Section 147. Oher requirenments applicable to certain private
activity bonds

(a) Substantial user requirenent.

(1) In general. Except as provided in subsection (h), a
private activity bond shall not be a qualified bond for any
period during which it is held by a person who is a substanti al
user of the facilities or by a related person of such a
substanti al user.

(2) Rel ated person. For purposes of paragraph (1), the
followi ng shall be treated as rel ated persons

(A) 2 or nore persons if the relationship between such
persons would result in a disallowance of | osses under section
267 or 707(b),

(B) 2 or nore persons which are nenbers of the sane
controll ed group of corporations (as defined in section 1563(a),
except that "nore than 50 percent” shall be substituted for "at
| east 80 percent” each place it appears therein),

(C a partnership and each of its partners (and their
spouses and m nor children), and

(D) an S corporation and each of its shareholders (and their
spouses and m nor children).

(b) Maturity nmay not exceed 120 percent of economic life.

(1) CGeneral rule. Except as provided in subsection (h), a
private activity bond shall not be qualified bond if it is issued
as part of an issue and

(A) the average maturity of the bonds issued as part of such
| ssue, exceeds

(B) 120 percent of the average reasonably expected econom c
life of the facilities being financed with the net proceeds of
such issue.

(2) Determ nation of average. For purposes of paragraph (1)

(A) the average maturity of any issue shall be determ ned by
taking into account the respective issue prices of the bonds
i ssued as part of such issue, and

(B) the average reasonably expected economc life of the
facilities being financed with any issue shall be determ ned by
taking into account the respective cost of such facilities.

(3) Special rules.



(A) Determi nation of economc life. For purposes of this
subsection, the reasonably expected economc life of any facility
shal | be determ ned as of the later of-

(i) the date on which the bonds are issued, or

(i1i) the date on which the facility is placed in service (or
expected to be placed in service).

(B) Treatnent of |and.

(1) Land not taken into account. Except as provided in
clause (ii), land shall not be taken into account under paragraph

(1)(B).

(ii) Issues where 25 percent or nore of proceeds used to
finance land. |If 25 percent of nore of the net proceeds of any
issue is to be used to finance | and, such |and shall be taken
i nto account under paragraph (1)(B) and shall be treated as
havi ng an economc life of 30 years.

(4) Special rule for pooled financing of 501(c)(3)
or gani zat i on.

(A) In general. At the election of the issuer, a qualified
501(c) (3) bond shall be treated as neeting the requirenents of
paragraph (1) if such bond neets the requirenents of subparagraph

B

(B) Requirenments. A qualified 501(c)(3) bond neets the
requi renents of this subparagraph if-

(i) 95 percent or nore of the net proceeds of the issue of
whi ch such bond is a part are to be used to nake or finance | oans
to 2 or nore 501(c)(3) organi zations or governnental units for
acqui sition of property to be used by such organi zati ons,

(1i) each loan described in clause (i) satisfies the
requi renments of paragraph (1) (determ ned by treating each | oan
as a separate issue),

(iii1) before such bond is issued, a demand survey was
conduct ed whi ch shows a demand for financing greater than an
amount equal to 120 percent of the | endabl e proceeds of such
i ssue, and

(iv) 95 percent or nore of the net proceeds of such issue
are to be loaned to 501(c)(3) organi zations or governnental units
Wi thin 1 year of issuance and, to the extent there are any
unspent proceeds after such 1l-year period, bonds issued as part
of such issue are to be redeened as soon as possible thereafter
(and in no event later than 18 nonths after issuance).

A bond shall not neet the requirenents of this subparagraph if
the maturity date of any bond issued as part of such issue is



nore than 30 years after the date on which the bond was issued
(or, in the case of refunding or series of refundings, the date
on which the original bond was issued).

(5) Special rule for certain FHA insured | oans. Paragraph
(1) shall not apply to any bond issued as part of an issue 95
percent or nore of the net proceeds of which are to be used to
fi nance nortgage | oans insured under FHA 242 or under a simlar
Federal Housing Adm nistration program(as in effect on the date
of the enactnent of the Tax Reform Act of 1986) where the | oan
term approved by such Administration plus the maxi mum maturity of
debent ures which could be issued by such Adm nistration in
satisfaction of its obligations exceeds the termpermtted under
paragraph (1).

(c) Limtation on use for |and acquisition.

(1) I'n general. Except as provided in subsection (h), a
private activity bond shall not be a qualified bond if-

(A) it is issued as part of an issue and 25 percent or nore
of the net proceeds of such issue are to be used (directly or
indirectly) for the acquisition of land (or an interest therein)
, or

(B) any portion of the proceeds of such issue is to be used
(directly or indirectly) for the acquisition of land (or an
i nterest therein) to be used for farm ng purposes.

(2) Exception for first-time farnmers.

(A) In general. |If the requirenents of subparagraph (B) are
nmet with respect to any | and, paragraph (1) shall not apply to
such land, and subsection (d) shall not apply to property to be
used thereon for farm ng purposes, but only to the extent of
expendi tures (financed with the proceeds of the issue) not in
excess of $250, 000.

(B) Acquisition by first-tinme farnmers. The requirenents of
this subparagraph are net with respect to any land if-

(i) such land is to be used for farm ng purposes, and

(i1i) such land is to be acquired by an individual who is a
first-time farmer, who will be the principal user of such |and,
and who will materially and substantially participate on the farm
of which such land is a part in the operation of such farm

(C First-time farner. For purposes of this paragraph-

(1) I'n general. The term"first-time farmer"™ means any
i ndi vidual if such individual -

(I') has not at any tinme had any direct or indirect ownership



interest in substantial farmand in the operation of which such
i ndi vidual materially participated, and

(I'l) has not received financing under this paragraph in an
amount whi ch, when added to the financing to be provided under
thi s paragraph, exceeds $250, 000.

(ii) Aggregation rules. Any ownership or nmateria
participation, or financing received, by an individual's spouse
or minor child shall be treated as ownership and materi al
participation, or financing received, by the individual.

(tii) Insolvent farmer. For purposes of clause (i),
farm and whi ch was previously owned by the individual and was
di sposed of while such individual was insolvent shall be
di sregarded if section 108 applied to indebtedness with respect
to such farn and.

(D) Farm For purposes of this paragraph, the term"farn
has t he meani ng gi ven such term by section 6420(c)(2).

(E) Substantial farm and. For purposes of this paragraph,
the term "substantial farm and” nmeans any parcel of |and unl ess-

(1) such parcel is snmaller than 15 percent of the nedian
size of a farmin the county in which such parcel is |ocated, and

(i1i) the fair market value of the |land does not at any tine
whi | e hel d by the individual exceed $125, 000.

(F) Used equipnent limtation. For purposes of this
paragraph, in no event may the anmount of financing provided by
reason of the paragraph to a first-tinme farmer for personal

property-

(i) of a character subject to the all owance for
depreci ati on.

(ii) the original use of which does not begin with such
farmer, and

(tii) which is to be used for farm ng purposes.

exceed $62,500. A rule simlar to the rule of subparagraph (C
(ii) shall apply for purposes of the precedi ng sentence.

(3) Exception for certain | and acquired for environnental
pur poses, et. Any land acquired by a governnental unit (or
| ssuing authority) in connection with an airport, mass conmuting
facility, high-speed intercity rail facility, dock, or wharf
shal |l not be taken into account under paragraph (1) if-

(A) such land is acquired for noise abatenent or wetland
preservation, or for future use as an airport, mass comuti ng
facility, high-speed intercity rail facility, dock, or wharf, and



(B) there is not other significant use of such | and.
(d) Acquisition of existing property not permtted.

(1) I'n general. Except as provided in subsection (h), a
private activity bond shall not be a qualified bond if issued as
part of an issue and any portion of the net proceeds of such
| ssue is to be used for the acquisition of any property (or an
i nterest therein) unless the 1st use of such property iIs pursuant
to such acquisition.

(2) Exception for certain rehabilitations. Paragraph (1)
shall not apply with respect to any building (and the equi pnent
therefor) if

(A) the rehabilitation expenditures with respect to such
bui | di ng, equal or exceed

(B) 15 percent of the portion of the cost of acquiring such
bui | di ng (and equi pnent) financed with the net proceeds of the
| ssue.

The rule simlar to the rule of the precedi ng sentence shal

apply in the case of structures other than a buil ding except that
subparagraph (B) shall be applied by substituting "100 percent”
for "15 percent™”.

(3) Rehabilitation expenditures. For purposes of this
subsecti on-

(A) I'n general. Except as provided in this paragraph, the
term"rehabilitati on expenditures” neans any anount properly
chargeabl e to capital account which is incurred by the person
acquiring the building for property (or additions or inprovenents
to property) in connection with the rehabilitation of a buil ding.
In the case of an integrated operation contained in a building
before its acquisition, such termincludes rehabilitating
exi sting equi prent in such building or replacing it with
equi prrent havi ng substantially the sane function. For purposes
of this subparagraph, any anmount incurred by a successor to the
person acquiring the building or by the seller under a sales
contract with such person shall be treated as incurred by such
per son.

(B) Certain expenditures not included. The term
"rehabilitation expenditures"” does not include any expenditure
described in section 47(c)(2)(B)

(C Period during which expenditures must be incurred. The
term"rehabilitation expenditures” shall not include any anount
which is incurred after the date 2 years after the later of-

(1) the date on which the building was acquired, or



(ii) the date on which the bond was issued.

(4) Special rule for certain projects. In the case of a
project involving 2 or nore buildings, this subsection shall be
applied on a project basis.

(e) No portion of bonds nay be issued for skyboxes, airplanes,
ganbl i ng establishnents, etc. A private activity bond shall not
be a qualified bond is issued as part of an issue and any portion
of the proceeds of such issue is to be used to provide any

ai rpl ane, skybox or other private |uxury box, health club
facility, facility primarily used for ganbling, or store the
princi pal business of which is the sale of alcoholic beverages
for consunption off prem ses.

(f) Public approval required for private activity bonds.

(1) I'n general. A private activity bond shall not be a
qual i fi ed bond unl ess such bond satisfies the requirenents of
par agraph (2).

(2) Public approval requirenent.

(A) I'n general. A bond shall satisfy the requirenents of
this paragraph is such bond is issued as a part of an issue which
has been approved by

(i) the governnental unit
(1) which issued such bond, or
(I'1) on behalf of which such bond was issued, and

(ii) each governnental unit having jurisdiction over the
area in which any facility, with respect to which financing is to
be provided fromthe net proceeds of such issue, is |ocated
(except that is nmore than 1 governnental unit within a State has
jurisdiction over the entire area within such State in which such
facility is located, only 1 such unit need approve such issue).

(B) Approval by a governmental unit. For purposes of
subparagraph (A), an issue shall be treated as having been
approved by any governnental unit if such issue is approved

(1) by the applicable elected representative of such
governnmental unit after a public hearing follow ng reasonabl e
public notice, or

(1i) by voter referendum of such governnmental unit.

(C Special rules for approval of facility. [If there has
been public approval under subparagraph (A) of the plan for
financing a facility, such approval shall constitute approval
under subparagraph (A) for any issue



(1) which is issued pursuant to such plan within 3 years
after the date of the 1st issue pursuant to the approval, and

(1i) all or substantially all of the proceeds of which are
to be used to finance such facility or to refund previous
fi nanci ng under such pl an.

(D) Refunding bonds. No approval under subparagraph (A)
shal | be necessary with respect to any bond which is issued to
refund (other than to advance refund) a bond approved under
subparagraph (A) (or treated as approved under subparagraph (C))
unl ess the average maturity date of the issue of which the
refunding bond if part is later than the average maturity date of
t he bonds to be refunded by such issue. For purposes of the
precedi ng sentence, average maturity shall be determ ned in
accordance with subsection (B)(2)(A).

(E) Applicable elected representative. For purposes of this
par agr aph-

(1) I'n general. The term "applicable elected
representative" nmeans with respect to any governnental unit-

(1) an elected |egislative body of such unit, or

(I'l) the chief executive officer, the chief elected State
| egal officer of the executive branch, or any other el ected
official of such unit designated for purposes of this paragraph
by such chief el ected executive officer or by State | aw.

If the office of any elected official described in subclause (I1)
vacat ed and an individual is appointed by the chief elected
executive officer of the governnental unit and confirned by the
el ected | egislative body of such unit (if any) to serve the

remai ning termof the elected official, the individual so

appoi nted shall be treated as the elected official for such

remai ning term

(ii) No applicable elected representative. If (but for this
cl ause) a governnmental unit has no applicable elected
representative, the applicable elected representative for
pur poses of clause (i) shall be the applicable elected
representative of the governnmental unit-

(I') which is the next higher governmental unit with such a
representative, and

(I'1) fromwhich the authority of the governnental unit with
no such representative is derived.

(3) Special rule for approval of airports or high-speed
intercity rail facilities. If-

(A) the proceeds of an issue are to be used to finance a



facility or facilities |located at an airport of high-speed
intercity rail facilities, and

(B) the governnental unit issuing such bonds is the owner or
operator of such airport or high-speed intercity rail facilities,

such governnental unit shall be deened to be the only
governmental unit having jurisdiction over such airport or high-
speed intercity rail facilities for purposes of this subsection.

(4) Special rules for scholarship funding bond issues and
vol unteer fire departnment bond issues.

(A) Schol arship funding bonds. 1In the case of a qualified
schol arshi p fundi ng bond, any governnental unit which nmade a
request described in section 150(d)(2)(B with respect to the
i ssuer of such bond shall be treated for purposes of paragraph
(2) of this subsection as the governnental unit on behal f of
whi ch such bond was issued. Where nore than one governnenta
unit within a State has nade a request described in section 150
(d)(2)(B), the State may al so be treated for purposes of
paragraph (2) of this subsection as the governnental unit on
behal f of which such bond was i ssued.

(B) Volunteer fire departnent bonds. In the case of a bond
of a volunteer fire departnment which neets the requirenents of
section 150(e), the political subdivision described in section
150(e)(2)(B) with respect to such departnent shall be treated for
pur poses of paragraph (2) of this subsection as the governnental
unit on behalf of which such bond was i ssued.

(g) Restriction on issuance costs financed by issue.

(1) I'n general. A private activity bond shall not be a
qualified bond if the issuance costs financed by the issue (of
whi ch such bond is a part) exceed 2 percent of the proceeds of
t he issue.

(2) Special rule for small nortgage revenue bond issues. In
the case of an issue of qualified nortgage bonds or qualified
vet erans' nortgage bonds, paragraph (1) shall be applied by
substituting "3.5 percent” for "2 percent” if the proceeds of the
i ssue do not exceed $20, 000, 000.

(h) Certain rules not to apply to nortgage revenue bonds,
qual i fi ed student |oan bonds, and qualified 501(c)(3) bonds.

(1) Mortgage revenue bonds and qualified student | oan bonds.
Subsections (a), (b), (c), and (d) shall not apply to any
qual i fi ed nortgage bond, qualified veterans' nortgage bond, or
qual i fi ed student | oan bond.

(2) Qualified 501(c)(3) bonds. Subsections (a), (c), and
(d) shall not apply to any qualified 501(c)(3) bond and



subsection (e) shall be applied as if it did not contain "health
club facility” with respect to such a bond.

Section 148. Arbitrage

(a) Arbitrage bond defined. For purposes of section 103, the
term "arbitrage bond" neans any bond issued as part of an issue
any portion of the proceeds of which are reasonably expected (at
the time of issuance of the bond) to be used directly or

i ndirectly-

(1) to acquire higher yielding investnments, or

(2) to replace funds which were used directly or indirectly
to acquire higher yielding investnents.

For purposes of this subsection, a bond shall be treated as an
arbitrage bond if the issuer intentionally uses any portion of
t he proceeds of the issue of which such bond is a part in a
manner described in paragraph (1) or (2).

(b) Higher yielding investnents. For purposes of this section-

(1) I'n general. The term "higher yielding investnents”
means any i nvestnment property which produce a yield over the term
of the issue which is materially higher than the yield on the
| ssue.

(2) Investnment property. The term "investnent property"”
means-

(A) any security (within the neaning of section 165(g)(2)
(A) or (B)),

(B) any obligation,

(C any annuity contract,

(D) any investnent-type property, or

(E) in the case of a bond other than a private activity
bond, any residential rental property for famly units which
not |ocated within the jurisdiction of the issuer and which is

not acquired to inplenment a court ordered or approved housing
desegregati on pl an.

S

(3) Alternative m ninmumtax bonds treated as investnent
property in certain cases.

(A) I'n general. Except as provided in subparagraph (B), the
term"investnent property" does not include any tax-exenpt bond.

(B) Exception. Wth respect to an issue other than an issue
a part of which is a specified private activity bond (as defined



in section 57(a)(5)(C)), the term"investnment property" includes
a specified private activity bond (as so defined).

(c) Tenporary period exception.

(1) I'n general. For purposes of subsection (a), a bond
shall not be treated as an arbitrage bond solely by reason of the
fact that the proceeds of the issue of which such bond is a part
may be invested in higher yielding investnments for a reasonabl e
tenporary period until such proceeds are needed for the purpose
for which such issue was issued.

(2) Limtation on tenporary period for pooled financings.

(A) I'n general. The tenporary period referred to in
paragraph (1) shall not exceed 6 nonths with respect to the
proceeds of an issue which are to be used to nmake or finance
| oans (ot her than nonpurpose investnents) to 2 or nore persons.

(B) Special rule for certain student |oan pools. 1In the
case of the proceeds of an issue to be used to nmake or finance
| oans under a program described in section 144(b)(1) (A,
subparagraph (A) shall be applied by substituting "18 nont hs" for
"6 nonths". The precedi ng sentence shall not apply to any bond
i ssued after Decenmber 31, 1988.

(C Shorter tenporary period for |oan repaynents, etc.
Subpar agraph (A) shall be applied by substituting "3 nonths" for
"6 nmonths" with respect to the proceeds fromthe sale or
repaynment of any | oan which are to be used to nake or finance any
| oan. For purposes of the preceding sentence, a nonpurpose
i nvestment shall not be treated as a | oan.

(D) Bonds used to provide construction financing.

In the case of an issue described in subparagraph (A) any
portion of which is used to nmake or finance | oans for
construction expenditures (within the nmeaning of subsection (f)

(4 (9 (v))

(1) rules simlar to the rules of subsection (f)(4)(C(v)
shal | apply, and

(1i) subparagraph (A) shall be applied with respect to such
portion by substituting "2 years"” for "6 nonths".

(E) Exception for nortgage revenue bonds. This paragraph
shall not apply to any qualified nortgage bond or qualified
vet erans' nortgage bond.

(d) Special rules for reasonably required reserve or replacenent
f und.

(1) I'n general. For purposes of subsection (a), a bond
shall not be treated as an arbitrage bond solely by reason of the



fact that an anmount of the proceeds of the issue of which such
bond is a part nmay be invested in higher yielding investnents

whi ch are part of a reasonably required reserve or replacenent
fund. The anmount referred to in the precedi ng sentence shall no
exceed 10 percent of the proceeds of such issue unless the issuer
establishes to the satisfaction of the Secretary that a higher
anobunt i s necessary.

(2) Limtation on anmount in reserve or replacenment fund
whi ch may be financed by issue. A bond issued as part of an
i ssue shall be treated as an arbitrage bond if the anmount of the
proceeds fromthe sale of such issue which is part of any reserve
or replacenment fund exceeds 10 percent of the proceeds of the
I ssue (or such higher anmount which the issuer establishes is
necessary to the satisfaction of the Secretary).

(3) Limtation on investnment in nonpurpose investnents.

(A) I'n general. A bond which is part of an issue which does
not neet the requirenents of subparagraph (B) shall be treated as
an arbitrage bond.

(B) Requirenments. An issue neets the requirenents of this
subparagraph only if-

(i) at no tinme during any bond year may the anount invested
I n nonpurpose investnents with a yield materially higher than the
yield on the issue exceed 150 percent of the debt service on the
| ssue for the bond year, and

(1i) the aggregate anobunt invested as provided in clause (i)
is pronptly and appropriately reduced as the anount of
out st andi ng bonds of the issue is reduced (or, in the case of a
qual i fi ed nortgage bond or a qualified veterans' nortgage bond,
as the nortgages are repaid).

(C Exceptions for tenporary period. Subparagraph (B) shal
not apply to-

(1) proceeds of the issue invested for an initial tenporary
period until such proceeds are needed for the governnental
pur pose of the issue, and

(ii) tenporary investnment periods related to debt service.

(D) Debt service defined. For purposes of this paragraph,
t he debt service on the issue for any bond year is the schedul ed
amount of interest and anortization of principal payable for such
year with respect to such issue. For purposes of the preceding
sentence, there shall not be taken into account anounts schedul ed
Wi th respect to any bond which has been redeened before the
begi nning of the bond year.

(E) No disposition in case of loss. This paragraph shal
not require the sale or disposition of any investnent if such



sal e or disposition would result in a |loss which exceeds the
amount whi ch, but for such sale or disposition, would at the tine
of such sal e or disposition-

(i) be paid to the United States, or,

(ii) in the case of a qualified veterans' nortgage bond, be
paid or credited nortgagors under section 143(Qg)(3)(A).

(F) Exception for governmental use bonds and qualified 501
(c)(3) bonds. This paragraph shall not apply to any bond which
Is not a private activity bond or which is a qualified 501(c)(3)
bond.

(e) Mnor portion may be invested in higher yielding investnents.
Not wi t hst andi ng subsections (a), (c), and (d), a bond issued as
part of an issue shall not be treated as an arbitrage bond solely
by reason of the fact that an anobunt of the proceeds of such

i ssue (in addition to the anmounts under subsections (c) and (d))
is invested in higher yielding investnents if such anount does
not exceed the | esser of-

(1) 5 percent of the proceeds of the issue, or
(2) $100, 000.
(f) Required rebate to the United States.

(1) I'n general. A bond which is part of an issue shall be
treated as an arbitrage bond if the requirenments of paragraphs
(2) and (3) are not net with respect to such issue. The
precedi ng sentence shall not apply to any qualified veterans
nor t gage bond.

(2) Rebate to United States. An issue shall be treated as
nmeeting the requirements of this paragraph only if an anount
equal to the sum of -

(A) the excess of -

(i) the anpbunt earned on all nonpurpose investnments (other
than investnents attributable to an excess described in this
subpar agraph), over

(1i) the amount which woul d have been earned if such
nonpur pose i nvestments were invested at a rate equal to the yield
on the issue, plus

(B) any inconme attributable to the excess described in
subparagraph (A), is paid to the United States by the issuer in
accordance with the requirenents of paragraph (3).

(3) Due date of paynents under paragraph (2). Except to the
extent provided by the Secretary, the anbunt which is required to
be paid to the United States by the issuer shall be paid in



i nstal | ments which are made at | east once every 5 years. Each

i nstall ment shall be in an anmobunt which ensures that 90 percent
of the ampunt described in paragraph (2) with respect to the

i ssue at the tinme paynent of such installnment is required wll
have been paid to the United States. The last installnment shal
be made no | ater than 60 days after the day on which the | ast
bond of the issue is redeened and shall be in an amount
sufficient to pay the renaining bal ance of the anpbunt descri bed
in paragraph (2) with respect to such issue. A series of issues
whi ch are redeened during a 6-nmonth period (or such | onger period
as the Secretary may prescribe) shall be treated (at the el ection
of the issuer) as 1 issue for purposes of the precedi ng sentence
if no bond which is part of any issue in such series has a
maturity of nore than 270 days or is a private activity bond. In
the case of a tax and revenue antici pation bond, the | ast

install ment shall not be required to be made before the date 8
nont hs after the date of issuance of the issue of which the bond
is a part.

(4) Special rules for applying paragraph (2).

(A) In general. |In determ ning the aggregate anount earned
on nonpur pose investnents for purposes of paragraph (2)-

(i) any gain or loss on the disposition of a nonpurpose
i nvestment shall be taken into account, and

(ii) any amount earned on a bona fide debt service fund
shall not be taken into account if the gross earnings on such
fund for the bond year is |ess than $100, 000.

In the case of an issue no bond of which is a private activity
bond, clause (ii) shall be applied without regard to the dollar
limtation therein if the average maturity of the issue

(determ ned in accordance with section 147(b)(2)(A)) is at |east
5 years and the rates of interest on bonds which are part of the
i ssue do not vary during the termof the issue.

(B) Tenporary investnents. Under regul ations prescribed by
the Secretary-

(i) I'n general. An issue shall, for purposes of this
subsection, be treated as neeting the requirenments of paragraph
(2) if

(I') the gross proceeds of such issue are expended for the
gover nnment al pur poses for which the issue was issued no |ater
than the day which is 6 nonths after the date of issuance of the
i ssue, and

(I'l) the requirenents of paragraph (2) are nmet with respect
to anpbunts not required to be spent as provided in subclause (I)
(ot her than earnings on anmounts in any bona fide debt service
fund).



Gross proceeds which are held in a bona fide debt service fund or
a reasonably required reserve or replacenent fund, and gross
proceeds which arise after such 6 nonths and which were not
reasonably anticipated as of the date of issuance, shall not be
consi dered gross proceeds for purpose of subclause (1) only.

(1i) Additional period for certain bonds.

(I') I'n general. 1In the case of an issue described in
subcl ause (I1), clause (i) shall be applied by substituting "1
year" for "6 nonths" each place it appears with respect to the
portion of the proceeds of the issue which are not expended in
accordance with clause (i) if such portion does not exceed the
| esser of 5 percent of the proceeds of the issue or $100, 000.

(I'l) Issues to which subclause (1) applies. An issue is
described in this subclause if no bond which is part of such
issue is a private activity bond (other than a qualified 501(c)
(3) bond) or a tax or revenue anticipation bond.

(i1i1) Safe harbor for determ ning when proceeds of tax and
revenue antici pation bonds are expended.

(I') I'n general. For purposes of clause (i), in the case of
an issue of tax or revenue anticipation bonds, the net proceeds
of such issue (including earnings thereon) shall be treated as
expended for the governnental purpose of the issue on the 1st day
after the date of issuance that the cumul ative cash flow deficit
to be financed by such issue exceeds 90 percent of the proceeds
of such issue.

(I'l) Cunul ative cash flow deficit. For purposes of
subcl ause (1), the term"cunul ative cash flow deficit" neans, as
of the date of conputation, the excess of the expenses paid
during the period described in subclause (I11) which would
ordinarily be paid out of or financed by anticipated tax or other
revenues over the aggregate anmount avail able (other than fromthe
proceeds of the issue) during such period for the paynent of such
expenses.

(I'11) Period involved. For purposes of subclause (I1), the
period described in this subclause is the period beginning on
the date of issuance of the issue and ending on the earlier of
the date 6 nonths after such date of issuance or the date of the
conputation of cumul ative cash flow deficit.

(iv) Paynents of principal not to affect requirenents. For
pur poses of this subparagraph, paynments of principal on the bonds
whi ch are part of an issue shall not be treated as expended for
t he governnental purposes of the issue.

(C Exception from rebate for certain proceeds to be used
to finance construction expenditures.



(i) I'n general. 1In the case of a construction issue,
paragraph (2) shall not apply to the avail abl e construction
proceeds of such issue if the spending requirenents of clause
(ii) are net.

(1i) Spending requirenents. The spending requirenents of
this clause are net is at |east-

(I') 10 percent of the avail able construction proceeds of the
construction issue are spent for the governmental purposes of the
i ssue within the 6-nmonth period beginning on the date the bonds
are issued,

(I'l) 45 percent of such proceeds are spent for such purposes
Wi t hin the 1-year period beginning on such date,

(I'11r) 75 percent of such proceeds are spent for such
pur poses with the 18 nonth period begi nning on such date, and

(I'V) 100 percent of such proceeds are spent for such
pur poses within the 2-year period begi nning on such date.

(1i1) Exception for reasonabl e retainage. The spending
requi rement of clause (ii)(l1V) shall be treated as net if

(I') such requirenent would be nmet at the close of such 2
year period but for a reasonabl e retainage (not exceeding 5
percent of the avail able construction proceeds of the
construction issue), and

(I'l) 100 percent of the available construction proceeds of
t he construction issue are spent for the governnental purposes of
the issue within the 3 year period beginning on the date the
bonds are issued.

(iv) Construction issue. For purposes of this subparagraph,
the term "construction issue"” nmeans any issue if

(I') at least 75 percent of the avail able construction
proceeds of such issue are to be used for construction
expenditures with respect to property which is to be owned by a
governnmental unit or a 501(c)(3) organization, and

(I'1) all of the bonds which are part of such issue are
qualified 501(c)(3) bonds, bonds which are not private activity
bonds, or private activity bonds issued to finance property to be
owned by a governnmental unit or a 501(c)(3) organization.

For purposes of this subparagraph, the term"construction”
i ncl udes reconstruction and rehabilitation, and rules simlar to
the rules of section 142(b)(1)(B) shall apply.

(v) Portions of issues used for construction. If-



(I') all of the construction expenditures to be financed by
an issue are to be financed froma portion thereof, and

(I'l) the issuer elects to treat such portion as a
construction issue for purposes of this subparagraph,

t hen, for purposes of this subparagraph and subparagraph (B)
such portion shall be treated as a separate issue.

(iv) Avail able construction proceeds. For purposes of this
subpar agr aph-

(I') I'n general. The term "avail abl e construction proceeds”
means the anount equal to the issue price (within the meaning of
sections 1273 and 1274) of the construction issue, increased by
earni ngs on the issue price, earnings on anounts in any
reasonably required reserve or replacenent fund not funded from
the issue, and earnings on all of the foregoing earnings, and
reduced by the amount of the issue price in any reasonably
required reserve or replacenent fund and the issuance costs
fi nanced by the issue.

(I'l) Earnings on reserve included only for certain periods.
The terns "avail abl e construction proceeds” shall not include
amount s earned on any reasonably required reserve or replacenent
fund after the earlier of the close of the 2 year period
described in clause (ii) or the date the construction is
substantially conpl et ed.

(I'11) Paynments on acquired purpose obligations excluded.

The term "avail abl e construction proceeds” shall not include
paynments on any obligation acquired to carry out the governnental
pur poses of the issue and shall not include earnings on such
paynent s.

(I'V) Election to rebate on earnings on reserve. At the
el ection of the issuer, the term"avail abl e construction
proceeds” shall not include earnings on any reasonably required
reserve or replacenent fund.

(vii) Election to pay penalty in lieu of rebate.

(I') I'n general. At the election of the issuer, paragraph
(2) shall not apply to available construction proceeds which do
not neet the spending requirenents of clause (ii) if the issuer
pays a penalty, with respect to each 6 nonth period after the
date the bonds were issued, equal to 1 1/2 percent of the anpunt
of the avail able construction proceeds of the issue which, as of
the close of such 6 nonth period, is not spent as required by
clause (ii).

(I'l) Term nation. The penalty inposed by this clause shal
cease to apply only as provided in clause (viii) or after the



| atest maturity date of any bond in the issue (including any
refundi ng bond with respect thereto).

(viii) Election to termnate 1 1/2 percent penalty. At the
el ection of the issuer (nade not |ater than 90 days after the
earlier of the end of the initial tenporary period or the date
the construction is substantially conpleted), the penalty under
clause (vii) shall not apply to any 6 nonth period after the
initial tenmporary period under subsection (c) if the requirenents
of subclauses (1), (I1), and (II11) are net.

(I') 3 percent penalty. The requirenments of this subcl ause
is met if the issuer pays a penalty equal to 3 percent of the
amount of avail abl e construction proceeds of the issue which is
not spent for the governnental purposes of the issue as of the
cl ose of such initial tenporary period multiplied by the nunber
of years (including fractions thereof) in the initial tenporary
peri od.

(I'l) Yield restriction at close of tenporary period. The
requi rement of this subclause is net if the amount of the
avai | abl e construction proceeds of the issue which is not spend
for the governnmental purposes of the issue as of the close of
such initial tenporary period in invested at a yield not
exceeding the yield on the issue or which is invested in any tax-
exenpt bond which is not investnent property.

(I''l') Redenption of bonds at earliest call date. The
requi rement of this subclause is net if the amount of the
avai | abl e construction proceeds of the issue which is not spend
for the governnmental purposes of the issue as of the earliest
date on whi ch bonds may be redeened is used to redeem bonds on
such date.

(ix) Election to termnate 1 1/2 percent penalty before end
of tenporary period. |If

(I') the construction to be financed by a construction issue
is substantially conpleted before the end of the initial
t enporary peri od,

(I'l) the issuer identifies an anount of avail abl e
construction proceeds which will not be spent for the
gover nment al pur poses of the issue,

(I'11) the issuer has made the el ection under clause (viii),
and

(I'V) the issuer nakes an el ection under this clause before
the close of the initial tenporary period and not |ater than 90
days after the date the construction is substantially conpl eted,

Then clauses (vii) and (viii) shall be applied to the avail able
construction proceeds so identified as if the initial tenporary
period ended as of the date the election is nade.



(x) Failure to pay penalties. 1In the case of a failure
(which is not due to wllful neglect) to pay any penalty required
to be paid under clause (vii) or (viii) in the anbunt or at the
time prescribed therefor, the Secretary may treat such failure as
not occurring if, in addition to paying such penalty, the issuer
pays a penalty equal to the sum of

(I') 50 percent of the anmpbunt which was not paid in
accordance wth clauses (vii) and (viii), plus

(I'l) interest (at the underpaynent rate established under
section 6621) on the portion of the anbunt which was not paid on
the date required for the period beginning on such date.

The Secretary may wai ve all or any portion of the penalty under
this clause. Bonds which are part of an issue with respect to
which there is a failure to pay the anount required under this

cl ause (and any refunding bond with respect thereto) shall be
treated as not being, and as never having been, tax-exenpt bonds.

(xi) Election for pooled financing bonds. At the election
of the issuer of an issue the proceeds of which are to be used to
make or finance |oans (other than nonpurpose investnents) to 2 or
nore persons, the periods described in clauses (ii) and (iii)
shal | begin on-

(I') the date the loan is made, in the case of | oans nade
Wi thin the 1-year period after the date the bonds are issued, and

(I'l) the date followi ng such 1 year period, in the case of
| oans made after such 1 year period.

| f such an election applies to an issue, the requirenents of
paragraph (2) shall apply to amobunts earned before the beginning
of the periods determ ned under the precedi ng sentence.

(xii) Paynments of principal not to affect requirenents. for
pur poses of this subparagraph, paynents of principal on the bonds
whi ch are part of the construction issue shall not be treated as
an expenditure of the avail able construction proceeds of the
| ssue.

(xiii) Refunding bonds.

(I') I'n general. Except as provided in this clause, clause
(vii)(ll), and the last sentence of clause (x), this subparagraph
shal |l not apply to any refunding bond and no proceeds of a
ref unded bond shall be treated for purposes of this subparagraph
as proceeds of a refundi ng bond.

(I'l) Determ nation of construction portion of issue. For
pur poses of clause (v), any portion of an issue which is used to
refund any issue (or portion thereof) shall be treated as a
separate 1 ssue.



(I'11) Coordination with rebate requirenent on refunding
bonds. The requirenments of paragraph (2) shall be treated as net
Wi th respect to earnings for any period if a penalty is paid
under clause (vii) or (viii) with respect to such earnings for
such peri od.

(xiv) Determnation of initial tenporary period. For
pur poses of this subparagraph, the end of the initial tenporary
period shall be determ ned without regard to section 149(d)(3)

(A (iv).

(xv) Election. Any election under this subparagraph (other
than clauses (viii) and (ix)) shall be nade on or before the date
the bonds are issued; and, once made, shall be irrevocabl e.

(xvi) Time for paynent of penalties. Any penalty under this
subpar agraph shall be paid to the United States not |ater than 90
days after the period to which the penalty rel ates.

(D) Exception for governnental units issuing $5,000,000 or
| ess of bonds.

(i) I'n general. An issue shall, for purposes of this
subsection, be treated as neeting the requirenents of paragraphs
(2) and (3) if-

(I') the issue is issued by a governnmental unit with genera
t axi ng powers.

(I'l) no bond which is part of such issue is a private
activity bond,

(I11) 95 percent or nore of the net proceeds of such issue
are to be used for |ocal governnental activities of the issuer
(or of a governnental unit the jurisdiction of which is entirely
Wi thin the jurisdiction of the issuer), and

(I'V) the aggregate face anount of all tax-exenpt bonds
(other than private activity bonds) issued by such unit during
t he cal endar year in which such issue is issued is not reasonably
expected to exceed $5, 000, 000.

(1i) Aggregation of issuers. For purposes of subclause (1V)
of clause (i)-

(I') an issuer and all entities which issue bonds on behal f
of such issuer shall be treated as 1 issuer,

(I'1) all bonds issued by a governnmental unit to make | oans
to other governnental units with general taxing powers not
subordi nate to such unit shall, for purposes of applying such
subcl ause to such unit, be treated as not issued by such unit,



(r1r) all bonds issued by a subordinate entity shall, for
pur poses of applying such subclause to each other entity to which
such entity is subordinate, be treated as issued by such ot her
entity, and

(I'V) an entity forned (or, to the extent provided by the
Secretary, availed of) to avoid the purposes of such subcl ause
(1V) and all other entities benefiting thereby shall be treated
as 1 issuer.



