
718 

26 CFR Ch. I (4–1–04 Edition) § 1.148–7 

fund, or replacement fund for two or 
more issues of the same issuer. 

(6) Allocations of commingled funds 
serving as common reserve funds or sink-
ing funds—(i) Permitted ratable allocation 
methods. If a commingled fund serves as 
a common reserve fund, replacement 
fund, or sinking fund for two or more 
issues (a commingled reserve), after mak-
ing reasonable adjustments to account 
for proceeds allocated under paragraph 
(b)(1) or (b)(2) of this section, invest-
ments held by that commingled fund 
must be allocated ratably among the 
issues served by the commingled fund 
in accordance with one of the following 
methods— 

(A) The relative values of the bonds 
of those issues under § 1.148–4(e); 

(B) The relative amounts of the re-
maining maximum annual debt service 
requirements on the outstanding prin-
cipal amounts of those issues; or 

(C) The relative original stated prin-
cipal amounts of the outstanding 
issues. 

(ii) Frequency of allocations. An issuer 
must make any allocations required by 
this paragraph (e)(6) as of a date at 
least every 3 years and as of each date 
that an issue first becomes secured by 
the commingled reserve. If relative 
original principal amounts are used to 
allocate, allocations must also be made 
on the retirement of any issue secured 
by the commingled reserve. 

[T.D. 8476, 58 FR 33532, June 18, 1993; 58 FR 
44452, Aug. 23, 1993, as amended by T.D. 8538, 
59 FR 24045, May 10, 1994; T.D. 8712, 62 FR 
2304, Jan. 16, 1997; T.D. 8718, 62 FR 25512, May 
9, 1997] 

§ 1.148–7 Spending exceptions to the 
rebate requirement. 

(a) Scope of section—(1) In general. 
This section provides guidance on the 
spending exceptions to the arbitrage 
rebate requirement of section 148(f)(2). 
These exceptions are the 6-month ex-
ception in section 148(f)(4)(B) (the 6- 
month exception), the 18-month excep-
tion under paragraph (d) of this section 
(the 18-month exception), and the 2-year 
construction exception under section 
148(f)(4)(C) (the 2-year exception) (collec-
tively, the spending exceptions). 

(2) Relationship of spending exceptions. 
Each of the spending exceptions is an 
independent exception to arbitrage re-

bate. For example, a construction issue 
may qualify for the 6-month exception 
or the 18-month exception even though 
the issuer makes one or more elections 
under the 2-year exception with respect 
to the issue. 

(3) Spending exceptions not mandatory. 
Use of the spending exceptions is not 
mandatory. An issuer may apply the 
arbitrage rebate requirement to an 
issue that otherwise satisfies a spend-
ing exception. If an issuer elects to pay 
penalty in lieu of rebate under the 2- 
year exception, however, the issuer 
must apply those penalty provisions. 

(b) Rules applicable for all spending ex-
ceptions. The provisions of this para-
graph (b) apply for purposes of applying 
each of the spending exceptions. 

(1) Special transferred proceeds rules— 
(i) Application to prior issues. For pur-
poses of applying the spending excep-
tions to a prior issue only, proceeds of 
the prior issue that become transferred 
proceeds of the refunding issue con-
tinue to be treated as unspent proceeds 
of the prior issue. If the prior issue sat-
isfies one of the spending exceptions, 
the proceeds of the prior issue that are 
excepted from rebate under that spend-
ing exception are not subject to rebate 
either as proceeds of the prior issue or 
as transferred proceeds of the refund-
ing issue. 

(ii) Application to refunding issues—(A) 
In general. The only spending exception 
applicable to refunding issues is the 6- 
month exception. For purposes of ap-
plying the 6-month exception to a re-
funding issue only, proceeds of the 
prior issue that become transferred 
proceeds of the refunding issue gen-
erally are not treated as proceeds of 
the refunding issue and need not be 
spent for the refunding issue to satisfy 
that spending exception. Even if the re-
funding issue qualifies for that spend-
ing exception, those transferred pro-
ceeds are subject to rebate as proceeds 
of the refunding issue unless an excep-
tion to rebate applied to those proceeds 
as proceeds of the prior issue. 

(B) Exception. For purposes of apply-
ing the 6-month exception to refunding 
issues, those transferred proceeds of 
the refunding issue excluded from the 
gross proceeds of the prior issue under 
the special definition of gross proceeds 
in paragraph (c)(3) of this section, and 
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those that transferred from a prior tax-
able issue, are generally treated as 
gross proceeds of the refunding issue. 
Thus, for the refunding issue to qualify 
for the 6-month exception, those pro-
ceeds must be spent within 6 months of 
the issue date of the refunding issue, 
unless those amounts continue to be 
used in a manner that does not cause 
those amounts to be gross proceeds 
under paragraph (c)(3) of this section. 

(2) Application of multipurpose issue 
rules. Except as otherwise provided, if 
any portion of an issue is treated as a 
separate issue allocable to refunding 
purposes under § 1.148–9(h) (relating to 
multipurpose issues), for purposes of 
this section, that portion is treated as 
a separate issue. 

(3) Expenditures for governmental pur-
poses of the issue. For purposes of this 
section, expenditures for the govern-
mental purpose of an issue include pay-
ments for interest, but not principal, 
on the issue, and for principal or inter-
est on another issue of obligations. The 
preceding sentence does not apply for 
purposes of the 18-month and 2-year ex-
ceptions if those payments cause the 
issue to be a refunding issue. 

(4) De minimis rule. Any failure to sat-
isfy the final spending requirement of 
the 18-month exception or the 2-year 
exception is disregarded if the issuer 
exercises due diligence to complete the 
project financed and the amount of the 
failure does not exceed the lesser of 3 
percent of the issue price of the issue 
or $250,000. 

(5) Special definition of reasonably re-
quired reserve or replacement fund. For 
purposes of this section only, a reason-
ably required reserve or replacement 
fund also includes any fund to the ex-
tent described in § 1.148–5(c)(3)(i)(E) or 
(G). 

(6) Pooled financing issue—(i) In gen-
eral. Except as otherwise provided in 
this paragraph (b)(6), the spending ex-
ceptions apply to a pooled financing 
issue as a whole, rather than to each 
loan separately. 

(ii) Election to apply spending excep-
tions separately to each loan—(A) In gen-
eral. At the election (made on or before 
the issue date) of the issuer of a pooled 
financing issue, the spending excep-
tions are applied separately to each 
conduit loan, and the applicable spend-

ing requirements for a loan begin on 
the earlier of the date the loan is made, 
or the first day following the 1-year pe-
riod beginning on the issue date of the 
pooled financing issue. If this election 
is made, the rebate requirement ap-
plies to, and none of the spending ex-
ceptions are available for, gross pro-
ceeds of the pooled financing bonds be-
fore the date on which the spending re-
quirements for those proceeds begin. 

(B) Application of spending exceptions. 
If the issuer makes the election under 
this paragraph (b)(6)(ii), the rebate re-
quirement is satisfied for proceeds used 
to finance a particular conduit loan to 
the extent that the loan satisfies a 
spending exception or the small issuer 
exception under § 1.148–8, regardless of 
whether any other conduit loans allo-
cable to the issue satisfy such an ex-
ception. A pooled financing issue is an 
issue of arbitrage bonds, however, un-
less the entire issue satisfies the re-
quirements of section 148. An issuer 
may pay rebate for some conduit loans 
and 11⁄2 percent penalty for other con-
duit loans from the same pooled fi-
nancing issue. The 11⁄2 percent penalty 
is computed separately for each con-
duit loan. 

(C) Elections under 2-year exception. If 
the issuer makes the election under 
this paragraph (b)(6)(ii), the issuer may 
make all elections under the 2-year ex-
ception separately for each loan. Elec-
tions regarding a loan that otherwise 
must be made by the issuer on or be-
fore the issue date instead may be 
made on or before the date the loan is 
made (but not later than 1 year after 
the issue date). 

(D) Example. The operation of this 
paragraph (b)(6) is illustrated by the 
following example: 

Example. Pooled financing issue. On Janu-
ary 1, 1994, Authority J issues bonds. As of 
the issue date, J reasonably expects to use 
the proceeds of the issue to make loans to 
City K, County L, and City M. J does not rea-
sonably expect to use more than 75 percent 
of the available construction proceeds of the 
issue for construction expenditures. On or 
before the issue date, J elects to apply the 
spending exceptions separately for each loan, 
with spending requirements beginning on the 
earlier of the date the loan is made or the 
first day following the 1-year period begin-
ning on the issue date. On February 1, 1994, 
J loans a portion of the proceeds to K, and K 
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reasonably expects that 45 percent of those 
amounts will be used for construction ex-
penditures. On the date this loan is made, J 
elects under paragraph (j) of this section to 
treat 60 percent of the amount loaned to K as 
a separate construction issue, and also elects 
the 11⁄2 percent penalty under paragraph (k) 
of this section for the separate construction 
issue. On March 1, 1994, J loans a portion of 
the proceeds to L, and L reasonably expects 
that more than 75 percent of those amounts 
will be used for construction expenditures. 
On March 1, 1995, J loans the remainder of 
the proceeds to M, and none of those 
amounts will be used for construction ex-
penditures. J must satisfy the rebate require-
ment for all gross proceeds before those 
amounts are loaned. For the loan to K, the 
spending periods begin on February 1, 1994, 
and the 11⁄2 percent penalty must be paid for 
any failure to meet a spending requirement 
for the portion of the loan to K that is treat-
ed as a separate construction issue. Rebate 
must be paid on the remaining portion of the 
loan to K, unless that portion qualifies for 
the 6-month exception. For the loan to L, the 
spending periods begin on March 1, 1994, and 
the rebate requirement must be satisfied un-
less the 6-month, 18-month, or the 2-year ex-
ception is satisfied with respect to those 
amounts. For the loan to M, the spending pe-
riods begin on January 2, 1995, and the rebate 
requirement must be satisfied for those 
amounts unless the 6-month or 18-month ex-
ception is satisfied. 

(c) 6-month exception— (1)General rule. 
An issue is treated as meeting the re-
bate requirement if— 

(i) The gross proceeds (as modified by 
paragraph (c)(3) of this section) of the 
issue are allocated to expenditures for 
the governmental purposes of the issue 
within the 6-month period beginning on 
the issue date (the 6-month spending pe-
riod); and 

(ii) The rebate requirement is met for 
amounts not required to be spent with-
in the 6-month spending period (exclud-
ing earnings on a bona fide debt service 
fund). 

(2) Additional period for certain bonds. 
The 6-month spending period is ex-
tended for an additional 6 months in 
certain circumstances specified under 
section 148(f)(4)(B)(ii). 

(3) Amounts not included in gross pro-
ceeds. For purposes of paragraph 
(c)(1)(i) of this section only, gross pro-
ceeds has the meaning used in § 1.148–1, 
except it does not include amounts— 

(i) In a bona fide debt service fund; 
(ii) In a reasonably required reserve 

or replacement fund (see § 1.148–7(b)(5)); 

(iii) That, as of the issue date, are 
not reasonably expected to be gross 
proceeds but that become gross pro-
ceeds after the end of the 6-month 
spending period; 

(iv) Representing sale or investment 
proceeds derived from payments under 
any purpose investment of the issue; 
and 

(v) Representing repayments of 
grants (as defined in § 1.148–6(d)(4)) fi-
nanced by the issue. 

(4) Series of refundings. If a principal 
purpose of a series of refunding issues 
is to exploit the difference between 
taxable and tax-exempt interest rates 
by investing proceeds during the tem-
porary periods provided in § 1.148–9(d), 
the 6-month spending period for all 
issues in the series begins on the issue 
date of the first issue in the series. 

(d) 18-month exception—(1) General 
rule. An issue is treated as meeting the 
rebate requirement if all of the fol-
lowing requirements are satisfied— 

(i) 18-month expenditure schedule met. 
The gross proceeds (as defined in para-
graph (d)(3) of this section) are allo-
cated to expenditures for a govern-
mental purpose of the issue in accord-
ance with the following schedule (the 
18-month expenditure schedule) measured 
from the issue date— 

(A) At least 15 percent within 6 
months (the first spending period); 

(B) At least 60 percent within 12 
months (the second spending period); 
and 

(C) 100 percent within 18 months (the 
third spending period). 

(ii) Rebate requirement met for amounts 
not required to be spent. The rebate re-
quirement is met for all amounts not 
required to be spent in accordance with 
the 18-month expenditure schedule 
(other than earnings on a bona fide 
debt service fund). 

(iii) Issue qualifies for initial temporary 
period. All of the gross proceeds (as de-
fined in paragraph (d)(3)(i) of this sec-
tion) of the issue qualify for the initial 
temporary period under § 1.148–2(e)(2). 

(2) Extension for reasonable retainage. 
An issue does not fail to satisfy the 
spending requirement for the third 
spending period as a result of a reason-
able retainage if the reasonable 
retainage is allocated to expenditures 
within 30 months of the issue date. 
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Reasonable retainage has the meaning 
under paragraph (h) of this section, as 
modified to refer to net sale proceeds 
on the date 18 months after the issue 
date. 

(3) Gross proceeds—(i) Definition of 
gross proceeds. For purposes of para-
graph (d)(1) of this section only, gross 
proceeds means gross proceeds as de-
fined in paragraph (c)(3) of this section, 
as modified to refer to ‘‘18 months’’ in 
paragraph (c)(3)(iii) of this section in 
lieu of ‘‘6 months.’’ 

(ii) Estimated earnings. For purposes 
of determining compliance with the 
first two spending periods under para-
graph (d)(1)(i) of this section, the 
amount of investment proceeds in-
cluded in gross proceeds of the issue is 
determined based on the issuer’s rea-
sonable expectations on the issue date. 

(4) Application to multipurpose issues. 
This paragraph (d) does not apply to an 
issue any portion of which is treated as 
meeting the rebate requirement under 
paragraph (e) of this section (relating 
to the 2-year exception). 

(e) 2-year exception—(1) General rule. A 
construction issue is treated as meet-
ing the rebate requirement for avail-
able construction proceeds if those pro-
ceeds are allocated to expenditures for 
governmental purposes of the issue in 
accordance with the following schedule 
(the 2-year expenditure schedule), meas-
ured from the issue date— 

(i) At least 10 percent within 6 
months (the first spending period); 

(ii) At least 45 percent within 1 year 
(the second spending period); 

(iii) At least 75 percent within 18 
months (the third spending period); and 

(iv) 100 percent within 2 years (the 
fourth spending period). 

(2) Extension for reasonable retainage. 
An issue does not fail to satisfy the 
spending requirement for the fourth 
spending period as a result of unspent 
amounts for reasonable retainage (as 
defined in paragraph (h) of this section) 
if those amounts are allocated to ex-
penditures within 3 years of the issue 
date. 

(3) Definitions. For purposes of the 2- 
year exception, the following defini-
tions apply: 

(i) Real property means land and im-
provements to land, such as buildings 
or other inherently permanent struc-

tures, including interests in real prop-
erty. For example, real property in-
cludes wiring in a building, plumbing 
systems, central heating or air-condi-
tioning systems, pipes or ducts, ele-
vators, escalators installed in a build-
ing, paved parking areas, roads, 
wharves and docks, bridges, and sewage 
lines. 

(ii) Tangible personal property means 
any tangible property other than real 
property, including interests in tan-
gible personal property. For example, 
tangible personal property includes 
machinery that is not a structural 
component of a building, subway cars, 
fire trucks, automobiles, office equip-
ment, testing equipment, and fur-
nishings. 

(iii) Substantially completed. Construc-
tion may be treated as substantially 
completed when the issuer abandons 
construction or when at least 90 per-
cent of the total costs of the construc-
tion reasonably expected, as of that 
date, to be financed with the available 
construction proceeds have been allo-
cated to expenditures. 

(f) Construction issue—(1) Definition. 
Construction issue means any issue that 
is not a refunding issue if— 

(i) The issuer reasonably expects, as 
of the issue date, that at least 75 per-
cent of the available construction pro-
ceeds of the issue will be allocated to 
construction expenditures (as defined 
in paragraph (g) of this section) for 
property owned by a governmental unit 
or a 501(c)(3) organization; and 

(ii) Any private activity bonds that 
are part of the issue are qualified 
501(c)(3) bonds or private activity bonds 
issued to finance property to be owned 
by a governmental unit or a 501(c)(3) 
organization. 

(2) Use of actual facts. For the provi-
sions of paragraphs (e) through (m) of 
this section that apply based on the 
issuer’s reasonable expectations, an 
issuer may elect on or before the issue 
date to apply all of those provisions 
based on actual facts, except that this 
election does not apply for purposes of 
determining whether an issue is a con-
struction issue under paragraph (f)(1) 
of this section if the 11⁄2 percent pen-
alty election is made under paragraph 
(k) of this section. 
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(3) Ownership requirement—(i) In gen-
eral. A governmental unit or 501(c)(3) 
organization is treated as the owner of 
property if it would be treated as the 
owner for Federal income tax purposes. 
For obligations issued on behalf of a 
State or local governmental unit, the 
entity that actually issues the bonds is 
treated as a governmental unit. 

(ii) Safe harbor for leases and manage-
ment contracts. Property leased by a 
governmental unit or a 501(c)(3) organi-
zation is treated as owned by the gov-
ernmental unit or 501(c)(3) organization 
if the lessee complies with the require-
ments of section 142(b)(1)(B). For a 
bond described in section 142(a)(6), the 
requirements of section 142(b)(1)(B) 
apply as modified by section 146(h)(2). 

(g) Construction expenditures—(1) Defi-
nition. Except as otherwise provided, 
construction expenditures means capital 
expenditures (as defined in § 1.150–1) 
that are allocable to the cost of real 
property or constructed personal prop-
erty (as defined in paragraph (g)(3) of 
this section). Except as provided in 
paragraph (g)(2) of this section, con-
struction expenditures do not include 
expenditures for acquisitions of inter-
ests in land or other existing real prop-
erty. 

(2) Certain acquisitions under turnkey 
contracts treated as construction expendi-
tures. Expenditures are not for the ac-
quisition of an interest in existing real 
property other than land if the con-
tract between the seller and the issuer 
requires the seller to build or install 
the property (e.g., a turnkey contract), 
but only to the extent that the prop-
erty has not been built or installed at 
the time the parties enter into the con-
tract. 

(3) Constructed personal property. Con-
structed personal property means tan-
gible personal property (or, if acquired 
pursuant to a single acquisition con-
tract, properties) or specially devel-
oped computer software if— 

(i) A substantial portion of the prop-
erty or properties is completed more 
than 6 months after the earlier of the 
date construction or rehabilitation 
commenced and the date the issuer en-
tered into an acquisition contract; 

(ii) Based on the reasonable expecta-
tions of the issuer, if any, or represen-
tations of the person constructing the 

property, with the exercise of due dili-
gence, completion of construction or 
rehabilitation (and delivery to the 
issuer) could not have occurred within 
that 6-month period; and 

(iii) If the issuer itself builds or reha-
bilitates the property, not more than 
75 percent of the capitalizable cost is 
attributable to property acquired by 
the issuer (e.g., components, raw mate-
rials, and other supplies). 

(4) Specially developed computer soft-
ware. Specially developed computer soft-
ware means any programs or routines 
used to cause a computer to perform a 
desired task or set of tasks, and the 
documentation required to describe 
and maintain those programs, provided 
that the software is specially developed 
and is functionally related and subordi-
nate to real property or other con-
structed personal property. 

(5) Examples. The operation of this 
paragraph (g) is illustrated by the fol-
lowing examples: 

Example 1. Purchase of construction mate-
rials. City A issues bonds to finance a new of-
fice building. A uses proceeds of the bonds to 
purchase materials to be used in con-
structing the building, such as bricks, pipes, 
wires, lighting, carpeting, heating equip-
ment, and similar materials. Expenditures 
by A for the construction materials are con-
struction expenditures because those expend-
itures will be capitalizable to the cost of the 
building upon completion, even though they 
are not initially capitalizable to the cost of 
existing real property. This result would be 
the same if A hires a third-party to perform 
the construction, unless the office building is 
partially constructed at the time that A con-
tracts to purchase the building. 

Example 2. Turnkey contract. City B issues 
bonds to finance a new office building. B en-
ters into a turnkey contract with developer 
D under which D agrees to provide B with a 
completed building on a specified completion 
date on land currently owned by D. Under 
the agreement, D holds title to the land and 
building and assumes any risk of loss until 
the completion date, at which time title to 
the land and the building will be transferred 
to B. No construction has been performed by 
the date that B and D enter into the agree-
ment. All payments by B to D for construc-
tion of the building are construction expend-
itures because all the payments are properly 
capitalized to the cost of the building, but 
payments by B to D allocable to the acquisi-
tion of the land are not construction expend-
itures. 

Example 3. Right-of-way. P, a public agency, 
issues bonds to finance the acquisition of a 
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right-of-way and the construction of sewage 
lines through numerous parcels of land. The 
right-of-way is acquired primarily through 
P’ s exercise of its powers of eminent do-
main. As of the issue date, P reasonably ex-
pects that it will take approximately 2 years 
to acquire the entire right-of-way because of 
the time normally required for condemna-
tion proceedings. No expenditures for the ac-
quisition of the right-of-way are construc-
tion expenditures because they are costs in-
curred to acquire an interest in existing real 
property. 

Example 4. Subway cars. City C issues bonds 
to finance new subway cars. C reasonably ex-
pects that it will take more than 6 months 
for the subway cars to be constructed to C’s 
specifications. The subway cars are con-
structed personal property. Alternatively, if 
the builder of the subway cars informs C 
that it will only take 3 months to build the 
subway cars to C’s specifications, no pay-
ments for the subway cars are construction 
expenditures. 

Example 5. Fractional interest in property. U, 
a public agency, issues bonds to finance an 
undivided fractional interest in a newly con-
structed power-generating facility. U con-
tributes its ratable share of the cost of build-
ing the new facility to the project manager 
for the facility. U’s contributions are con-
struction expenditures in the same propor-
tion that the total expenditures for the facil-
ity qualify as construction expenditures. 

Example 6. Park land. City D issues bonds to 
finance the purchase of unimproved land and 
the cost of subsequent improvements to the 
land, such as grading and landscaping, nec-
essary to transform it into a park. The costs 
of the improvements are properly 
capitalizable to the cost of the land, and 
therefore, are construction expenditures, but 
expenditures for the acquisition of the land 
are not. 

(h) Reasonable retainage definition. 
Reasonable retainage means an amount, 
not to exceed 5 percent of available 
construction proceeds as of the end of 
the fourth spending period, that is re-
tained for reasonable business purposes 
relating to the property financed with 
the proceeds of the issue. For example, 
a reasonable retainage may include a 
retention to ensure or promote compli-
ance with a construction contract in 
circumstances in which the retained 
amount is not yet payable, or in which 
the issuer reasonably determines that 
a dispute exists regarding completion 
or payment. 

(i) Available construction proceeds—(1) 
Definition in general. Available construc-
tion proceeds has the meaning used in 
section 148(f)(4)(C)(vi). For purposes of 

this definition, earnings include earn-
ings on any tax-exempt bond. Pre- 
issuance accrued interest and earnings 
thereon may be disregarded. Amounts 
that are not gross proceeds as a result 
of the application of the universal cap 
under § 1.148–6(b)(2) are not available 
construction proceeds. 

(2) Earnings on a reasonably required 
reserve or replacement fund. Earnings on 
any reasonably required reserve or re-
placement fund are available construc-
tion proceeds only to the extent that 
those earnings accrue before the earlier 
of the date construction is substan-
tially completed or the date that is 2 
years after the issue date. An issuer 
may elect on or before the issue date to 
exclude from available construction 
proceeds the earnings on such a fund. If 
the election is made, the rebate re-
quirement applies to the excluded 
amounts from the issue date. 

(3) Reasonable expectations test for fu-
ture earnings. For purposes of deter-
mining compliance with the spending 
requirements as of the end of each of 
the first three spending periods, avail-
able construction proceeds include the 
amount of future earnings that the 
issuer reasonably expected as of the 
issue date. 

(4) Issuance costs. Available construc-
tion proceeds do not include gross pro-
ceeds used to pay issuance costs fi-
nanced by an issue, but do include 
earnings on such proceeds. Thus, an ex-
penditure of gross proceeds of an issue 
for issuance costs does not count to-
ward meeting the spending require-
ments. The expenditure of earnings on 
gross proceeds used to pay issuance 
costs does count toward meeting those 
requirements. If the spending require-
ments are met and the proceeds used to 
pay issuance costs are expended by the 
end of the fourth spending period, 
those proceeds and the earnings there-
on are treated as having satisfied the 
rebate requirement. 

(5) One and one-half percent penalty in 
lieu of arbitrage rebate. For purposes of 
the spending requirements of para-
graph (e) of this section, available con-
struction proceeds as of the end of any 
spending period are reduced by the 
amount of penalty in lieu of arbitrage 
rebate (under paragraph (k) of this sec-
tion) that the issuer has paid from 
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available construction proceeds before 
the last day of the spending period. 

(6) Payments on purpose investments 
and repayments of grants. Available con-
struction proceeds do not include— 

(i) Sale or investment proceeds de-
rived from payments under any pur-
pose investment of the issue; or 

(ii) Repayments of grants (as defined 
in § 1.148–6(d)(4)) financed by the issue. 

(7) Examples. The operation of this 
paragraph (i) is illustrated by the fol-
lowing examples: 

Example 1. Treatment of investment earnings. 
City F issues bonds having an issue price of 
$10,000,000. F deposits all of the proceeds of 
the issue into a construction fund to be used 
for expenditures other than costs of 
issuance. F estimates on the issue date that, 
based on reasonably expected expenditures 
and rates of investment, earnings on the con-
struction fund will be $800,000. As of the issue 
date and the end of each of the first three 
spending periods, the amount of available 
construction proceeds is $10,800,000. To qual-
ify as a construction issue, F must reason-
ably expect on the issue date that at least 
$8,100,000 (75 percent of $10,800,000) will be 
used for construction expenditures. In order 
to meet the 10 percent spending requirement 
at the end of the first spending period, F 
must spend at least $1,080,000. As of the end 
of the fourth spending period, F has received 
$1,100,000 in earnings. In order to meet the 
spending requirement at the end of the 
fourth spending period, however, F must 
spend all of the $11,100,000 of actual available 
construction proceeds (except for reasonable 
retainage not exceeding $555,000). 

Example 2. Treatment of investment earnings 
without a reserve fund. City G issues bonds 
having an issue price of $11,200,000. G does 
not elect to exclude earnings on the reserve 
fund from available construction proceeds. G 
uses $200,000 of proceeds to pay issuance 
costs and deposits $1,000,000 of proceeds into 
a reasonably required reserve fund. G depos-
its the remaining $10,000,000 of proceeds into 
a construction fund to be used for construc-
tion expenditures. On the issue date, G rea-
sonably expects that, based on the reason-
ably expected date of substantial completion 
and rates of investment, total earnings on 
the construction fund will be $800,000, and 
total earnings on the reserve fund to the 
date of substantial completion will be 
$150,000. G reasonably expects that substan-
tial completion will occur during the fourth 
spending period. As of the issue date, the 
amount of available construction proceeds is 
$10,950,000 ($10,000,000 originally deposited 
into the construction fund plus $800,000 ex-
pected earnings on the construction fund and 
$150,000 expected earnings on the reserve 
fund). To qualify as a construction issue, G 

must reasonably expect on the issue date 
that at least $8,212,500 will be used for con-
struction expenditures. 

Example 3. Election to exclude earnings on a 
reserve fund. The facts are the same as Exam-
ple 2, except that G elects on the issue date 
to exclude earnings on the reserve fund from 
available construction proceeds. The amount 
of available construction proceeds as of the 
issue date is $10,800,000. 

(j) Election to treat portion of issue used 
for construction as separate issue—(1) In 
general. For purposes of paragraph (e) 
of this section, if any proceeds of an 
issue are to be used for construction 
expenditures, the issuer may elect on 
or before the issue date to treat the 
portion of the issue that is not a re-
funding issue as two, and only two, sep-
arate issues, if— 

(i) One of the separate issues is a con-
struction issue as defined in paragraph 
(f) of this section; 

(ii) The issuer reasonably expects, as 
of the issue date, that this construc-
tion issue will finance all of the con-
struction expenditures to be financed 
by the issue; and 

(iii) The issuer makes an election to 
apportion the issue under this para-
graph (j)(1) in which it identifies the 
amount of the issue price of the issue 
allocable to the construction issue. 

(2) Example. The operation of this 
paragraph (j) is illustrated by the fol-
lowing example. 

Example. City D issues bonds having an 
issue price of $19,000,000. On the issue date, D 
reasonably expects to use $10,800,000 of bond 
proceeds (including investment earnings) for 
construction expenditures for the project 
being financed. D deposits $10,000,000 in a 
construction fund to be used for construction 
expenditures and $9,000,000 in an acquisition 
fund to be used for acquisition of equipment 
not qualifying as construction expenditures. 
D estimates on the issue date, based on rea-
sonably expected expenditures and rates of 
investment, that total earnings on the con-
struction fund will be $800,000 and total earn-
ings on the acquisition fund will be $200,000. 
Because the total construction expenditures 
to be financed by the issue are expected to be 
$10,800,000, the maximum available construc-
tion proceeds for a construction issue is 
$14,400,000 ($10,800,000 divided by 0.75). To de-
termine the maximum amount of the issue 
price allocable to a construction issue, the 
estimated investment earnings allocable to 
the construction issue are subtracted. The 
entire $800,000 of earnings on the construc-
tion fund are allocable to the construction 
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issue. Only a portion of the $200,000 of earn-
ings on the acquisition fund, however, are al-
locable to the construction issue. The total 
amount of the available construction pro-
ceeds that is expected to be used for acquisi-
tion is $3,600,000 ($14,400,000¥$10,800,000). The 
portion of earnings on the acquisition fund 
that is allocable to the construction issue is 
$78,261 ($200,000×$3,600,000/$9,200,000). Accord-
ingly, D may elect on or before the issue 
date to treat up to $13,521,739 of the issue 
price as a construction issue 
($14,400,000¥$800,000¥$78,261). D’s election 
must specify the amount of the issue price 
treated as a construction issue. The balance 
of the issue price is treated as a separate 
nonconstruction issue that is subject to the 
rebate requirement unless it meets another 
exception to arbitrage rebate. Because the fi-
nancing of a construction issue is a separate 
governmental purpose under § 1.148–9(h), the 
election causes the issue to be a multipur-
pose issue under that section. 

(k) One and one-half percent penalty in 
lieu of arbitrage rebate—(1) In general. 
Under section 148(f)(4)(C)(vii), an issuer 
of a construction issue may elect on or 
before the issue date to pay a penalty 
(the 11⁄2 percent penalty) to the United 
States in lieu of the obligation to pay 
the rebate amount on available con-
struction proceeds upon failure to sat-
isfy the spending requirements of para-
graph (e) of this section. The 11⁄2 per-
cent penalty is calculated separately 
for each spending period, including 
each semiannual period after the end of 
the fourth spending period, and is equal 
to 1.5 percent times the underexpended 
proceeds as of the end of the spending 
period. For each spending period, 
underexpended proceeds equal the 
amount of available construction pro-
ceeds required to be spent by the end of 
the spending period, less the amount 
actually allocated to expenditures for 
the governmental purposes of the issue 
by that date. The 11⁄2 percent penalty 
must be paid to the United States no 
later than 90 days after the end of the 
spending period to which it relates. 
The 11⁄2 percent penalty continues to 
apply at the end of each spending pe-
riod and each semiannual period there-
after until the earliest of the fol-
lowing— 

(i) The termination of the penalty 
under paragraph (l) of this section; 

(ii) The expenditure of all of the 
available construction proceeds; or 

(iii) The last stated final maturity 
date of bonds that are part of the issue 
and any bonds that refund those bonds. 

(2) Application to reasonable retainage. 
If an issue meets the exception for rea-
sonable retainage except that all 
retainage is not spent within 3 years of 
the issue date, the issuer must pay the 
11⁄2 percent penalty to the United 
States for any reasonable retainage 
that was not so spent as of the close of 
the 3-year period and each later spend-
ing period. 

(3) Coordination with rebate require-
ment. The rebate requirement is treat-
ed as met with respect to available 
construction proceeds for a period if 
the 11⁄2 percent penalty is paid in ac-
cordance with this section. 

(l) Termination of 11⁄2 percent penalty— 
(1)Termination after initial temporary pe-
riod. The issuer may terminate the 11⁄2 
percent penalty after the initial tem-
porary period (a section 148(f)(4)(C)(viii) 
penalty termination) if— 

(i) Not later than 90 days after the 
earlier of the end of the initial tem-
porary period or the date construction 
is substantially completed, the issuer 
elects to terminate the 11⁄2 percent pen-
alty; provided that solely for this pur-
pose, the initial temporary period may 
be extended by the issuer to a date end-
ing 5 years after the issue date; 

(ii) Within 90 days after the end of 
the initial temporary period, the issuer 
pays a penalty equal to 3 percent of the 
unexpended available construction pro-
ceeds determined as of the end of the 
initial temporary period, multiplied by 
the number of years (including frac-
tions of years computed to 2 decimal 
places) in the initial temporary period; 

(iii) For the period beginning as of 
the close of the initial temporary pe-
riod, the unexpended available con-
struction proceeds are not invested in 
higher yielding investments; and 

(iv) On the earliest date on which the 
bonds may be called or otherwise re-
deemed, with or without a call pre-
mium, the unexpended available con-
struction proceeds as of that date (not 
including any amount earned after the 
date on which notice of the redemption 
was required to be given) must be used 
to redeem the bonds. Amounts used to 
pay any call premium are treated as 
used to redeem bonds. This redemption 
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requirement may be met by purchases 
of bonds by the issuer on the open mar-
ket at prices not exceeding fair market 
value. A portion of the annual prin-
cipal payment due on serial bonds of a 
construction issue may be paid from 
the unexpended amount, but only in an 
amount no greater than the amount 
that bears the same ratio to the annual 
principal due that the total unex-
pended amount bears to the issue price 
of the construction issue. 

(2) Termination before end of initial 
temporary period. If the construction to 
be financed by the construction issue is 
substantially completed before the end 
of the initial temporary period, the 
issuer may elect to terminate the 11⁄2 
percent penalty before the end of the 
initial temporary period (a section 
148(f)(4)(C)(ix) penalty termination) if— 

(i) Before the close of the initial tem-
porary period and not later than 90 
days after the date the construction is 
substantially completed, the issuer 
elects to terminate the 11⁄2 percent pen-
alty; 

(ii) The election identifies the 
amount of available construction pro-
ceeds that will not be spent for the 
governmental purposes of the issue; 
and 

(iii) The issuer has met all of the con-
ditions for a section 148(f)(4)(C)(viii) 
penalty termination, applied as if the 
initial temporary period ended as of 
the date the required election for a sec-
tion 148(f)(4)(C)(ix) penalty termination 
is made. That penalty termination 
election satisfies the required election 
for a section 148(f)(4)(C)(viii) termi-
nation. 

(3) Application to reasonable retainage. 
Solely for purposes of determining 
whether the conditions for terminating 
the 11⁄2 percent penalty are met, rea-
sonable retainage may be treated as 
spent for a governmental purpose of 
the construction issue. Reasonable 
retainage that is so treated continues 
to be subject to the 11⁄2 percent pen-
alty. 

(4) Example. The operation of this 
paragraph (l) is illustrated by the fol-
lowing example. 

Example. City I issues a construction issue 
having a 20-year maturity and qualifying for 
a 3-year initial temporary period. The bonds 
are first subject to optional redemption 10 

years after the issue date at a premium of 3 
percent. I elects, on or before the issue date, 
to pay the 11⁄2 percent penalty in lieu of arbi-
trage rebate. At the end of the 3-year tem-
porary period, the project is not substan-
tially completed, and $1,500,000 of available 
construction proceeds of the issue are 
unspent. At that time, I reasonably expects 
to need $500,000 to complete the project. I 
may terminate the 11⁄2 percent penalty in 
lieu of arbitrage rebate with respect to the 
excess $1,500,000 by electing to terminate 
within 90 days of the end of the initial tem-
porary period; paying a penalty to the 
United States of $135,000 (3 percent of 
$1,500,000 multiplied by 3 years); restricting 
the yield on the investment of unspent avail-
able construction proceeds for 7 years until 
the first call date, although any portion of 
these proceeds may still be spent on the 
project prior to that call date; and using the 
available construction proceeds that, as of 
the first call date, have not been allocated to 
expenditures for the governmental purposes 
of the issue to redeem bonds on that call 
date. If I fails to make the termination elec-
tion, I is required to pay the 11⁄2 percent pen-
alty on unspent available construction pro-
ceeds every 6 months until the latest matu-
rity date of bonds of the issue (or any bonds 
of another issue that refund such bonds). 

(m) Payment of penalties. Each pen-
alty payment under this section must 
be paid in the manner provided in 
§ 1.148–3(g). See § 1.148–3(h) for rules on 
failures to pay penalties under this sec-
tion. 

[T.D. 8476, 58 FR 33535, June 18, 1993; 58 FR 
44452, Aug. 23, 1993] 

§ 1.148–8 Small issuer exception to re-
bate requirement. 

(a) Scope. Under section 148(f)(4)(D), 
bonds issued to finance governmental 
activities of certain small issuers are 
treated as meeting the arbitrage rebate 
requirement of section 148(f)(2) (the 
‘‘small issuer exception’’). This section 
provides guidance on the small issuer 
exception. 

(b) General taxing powers. The small 
issuer exception generally applies only 
to bonds issued by governmental units 
with general taxing powers. A govern-
mental unit has general taxing powers 
if it has the power to impose taxes (or 
to cause another entity to impose 
taxes) of general applicability which, 
when collected, may be used for the 
general purposes of the issuer. The tax-
ing power may be limited to a specific 
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