26 CFR 601.202 Closing agreements.
(Also Part |, 88 103 148 7121.)

Rev. Proc. 96-41
SECTION 1. PURPOSE

This revenue procedue applies to an
issue of stae or locd bond tha has
useal the proceed of stae or locd bonds
sold prior to July 19, 1996 to pay more
than fair marke value for nonpurpose
investment deposité into an advance
refundirg escrav. It provides a program
unde which an issue¢ may reques a
closing agreemenpursuan to which the
purchag of thos investmens alone will
not be suficient to caug 88 103(b)(2)
ard 148 of the Internd Revene Code
to apply to those bonds.

SECTION 2. BACKGROUND

.01 Section 103(9 provides in gen-
eral tha gross income does not include
interes on ary stage or locd bond.
Sectim 103(b)(2 provides howeve,
tha this exclusiom from gros income
does not apply to arbitrage bonds.

.02 Sectim 148(a)() provides in
general tha bonds of an isswe are
arbitrage bonds if arny portion of the
proceed of the isswe is ‘‘reasonably
expected on the isswe dak of the issue
to be usal directy or indirectly to
acquie highe vyielding investments

.03 Section 1.148-1(h of the Income
Tax Regulatiors provides tha an issu-
er's expectations or actiors are reason-
able only if a prudert persam in the
same circumstance as the issue would
hawe thoe same expectatios or take
thoe same actions basel on all the
objective facts and circumstancesSec-
tion 1.148-1(h also provides tha fac-
tors relevan to a determinatio of rea-
sonablenesinclude the levd of inquiry
by the issue into factud matters.

.04 Sectim 148(f) provides in gen-
eral tha bonds of an isswe are arbitrage
bonds unles the earning from the
investmeh of bond proceed in excess
of the yield on the isswe are rebate to
the United States The rebat require-
mert of § 148(f) is generaly not based
on reasonald expectations.

.05 Sectim 1.148-6(§ provides that
gross proceed of an isste of bonds are
not allocatal to a paymen for a
nonpurpos investmem in an amount
greate than the fair marke value of that
investmeh on the purchas date For
this purpo® only, the fair marke value
of a nonpurpos investmen is adjusted
to take into accoun qualified adminis-
trative coss allocabk to tha investment.

.06 Sectin 1.148-5(d)(6)(i generally
defines fair marke value as the price at
which a willing buye would purchase
from a willing selle in a boma fide,
arm’s-lengh transaction Far market
value generaly is determinéd on the
dat on which acontrac¢ to purchas the
nonpurpos investmeh becoms binding
(tha is, the trade dak rathe than the
settlemen date).

.07 Sectin 1.148-5(d)(6)(ii) provides
tha the purchag price of a guaranteed
investmen contra¢ is treatel as its fair
marke value on the purchag dat if the
issue makes abora fide solicitation for
a guaranted investmemh contra¢ that
mees the requiremerg of tha section.
The definition of guaranted investment
contra¢ in 8 1.148-1() generaly does

nat include the purchasg of investments
for an escrav for an advane refunding
transaction.

.08 Sectim 1.148-2(d)(2)(ii defines
“materially highe vyield” for invest-
mens in an advane refundirg escrow
as 0.0QL percen highea than the yield
on the issue.

.09 An issue cannd avoid the appli-
cation of § 148 by giving away the
prohibited arbitrage profit. See 2 H.R.
Conf. Rep No. 841, 99th Cong, 2d
Sess 11-746 (1986) 1986-3 (Vol. 4)
C.B. 746, The deflection of arbitrage
throudh the purchas of investmerd at
othe than fair marke value is prohib-
ited. H.R. Rep No. 426, 99th Cong, 1st
Sess 556 (1985) 1986-3 (Vol. 2) C.B.
556.

.10 Issues of advane refundirg
bonds commony ente into an agree-
mert to purchag United States Treasury
securities that are to be deposité into
an escrav to pay the refundel prior
isste of bonds In mog casesan issuer
entes into this investmen purchase
agreemen on the same dak it enters
into an agreemen to sel its advance
refundirg bonds Tha dae (the “sale
daté’) is often severa weeks before the
isste date of the isste of bonds.

A1 In a typicd tax-exemp advance
refundirg transaction the obligation to
purchae the Treasuy securities is con-
tingert on the issuane ard sak of the
advane refundirg bonds which in turn
are commony subje¢ to contingencies
tha are standad in the municipd bond
industy (such as the ability of bond
counsé to rende an unqualified opinion
on the validity of the bonds).

.12 In general a valuatim method
mug take into accoum all pertinent
information A valuatim methal that
singles out one econom¢ factar and
disregard othe significart economic
factors is erroneousSee e.g, Powers v.
Commissiong 312 U.S. 259 260
(1941) 19414 C.B. 448 Guggenheim
v. Rasqun, 312 U.S. 254 (1941)
194141 C.B. 445 Commissionev. Mc-
Cann 146 F.2d 385 (2d Cir. 1944).

.13 Certan stae ard locd govern-
mert issuers ard certan selles of Trea-
suly securities to stae ard locd govern-
mert issuers of advane refundirg
bonds hawe usel avaluation methal that
resuls in prices for those Treasuy secu-
rities that exceel the fair marke value
of the securities It has been asserted
tha the risk of nonsettlemen justifies
the inclusion of the cod of a hedge
(such as aput option on Treasuy secu-
rities) in the fair marke value of the
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Treasury securities to protect the sellemarket Treasury securities under the .20 If promulgated as a final regula-
against any increase in interest rateagreement with the seller must accordtion, 8§ 1.148-5(d)(6)(v) of the proposed
between the sale date (trade date) aridgly be reduced by the value of thisincome Tax Regulations, published in
the issue date (settlement date). call option. the Federal Register on June 27, 1996
.14 In these transactions, a substantial .17 Even if the issuer obtains certifi-(61 Fed. Reg. 33405), would provide a
mark-up of the price of Treasury securi-cations that the purchase price beingebuttable presumption for establishing
ties for the risk of nonsettlement ispaid for nonpurpose investments doefair market value for Treasury securities
inappropriate for two reasons. First, thenot exceed the fair market value ofpurchased other than directly from the
risk of nonsettlement is remote. In addithose investments, an issue may nevebnited States Treasury for those transac-
tion, the seller of the Treasury securitiegheless fail to meet the reasonable exions described in the regulation.
is in a position to benefit if interest ratespectations standard of § 148(a). Furthe
fall. This potential for benefit should in general, an agreement between U”V%Egls-lﬁg :/%\GDRESE(I\:/IRI’EIITT-I(BIF\QIO%FRE-IJ/IE
reduce the weight given to the potentialated persons about price does not P'f&5R ADVANCE REFUNDING
for loss if rates should rise. In generalsumptively establish fair market value inESCROWS
nonsettlement is not more likely whena situation where one party to the
interest rates rise than when they fallagreement lacks financial incentive to .01 Under the program established by
.15 In other cases, issuers have erbbtain the best priceSee Raymond v. this revenue procedure, the Service will
tered into agreements to purchase opeBommissioner114 F.2d 140 (7th Cir.), enter into closing agreements with the
market Treasury securities to be deposzert. denied 311 U.S. 710 (1940). issuers of bonds. These closing agree-
ited into an escrow to pay the refunded .18 All the facts and circumstancesments will resolve the effect of the
prior issue of bonds. On the same dategre considered in the determination opayment of more than fair market value
issuers have subscribed to purchasehether the proceeds of the issue are tior the nonpurpose investments for yield
United States Treasury securities—Statbe invested at a materially higher yieldrestriction and rebate purposes under
and Local Government Series (“SLGS”) Factors strongly tending to establish tha§ 148. The closing agreements will not
from the United States Department ofan issuer does not reasonably expect thhesolve any other matters.
the Treasury, Bureau of Public Debt toproceeds of the issue to be invested at a .02 The closing agreements will pro-
pay the same refunded prior issue omaterially higher yield are (1) the use ofvide that, for purposes of § 148, the
bonds. In effect, this arrangement proa bona fide bidding procedure to reasonamount paid by the issuer for the Trea-
vides a call option on the open marketbly probe the market for the fair mar-sury securities deposited into an advance
Treasury securities to the seller of thosé&et value of nonpurpose investments andefunding escrow will be treated as the
securities. (2) reasonable due diligence by thdair market value for those nonpurpose
.16 In the case of simultaneous SLGSssuer to review the method used tdnvestments. For purposes of computing
subscription and forward purchase coneetermine the fair market value of Trea+ebate under § 148(f), the closing agree-
tracts, the issuer and the seller of thesury securities. One important factoment amount will not be treated as a
open market Treasury securities agretending to establish that a bidding prorebate payment.
on the sale date that, if the advanceedure is bona fide is that it is con- .03 This program is a compliance
refunding bonds are issued and if interducted by a person that does not have grogram but is not based upon an
est rates decline between the sale dateaterial financial interest in the transacexamination of an issue of bonds by the
and the issue date of the advance rdion (for example, as the seller of Trea-Service.
funding bonds so that the value of thesury securities to the issuer). .04 Because this program does not
nonpurpose investments increases, the.19 Some issuers have obtained Trearise out of an examination, consider-
issuer will purchase the SLGS. In thissury securities for an advance refundingtion under this program does not pre-
case, the seller will not be obligated toescrow by using procedures that geneelude or impede an examination of the
deliver the open market Treasury securially are designed to conform to the saféssuer, the bondholders, or the issue of
ties to the issuer. Alternatively, if the harbor for guaranteed investments corbonds by the Service with respect to
advance refunding bonds are issued ardacts in 8§ 1.148-5(d)(6)(iii)). Although matters not addressed in the closing
if interest rates remain the same othat safe harbor does not expressly amgreement.
increase between the sale date and thmy to the purchase of Treasury securi- .05 The intent underlying this pro-
issue date so that the value of thdies for an advance refunding escrowgram is to treat expeditiously all re-
nonpurpose investments remains théhe Internal Revenue Service will applyquests for closing agreements which are
same or decreases, the issuer will bthe principles underlying that safe harsubmitted in accordance with sections 5
obligated to purchase the open markebor to the purchase of those nonpurposand 6 of this revenue procedure. Ac-
Treasury securities. In this case, thénvestments. Absent extraordinary circordingly, negotiations with the issuers
seller will be obligated to deliver the cumstances, a bona fide bidding proceen the basis of mitigating circumstances
open market Treasury securities to thelure consistent with the principles of theof individual cases will not be enter-
issuer for deposit into the advance resafe harbor for guaranteed investmentwmined under the terms of this revenue
funding escrow. In addition, the issuercontracts is rebuttably presumed to esprocedure.
will not purchase the SLGS. In such atablish fair market value for transaction
case, by subscribing for the SLGS, theéo which this revenue procedure is aps—SECTION 4. SCOPE
issuer in effect provides a call option onplicable, even in cases where the for- .01 This revenue procedure applies to
the open market Treasury securities tavard price paid for Treasury securitiesany issue of advance refunding bonds
the seller of the open market Treasurys greater than the spot price of thosevhich was sold prior to July 19, 1996,
securities. For purposes of the arbitrag@reasury securities. Other procedureand issued prior to August 19, 1996, and
rules, the fair market value of the opermay also establish fair market valuethe proceeds of which were used to



purchase nonpurpose investments pursthe issuer must agree to pay, simultavalue of a call option on an equivalent
ant to an agreement that is substantiallpeously with the execution by the issueportfolio of Treasury securities for the
similar to an agreement to purchasef the closing agreement, the closingeriod from the sale date to the issue
described in sections 2.13 or 2.15 of thimgreement amount computed under sedate of the advance refunding bonds at a
revenue procedure. tion 6 of this revenue procedure. strike price for the portfolio equal to the
.02 An issue of bonds that is under an -05 The Service will not challenge price established in the agreement.
examination by the Service is not eli-whether an issuer paid more than fair .04 Use of the spot price as the basis
gible for the program. An issue of bondsmarket value for Treasury securities thafor the settlement amount under this
is under examination if the issuer of theare purchased other than directly fronrevenue procedure is for the administra-
bonds has been contacted in any mann#ie United States Treasury and depositetive convenience of state and local gov-
by the Service for the purpose of schedinto an advance refunding escrow in a@rnment issuers and the Service and
uling any type of examination of thattransaction described in section 2.13 ofloes not reflect a view by the Service
issue of bonds. For issuers that do ndhis revenue procedure if; that the spot price closely reflects the
avail themselves of a closing agreement (1) The amount paid for the Trea-fair market value in all cases of a
under this revenue procedure, the Sesury securities does not exceed the spebntingent forward price for the portfo-
vice will treat the purchase of price as described in section 6.02 of thisio. For example, in many cases, use of
nonpurpose investments with the profevenue procedure; the noncontingent forward price for
ceeds of an issue of bonds as being (2) The period between the saleTreasury securities may be a more accu-
subject to the usual procedures goverrdate and the issue date of the issue ofte basis for determining the fair mar-
ing tax consequences. The result upohonds was not greater than 1 monthket value of the contingent forward

any examination by the Service of theand price.

issue of bonds could be different from (3) The Treasury securities are pur- .05 Use of the spot price of the

the terms of this revenue procedureghased prior to July 19, 1996. nonpurpose investments is not permitted

depending on the merits of the issuer’ if the period between the sale date and

position. S\;EACOTLIJ(&"\II' 6. CLOSING AGREEMENT the issue date of the issue of bonds was
.03 For purposes of this revenue pro- greater than 1 month.

cedure, “issuer” means only the entity .01 The closing agreement amount ige-1i0N 7. INQUIRIES
that actually issues the bonds and not gqual to:

conduit borrower of the issue. (1) The excess of the amount paid Inquiries in regard to this revenue
by the issuer for the nonpurpose investprocedure should be directed to:
SECTION 5. PROCEDURE ments deposited in the advance refund- Internal Revenue Service

01 The i ki lief ing escrow over the spot price (as CP:E:EO:T:4 Room 6236
: € issuer seeking reliel Mustyeqeriped in section 6.02 of this revenue 1111 Constitution Ave. NW

request a closing agreement within . . Washinaton. D.C. 20224
year from July 19, 1996, following the]procedure) of those nonpurpose invest- Washington, D.C.

procedures in this revenue procedure?&?f?etfegt?; :rﬁgisnst")l.sprhejserred to as EeCTION 8. EFFECTIVE DATE

:02 The issuer must request a closing 2y |nterest on the differential This revenue procedure is effective
agreement using Form 10001, which igmount from the issue date of the bondduly 19, 1996, and applies to state or
shown as an exhibit at the end of thigg the date of payment at an interest ratcal bonds described in section 4.01 of
revenue procedure. equal to the yield on the issue of bondsthis revenue procedure.

.03 The closing agreement will be 02 The spot price is the noncontin-
prepared by the Service and, in generagent price %n Ft)he trade date of a’RAFTING INFORMATION
will be in substantially the same form asnonpurpose investment for delivery on The principal author of this revenue
the model closing agreement set forth inhe next business day after the traderocedure is Loretta J. Finger of the
Announcement 95-61, Exhibit (7)(10)-date. Office of Assistant Chief Counsel (Fi-
(15)0-6, 1995-32 I.R.B. 54, 74, or any 03 In the case of an agreement tmancial Institutions and Products). For
successor of Announcement 95-61. purchase Treasury securities described imrther information regarding this rev-

.04 As a condition to executing asection 2.15 of this revenue proceduregnue procedure contact Loretta J. Finger
closing agreement under this procedurehe differential amount must include theon (202) 622—3980 (not a toll-free call).
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26 CFR 601.602: Forms and instructions.

(Also Part I, Sections 408, 6041, 6041A, 6042
6043, 6044, 6045, 6047, 6049, 6050A, 6050E
6050D, 6050E, 6050H, 6050J, 6050N, 6050P
1.408-5, 1.408-7, 1.6041-1, 7.6041-1, 1.6042—
1.6042-4, 1.6044-2, 1.6044-5, 1.6045-1
5f.6045-1, 1.6045-2, 1.6045-4, 1.6047-1
1.6049-4, 1.6049-6, 1.6049-7, 1.6050A-1
1.6050B-1, 1.6050D-1, 1.6050E-1, 1.6050H-:
1.6050H-2, 1.6050J-1T, 1.6050N-1, 1.6050P-:



