
for a qualifying use. Electricity is used 
for a qualifying use if it is to be— 

(i) Furnished to retail electric cus-
tomers of the issuing municipal utility 
who are located in the electricity serv-
ice area of the issuing municipal util-
ity; or 

(ii) Sold to a utility that is owned by 
a governmental person and furnished 
to retail electric customers of the pur-
chaser who are located in the elec-
tricity service area of the purchaser. 

(C) Service area. For purposes of this 
paragraph (e)(2)(iii), the service area of 
a utility owned by a governmental per-
son consists of— 

(1) Any area throughout which the 
utility provided, at all times during 
the 5-year period ending on the issue 
date— 

(i) In the case of a natural gas util-
ity, natural gas transmission or dis-
tribution service; and 

(ii) In the case of an electric utility, 
electricity distribution service; and 

(2) Any area recognized as the service 
area of the utility under state or Fed-
eral law. 

(D) Retail customer. For purposes of 
this paragraph (e)(2)(iii), a retail cus-
tomer is a customer that purchases 
natural gas or electricity, as applica-
ble, other than for resale. 

(E) Commodity swaps. A prepayment 
does not fail to meet the requirements 
of this paragraph (e)(2)(iii) by reason of 
any commodity swap contract that 
may be entered into between the issuer 
and an unrelated party (other than the 
gas or electricity supplier), or between 
the gas or electricity supplier and an 
unrelated party (other than the issuer), 
so long as each swap contract is an 
independent contract. A swap contract 
is an independent contract if the obli-
gation of each party to perform under 
the swap contract is not dependent on 
performance by any person (other than 
the other party to the swap contract) 
under another contract (for example, a 
gas or electricity supply contract or 
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another swap contract); provided, how-
ever, that a commodity swap contract 
will not fail to be an independent con-
tract solely because the swap contract 
may terminate in the event of a failure 
of a gas or electricity supplier to de-
liver gas or electricity for which the 
swap contract is a hedge. 

(F) Remedial action. Issuers may 
apply principles similar to the rules of 
§ 1.141–12, including § 1.141–12(d) (relat-
ing to redemption or defeasance of non-
qualified bonds) and § 1.141–12(e) (relat-
ing to alternative use of disposition 
proceeds), to cure a violation of para-
graph (e)(2)(iii)(A)(2) or (e)(2)(iii)(B)(2) 
of this section. For this purpose, the 
amount of nonqualified bonds is deter-
mined in the same manner as for out-
put contracts taken into account under 
the private business tests, including 
the principles of § 1.141–7(d), treating 
nonqualified sales of gas or electricity 
under this paragraph (e)(2)(iii) as satis-
fying the benefits and burdens test 
under § 1.141–7(c)(1). 

(iv) Additional prepayments as per-
mitted by the Commissioner. The Com-
missioner may, by published guidance, 
set forth additional circumstances in 
which a prepayment does not give rise 
to investment-type property. 

(3) Certain hedges. Investment-type 
property also includes the investment 
element of a contract that is a hedge 
(within the meaning of § 1.148– 
4(h)(2)(i)(A)) and that contains a sig-
nificant investment element because a 
payment by the issuer relates to a con-
ditional or unconditional obligation by 
the hedge provider to make a payment 
on a later date. See § 1.148–4(h)(2)(ii) re-
lating to hedges with a significant in-
vestment element. 

(4) Exception for certain capital 
projects. Investment-type property does 
not include real property or tangible 
personal property (for example, land, 
buildings, and equipment) that is used 
in furtherance of the public purposes 
for which the tax-exempt bonds are 
issued. For example, investment-type 
property does not include a courthouse 
financed with governmental bonds or 
an eligible exempt facility under sec-
tion 142, such as a public road, financed 
with private activity bonds. 

(f) Definition of issue price—(1) In gen-
eral. Except as otherwise provided in 

this paragraph (f), ‘‘issue price’’ is de-
fined in sections 1273 and 1274 and the 
regulations under those sections. 

(2) Bonds issued for money—(i) General 
rule. Except as otherwise provided in 
this paragraph (f)(2), the issue price of 
bonds issued for money is the first 
price at which a substantial amount of 
the bonds is sold to the public. If a 
bond is issued for money in a private 
placement to a single buyer that is not 
an underwriter or a related party (as 
defined in § 1.150–1(b)) to an under-
writer, the issue price of the bond is 
the price paid by that buyer. Issue 
price is not reduced by any issuance 
costs (as defined in § 1.150–1(b)). 

(ii) Special rule for use of initial offer-
ing price to the public. The issuer may 
treat the initial offering price to the 
public as of the sale date as the issue 
price of the bonds if the requirements 
of paragraphs (f)(2)(ii)(A) and (B) of 
this section are met. 

(A) The underwriters offered the 
bonds to the public for purchase at a 
specified initial offering price on or be-
fore the sale date, and the lead under-
writer in the underwriting syndicate or 
selling group (or, if applicable, the sole 
underwriter) provides, on or before the 
issue date, a certification to that effect 
to the issuer, together with reasonable 
supporting documentation for that cer-
tification, such as a copy of the pricing 
wire or equivalent communication. 

(B) Each underwriter agrees in writ-
ing that it will neither offer nor sell 
the bonds to any person at a price that 
is higher than the initial offering price 
to the public during the period starting 
on the sale date and ending on the ear-
lier of the following: 

(1) The close of the fifth (5th) busi-
ness day after the sale date; or 

(2) The date on which the under-
writers have sold a substantial amount 
of the bonds to the public at a price 
that is no higher than the initial offer-
ing price to the public. 

(iii) Special rule for competitive sales. 
For bonds issued for money in a com-
petitive sale, an issuer may treat the 
reasonably expected initial offering 
price to the public as of the sale date 
as the issue price of the bonds if the 
issuer obtains from the winning bidder 
a certification of the bonds’ reasonably 
expected initial offering price to the 
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public as of the sale date upon which 
the price in the winning bid is based. 

(iv) Choice of rule for determining issue 
price. If more than one rule for deter-
mining the issue price of the bonds is 
available under this paragraph (f)(2), at 
any time on or before the issue date, 
the issuer may select the rule it will 
use to determine the issue price of the 
bonds. On or before the issue date of 
the bonds, the issuer must identify the 
rule selected in its books and records 
maintained for the bonds. 

(3) Definitions. For purposes of this 
paragraph (f), the following definitions 
apply: 

(i) Competitive sale means a sale of 
bonds by an issuer to an underwriter 
that is the winning bidder in a bidding 
process in which the issuer offers the 
bonds for sale to underwriters at speci-
fied written terms, if that process 
meets the following requirements: 

(A) The issuer disseminates the no-
tice of sale to potential underwriters in 
a manner that is reasonably designed 
to reach potential underwriters (for ex-
ample, through electronic communica-
tion that is widely circulated to poten-
tial underwriters by a recognized pub-
lisher of municipal bond offering docu-
ments or by posting on an Internet- 
based Web site or other electronic me-
dium that is regularly used for such 
purpose and is widely available to po-
tential underwriters); 

(B) All bidders have an equal oppor-
tunity to bid (within the meaning of 
§ 1.148–5(d)(6)(iii)(A)(6)); 

(C) The issuer receives bids from at 
least three underwriters of municipal 
bonds who have established industry 
reputations for underwriting new 
issuances of municipal bonds; and 

(D) The issuer awards the sale to the 
bidder who submits a firm offer to pur-
chase the bonds at the highest price (or 
lowest interest cost). 

(ii) Public means any person (as de-
fined in section 7701(a)(1)) other than 
an underwriter or a related party (as 
defined in § 1.150–1(b)) to an under-
writer. 

(iii) Underwriter means: 
(A) Any person (as defined in section 

7701(a)(1)) that agrees pursuant to a 
written contract with the issuer (or 
with the lead underwriter to form an 
underwriting syndicate) to participate 

in the initial sale of the bonds to the 
public; and 

(B) Any person that agrees pursuant 
to a written contract directly or indi-
rectly with a person described in para-
graph (f)(3)(iii)(A) of this section to 
participate in the initial sale of the 
bonds to the public (for example, a re-
tail distribution agreement between a 
national lead underwriter and a re-
gional firm under which the regional 
firm participates in the initial sale of 
the bonds to the public). 

(4) Other special rules. For purposes of 
this paragraph (f), the following special 
rules apply: 

(i) Separate determinations. The issue 
price of bonds in an issue that do not 
have the same credit and payment 
terms is determined separately. The 
issuer need not apply the same rule to 
determine issue price for all of the 
bonds in the issue. 

(ii) Substantial amount. Ten percent is 
a substantial amount. 

(iii) Bonds issued for property. If a 
bond is issued for property, the ad-
justed applicable Federal rate, as de-
termined under section 1288 and 
§ 1.1288–1, is used in lieu of the applica-
ble Federal rate to determine the 
bond’s issue price under section 1274. 

[T.D. 8476, 58 FR 33517, June 18, 1993; 58 FR 
44452, Aug. 23, 1993, as amended by T.D. 8538, 
59 FR 24041, May 10, 1994; T.D. 8718, 62 FR 
25507, May 9, 1997; T.D. 9085, 68 FR 45775, Aug. 
4, 2003; T.D. 9777, 81 FR 46592, July 18, 2016; 
T.D. 9801, 81 FR 89003, Dec. 9, 2016; T.D. 9854, 
84 FR 14007, Apr. 9, 2019] 

§ 1.148–2 General arbitrage yield re-
striction rules. 

(a) In general. Under section 148(a), 
the direct or indirect investment of the 
gross proceeds of an issue in higher 
yielding investments causes the bonds 
of the issue to be arbitrage bonds. The 
investment of proceeds in higher yield-
ing investments, however, during a 
temporary period described in para-
graph (e) of this section, as part of a 
reasonably required reserve or replace-
ment fund described in paragraph (f) of 
this section, or as part of a minor por-
tion described in paragraph (g) of this 
section does not cause the bonds of the 
issue to be arbitrage bonds. Bonds are 
not arbitrage bonds under this section 
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