
26 CFR 601.202: Closing agreements.
(Also Part I, §§ 103, 148, 7121.)

Rev. Proc. 96–41

SECTION 1. PURPOSE

This revenue procedure applies to an
issuer of state or local bonds that has
used the proceeds of state or local bonds
sold prior to July 19, 1996, to pay more
than fair market value for nonpurpose
investments deposited into an advance
refunding escrow. It provides a program
under which an issuer may request a
closing agreement pursuant to which the
purchase of those investments alone will
not be sufficient to cause §§ 103(b)(2)
and 148 of the Internal Revenue Code
to apply to those bonds.

SECTION 2. BACKGROUND

.01 Section 103(a) provides, in gen-
eral, that gross income does not include
interest on any state or local bond.
Section 103(b)(2) provides, however,
that this exclusion from gross income
does not apply to arbitrage bonds.
.02 Section 148(a)(1) provides, in

general, that bonds of an issue are
arbitrage bonds if any portion of the
proceeds of the issue is ‘‘reasonably
expected’’ on the issue date of the issue
to be used directly or indirectly to
acquire higher yielding investments.
.03 Section 1.148–1(b) of the Income

Tax Regulations provides that an issu-
er’s expectations or actions are reason-
able only if a prudent person in the
same circumstances as the issuer would
have those same expectations or take
those same actions, based on all the
objective facts and circumstances. Sec-
tion 1.148–1(b) also provides that fac-
tors relevant to a determination of rea-
sonableness include the level of inquiry
by the issuer into factual matters.
.04 Section 148(f) provides, in gen-

eral, that bonds of an issue are arbitrage
bonds unless the earnings from the
investment of bond proceeds in excess
of the yield on the issue are rebated to
the United States. The rebate require-
ment of § 148(f) is generally not based
on reasonable expectations.
.05 Section 1.148–6(c) provides that

gross proceeds of an issue of bonds are
not allocated to a payment for a
nonpurpose investment in an amount
greater than the fair market value of that
investment on the purchase date. For
this purpose only, the fair market value
of a nonpurpose investment is adjusted
to take into account qualified adminis-
trative costs allocable to that investment.
.06 Section 1.148–5(d)(6)(i) generally

defines fair market value as the price at
which a willin g buyer would purchase
from a willin g seller in a bona fide,
arm’s-length transaction. Fair market
value generally is determined on the
date on which a contract to purchase the
nonpurpose investment becomes binding
(that is, the trade date rather than the
settlement date).
.07 Section 1.148–5(d)(6)(iii) provides

that the purchase price of a guaranteed
investment contract is treated as its fair
market value on the purchase date if the
issuer makes a bona fide solicitation for
a guaranteed investment contract that
meets the requirements of that section.
The definition of guaranteed investment
contract in § 1.148–1(b) generally does

not include the purchase of investments
for an escrow for an advance refunding
transaction.
.08 Section 1.148–2(d)(2)(ii) defines

‘‘materially higher yield’’ for invest-
ments in an advance refunding escrow
as 0.001 percent higher than the yield
on the issue.
.09 An issuer cannot 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. II–746 (1986), 1986–3 (Vol. 4)
C.B. 746. The deflection of arbitrage
through the purchase of investments at
other than fair market value is prohib-
ited. H.R. Rep. No. 426, 99th Cong., 1st
Sess. 556 (1985), 1986–3 (Vol. 2) C.B.
556.
.10 Issuers of advance refunding

bonds commonly enter into an agree-
ment to purchase United States Treasury
securities that are to be deposited into
an escrow to pay the refunded prior
issue of bonds. In most cases, an issuer
enters into this investment purchase
agreement on the same date it enters
into an agreement to sell its advance
refunding bonds. That date (the ‘‘sale
date’’ ) is often several weeks before the
issue date of the issue of bonds.
.11 In a typical tax-exempt advance

refunding transaction, the obligation to
purchase the Treasury securities is con-
tingent on the issuance and sale of the
advance refunding bonds, which in turn
are commonly subject to contingencies
that are standard in the municipal bond
industry (such as the ability of bond
counsel to render an unqualified opinion
on the validity of the bonds).
.12 In general, a valuation method

must take into account all pertinent
information. A valuation method that
singles out one economic factor and
disregards other significant economic
factors is erroneous. See, e.g., Powers v.
Commissioner , 312 U.S. 259, 260
(1941), 1941–1 C.B. 448; Guggenheim
v. Rasquin, 312 U.S. 254 (1941),
1941–1 C.B. 445; Commissioner v. Mc-
Cann, 146 F.2d 385 (2d Cir. 1944).
.13 Certain state and local govern-

ment issuers, and certain sellers of Trea-
sury securities to state and local govern-
ment issuers, of advance refunding
bonds have used a valuation method that
results in prices for those Treasury secu-
rities that exceed the fair market value
of the securities. It has been asserted
that the risk of nonsettlement justifies
the inclusion of the cost of a hedge
(such as a put option on Treasury secu-
rities) in the fair market value of the
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Treasury securities to protect the seller
against any increase in interest rates
between the sale date (trade date) and
the issue date (settlement date).
.14 In these transactions, a substantial

mark-up of the price of Treasury securi-
ties for the risk of nonsettlement is
inappropriate for two reasons. First, the
risk of nonsettlement is remote. In addi-
tion, the seller of the Treasury securities
is in a position to benefit if interest rates
fall. This potential for benefit should
reduce the weight given to the potential
for loss if rates should rise. In general,
nonsettlement is not more likely when
interest rates rise than when they fall.
.15 In other cases, issuers have en-

tered into agreements to purchase open
market Treasury securities to be depos-
ited into an escrow to pay the refunded
prior issue of bonds. On the same date,
issuers have subscribed to purchase
United States Treasury securities—State
and Local Government Series (‘‘SLGS’’)
from the United States Department of
the Treasury, Bureau of Public Debt to
pay the same refunded prior issue of
bonds. In effect, this arrangement pro-
vides a call option on the open market
Treasury securities to the seller of those
securities.
.16 In the case of simultaneous SLGS

subscription and forward purchase con-
tracts, the issuer and the seller of the
open market Treasury securities agree
on the sale date that, if the advance
refunding bonds are issued and if inter-
est rates decline between the sale date
and the issue date of the advance re-
funding bonds so that the value of the
nonpurpose investments increases, the
issuer will purchase the SLGS. In this
case, the seller will not be obligated to
deliver the open market Treasury securi-
ties to the issuer. Alternatively, if the
advance refunding bonds are issued and
if interest rates remain the same or
increase between the sale date and the
issue date so that the value of the
nonpurpose investments remains the
same or decreases, the issuer will be
obligated to purchase the open market
Treasury securities. In this case, the
seller will be obligated to deliver the
open market Treasury securities to the
issuer for deposit into the advance re-
funding escrow. In addition, the issuer
will not purchase the SLGS. In such a
case, by subscribing for the SLGS, the
issuer in effect provides a call option on
the open market Treasury securities to
the seller of the open market Treasury
securities. For purposes of the arbitrage
rules, the fair market value of the open

market Treasury securities under the
agreement with the seller must accord-
ingly be reduced by the value of this
call option.
.17 Even if the issuer obtains certifi-

cations that the purchase price being
paid for nonpurpose investments does
not exceed the fair market value of
those investments, an issue may never-
theless fail to meet the reasonable ex-
pectations standard of § 148(a). Further,
in general, an agreement between unre-
lated persons about price does not pre-
sumptively establish fair market value in
a situation where one party to the
agreement lacks financial incentive to
obtain the best price.See Raymond v.
Commissioner, 114 F.2d 140 (7th Cir.),
cert. denied, 311 U.S. 710 (1940).
.18 All the facts and circumstances

are considered in the determination of
whether the proceeds of the issue are to
be invested at a materially higher yield.
Factors strongly tending to establish that
an issuer does not reasonably expect the
proceeds of the issue to be invested at a
materially higher yield are (1) the use of
a bona fide bidding procedure to reason-
ably probe the market for the fair mar-
ket value of nonpurpose investments and
(2) reasonable due diligence by the
issuer to review the method used to
determine the fair market value of Trea-
sury securities. One important factor
tending to establish that a bidding pro-
cedure is bona fide is that it is con-
ducted by a person that does not have a
material financial interest in the transac-
tion (for example, as the seller of Trea-
sury securities to the issuer).
.19 Some issuers have obtained Trea-

sury securities for an advance refunding
escrow by using procedures that gener-
ally are designed to conform to the safe
harbor for guaranteed investments con-
tracts in § 1.148–5(d)(6)(iii). Although
that safe harbor does not expressly ap-
ply to the purchase of Treasury securi-
ties for an advance refunding escrow,
the Internal Revenue Service will apply
the principles underlying that safe har-
bor to the purchase of those nonpurpose
investments. Absent extraordinary cir-
cumstances, a bona fide bidding proce-
dure consistent with the principles of the
safe harbor for guaranteed investments
contracts is rebuttably presumed to es-
tablish fair market value for transactions
to which this revenue procedure is ap-
plicable, even in cases where the for-
ward price paid for Treasury securities
is greater than the spot price of those
Treasury securities. Other procedures
may also establish fair market value.

.20 If promulgated as a final regula-
tion, § 1.148–5(d)(6)(v) of the proposed
Income Tax Regulations, published in
the Federal Register on June 27, 1996
(61 Fed. Reg. 33405), would provide a
rebuttable presumption for establishing
fair market value for Treasury securities
purchased other than directly from the
United States Treasury for those transac-
tions described in the regulation.

SECTION 3. DESCRIPTION OF THE
CLOSING AGREEMENT PROGRAM
FOR ADVANCE REFUNDING
ESCROWS

.01 Under the program established by
this revenue procedure, the Service will
enter into closing agreements with the
issuers of bonds. These closing agree-
ments will resolve the effect of the
payment of more than fair market value
for the nonpurpose investments for yield
restriction and rebate purposes under
§ 148. The closing agreements will not
resolve any other matters.
.02 The closing agreements will pro-

vide that, for purposes of § 148, the
amount paid by the issuer for the Trea-
sury securities deposited into an advance
refunding escrow will be treated as the
fair market value for those nonpurpose
investments. For purposes of computing
rebate under § 148(f), the closing agree-
ment amount will not be treated as a
rebate payment.
.03 This program is a compliance

program but is not based upon an
examination of an issue of bonds by the
Service.
.04 Because this program does not

arise out of an examination, consider-
ation under this program does not pre-
clude or impede an examination of the
issuer, the bondholders, or the issue of
bonds by the Service with respect to
matters not addressed in the closing
agreement.
.05 The intent underlying this pro-

gram is to treat expeditiously all re-
quests for closing agreements which are
submitted in accordance with sections 5
and 6 of this revenue procedure. Ac-
cordingly, negotiations with the issuers
on the basis of mitigating circumstances
of individual cases will not be enter-
tained under the terms of this revenue
procedure.

SECTION 4. SCOPE

.01 This revenue procedure applies to
any issue of advance refunding bonds
which was sold prior to July 19, 1996,
and issued prior to August 19, 1996, and
the proceeds of which were used to
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purchase nonpurpose investments pursu-
ant to an agreement that is substantially
similar to an agreement to purchase
described in sections 2.13 or 2.15 of this
revenue procedure.
.02 An issue of bonds that is under an

examination by the Service is not eli-
gible for the program. An issue of bonds
is under examination if the issuer of the
bonds has been contacted in any manner
by the Service for the purpose of sched-
uling any type of examination of that
issue of bonds. For issuers that do not
avail themselves of a closing agreement
under this revenue procedure, the Ser-
vice will treat the purchase of
nonpurpose investments with the pro-
ceeds of an issue of bonds as being
subject to the usual procedures govern-
ing tax consequences. The result upon
any examination by the Service of the
issue of bonds could be different from
the terms of this revenue procedure,
depending on the merits of the issuer’s
position.
.03 For purposes of this revenue pro-

cedure, ‘‘issuer’’ means only the entity
that actually issues the bonds and not a
conduit borrower of the issue.

SECTION 5. PROCEDURE

.01 The issuer seeking relief must
request a closing agreement within 1
year from July 19, 1996, following the
procedures in this revenue procedure.
.02 The issuer must request a closing

agreement using Form 10001, which is
shown as an exhibit at the end of this
revenue procedure.
.03 The closing agreement will be

prepared by the Service and, in general,
will be in substantially the same form as
the model closing agreement set forth in
Announcement 95–61, Exhibit (7)(10)-
(15)0–6, 1995–32 I.R.B. 54, 74, or any
successor of Announcement 95–61.
.04 As a condition to executing a

closing agreement under this procedure,

the issuer must agree to pay, simulta-
neously with the execution by the issuer
of the closing agreement, the closing
agreement amount computed under sec-
tion 6 of this revenue procedure.
.05 The Service will not challenge

whether an issuer paid more than fair
market value for Treasury securities that
are purchased other than directly from
the United States Treasury and deposited
into an advance refunding escrow in a
transaction described in section 2.13 of
this revenue procedure if:

(1) The amount paid for the Trea-
sury securities does not exceed the spot
price as described in section 6.02 of this
revenue procedure;

(2) The period between the sale
date and the issue date of the issue of
bonds was not greater than 1 month;
and

(3) The Treasury securities are pur-
chased prior to July 19, 1996.

SECTION 6. CLOSING AGREEMENT
AMOUNT

.01 The closing agreement amount is
equal to:

(1) The excess of the amount paid
by the issuer for the nonpurpose invest-
ments deposited in the advance refund-
ing escrow over the spot price (as
described in section 6.02 of this revenue
procedure) of those nonpurpose invest-
ments (this excess is referred to as the
‘‘differential amount’’); plus

(2) Interest on the differential
amount from the issue date of the bonds
to the date of payment at an interest rate
equal to the yield on the issue of bonds.
.02 The spot price is the noncontin-

gent price on the trade date of a
nonpurpose investment for delivery on
the next business day after the trade
date.
.03 In the case of an agreement to

purchase Treasury securities described in
section 2.15 of this revenue procedure,
the differential amount must include the

value of a call option on an equivalent
portfolio of Treasury securities for the
period from the sale date to the issue
date of the advance refunding bonds at a
strike price for the portfolio equal to the
price established in the agreement.
.04 Use of the spot price as the basis

for the settlement amount under this
revenue procedure is for the administra-
tive convenience of state and local gov-
ernment issuers and the Service and
does not reflect a view by the Service
that the spot price closely reflects the
fair market value in all cases of a
contingent forward price for the portfo-
lio. For example, in many cases, use of
the noncontingent forward price for
Treasury securities may be a more accu-
rate basis for determining the fair mar-
ket value of the contingent forward
price.
.05 Use of the spot price of the

nonpurpose investments is not permitted
if the period between the sale date and
the issue date of the issue of bonds was
greater than 1 month.

SECTION 7. INQUIRIES

Inquiries in regard to this revenue
procedure should be directed to:
Internal Revenue Service
CP:E:EO:T:4 Room 6236
1111 Constitution Ave. NW
Washington, D.C. 20224

SECTION 8. EFFECTIVE DATE
This revenue procedure is effective

July 19, 1996, and applies to state or
local bonds described in section 4.01 of
this revenue procedure.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Loretta J. Finger of the
Office of Assistant Chief Counsel (Fi-
nancial Institutions and Products). For
further information regarding this rev-
enue procedure contact Loretta J. Finger
on (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, 6050B,
6050D, 6050E, 6050H, 6050J, 6050N, 6050P;
1.408–5, 1.408–7, 1.6041–1, 7.6041–1, 1.6042–2,
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,
1.6050H–2, 1.6050J–1T, 1.6050N–1, 1.6050P–1)

Rev. Proc. 96–42

CONTENTS

PART A. GENERAL

SECTION 1. PURPOSE
SECTION 2. NATURE OF
CHANGES

SECTION 3. REQUIREMENTS
FOR ACCEPTABLE SUBSTI-
TUTE FORMS 1096, 1098, 1099,
5498, AND W–2G

SECTION 4. DEFINITIONS
SECTION 5. INSTRUCTIONS FOR
PREPARING PAPER FORMS
THAT WILL BE FILED WITH
THE IRS (COPY A)

SECTION 6. MAGNETIC MEDIA
AND ELECTRONIC FILING

SECTION 7. SUBSTITUTE STATE-
MENTS TO RECIPIENTS AND
FORM RECIPIENT COPIES

PART B. SPECIFICATIONS FOR
SUBSTITUTE FORMS TO BE FILED
WITH IRS (EXCEPT W–2G)

SECTION 1. GENERAL
SECTION 2. SPECIFICATIONS
FOR FORM 1096 AND COPY A
OF FORM 1098, 1099, AND 5498

PART C. SPECIFICATIONS FOR
SUBSTITUTE FORMS W–2G TO BE
FILED WITH IRS

SECTION 1. GENERAL
SECTION 2. SPECIFICATIONS
FOR COPY A FOR FORMS
W–2G

PART D. ADDITIONAL
INSTRUCTIONS FOR FORMS 1098,
1099, 5498, AND W–2G

SECTION 1. OTHER COPIES
SECTION 2. OMB REQUIRE-
MENTS

SECTION 3. REPRODUCTION
PROOFS

SECTION 4. EFFECT ON OTHER
REVENUE PROCEDURES

PART E. EXHIBITS

EXHIBIT A. FORM 1098
EXHIBIT B. FORM 1099–A

EXHIBIT C. FORM 1099–B
EXHIBIT D. FORM 1099–C
EXHIBIT E. FORM 1099–DIV
EXHIBIT F. FORM 1099–G
EXHIBIT G. FORM 1099–INT
EXHIBIT H. FORM 1099–MISC
EXHIBIT I. FORM 1099–OID
EXHIBIT J. FORM 1099–PATR
EXHIBIT K. FORM 1099–R
EXHIBIT L. FORM 1099–S
EXHIBIT M. FORM W–2G
EXHIBIT N. FORM 5498
EXHIBIT O. FORM 1096

PART A. GENERAL

SECTION 1. PURPOSE

.01 The purpose of this revenue pro-
cedure is to set forth the requirements
for:
1. Using official Internal Revenue

Service (IRS) forms to file information
returns with IRS,
2. Preparing acceptable substitutes of

the official IRS forms to file informa-
tion returns, and
3. Using such official or acceptable

substitute forms to furnish information
to a recipient.

This revenue procedure contains specifi-
cations for the following information
returns:

(a) Form 1098 Mortgage Interest
Statement;

(b) Form 1099–A Acquisition or
Abandonment of Secured Property;

(c) Form 1099–B Proceeds From
Broker and Barter Exchange Trans-
actions;

(d) Form 1099–C Cancellation of
Debt;

(e) Form 1099–DIV Dividends and
Distributions;

(f) Form 1099–G Certain Govern-
ment Payments;

(g) Form 1099–INT Interest Income;
(h) Form 1099–MISC Miscellaneous
Income;

(i) Form 1099–OID Original Issue
Discount;

(j) Form 1099–PATR Taxable Distri-
butions Received From Coopera-
tives;

(k) Form 1099–R Distributions From
Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insur-
ance Contracts, etc.;

(l) Form 1099–S Proceeds From Real
Estate Transactions;

(m) Form W–2G Certain Gambling
Winnings;

(n) Form 5498 Individual Retirement
Arrangement Information; and

(o) Form 1096 Annual Summary and
Transmittal of U.S. Information Re-
turns.

.02 For the purpose of this revenue
procedure, a substitute form or statement
is one that is not printed by the IRS. For
a substitute form or statement to be
acceptable to the IRS, it must conform
to the official form or the specifications
outlined in this revenue procedure. DO
NOT SUBMIT ANY SUBSTITUTE
FORMS OR STATEMENTS TO IRS
FOR APPROVAL. Private printers can-
not state ‘‘This is an IRS approved
form.’’ Further, only those forms that
conform to the official form or comply
with the specifications set forth herein
are acceptable. See Part A, Section 7,
for the specifications that apply to form
recipient statements (generally Copy B).
.03 Filers who make payments to

certain persons (payees) (or in some
cases receive payments) during a calen-
dar year are required by the Internal
Revenue Code (IRC) to file information
returns with the IRS reflecting these
payments. Further, as discussed below,
these filers must provide this informa-
tion to their payees.
.04 In general, the manner in which a

filer must file an information return is
governed by section 6011 of the IRC. A
filer must file information returns on
magnetic media or on paper. Under
section 6011 of the IRC, a filer who is
required to file 250 or more information
returns (of any one type) during a
calendar year must file those returns on
magnetic media. Filers required to file
less than 250 returns during a calendar
year may, but are not required to, file
such information returns on magnetic
media (small volume filers). The IRS
explains these legal requirements for
filing information returns (and providing
a copy to a payee) in the annual publi-
cation of Instructions for Forms 1099,
1098, 5498, and W–2G.
.05 Copies of the official forms for

the reporting year and the instruction
booklet may be obtained by calling our
toll-free number 1–800–TAX–FORM
(1–800–829–3676).
.06 The IRS prints and provides the

forms on which various payments must
be reported. Alternatively, filers may
prepare substitute copies of these IRS
forms and use such forms to report
payments to the IRS.
.07 IRS operates a centralized call

site, located at the Martinsburg Comput-
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