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Gui dance Regarding M xed Use Qutput Facilities

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Advance notice of proposed rul emaking.

SUMVARY: Thi s docunent describes and illustrates rules the IRS
and Treasury Departnent expect to propose in a notice of
proposed rul emaking with respect to the issuance of tax-exenpt
bonds for the government use portion of an output facility
that is used for both a governnment use and a private business
use. This docunment also invites comrents fromthe public
regarding these rules. [Issuers may rely on this advance
notice of proposed rul enaking for issues sold before the

noti ce of proposed rul emaking is issued.

DATES: Witten and el ectronic comments nust be submtted by
Decenmber 23, 2002.

ADDRESSES: Send subm ssions to: CC. | TA: RU (REG 142599-02),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin

St ati on, Washi ngton, DC 20044. Subm ssions nmay be hand

delivered between the hours of 8 aam and 5 p.m to: CC ITA RU
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(REG 142599-02), courier’s desk, Internal Revenue Service,
1111 Constitution Avenue NW, Washington, DC. Alternatively,
subm ssions may be made el ectronically to the IRS Internet
site at http://www.irs.gov/regs.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng subm ssions, Guy
Traynor, (202) 622-7180; concerning the proposals, Rose M
Weber, (202) 622-3980 (not toll-free numbers).
SUPPLEMENTARY | NFORMATI ON
Backgr ound

I n general, under section 103 of the Internal Revenue
Code, gross inconme does not include the interest on any State
or | ocal bond. However, this exclusion generally does not
apply to private activity bonds. Section 141(a)(1l) defines a
private activity bond as any bond issued as part of an issue
that neets either (1) the private business use test in section
141(b) (1) and the private security or paynment test in section
141(b)(2) (the private business tests) or (2) the private |oan
financing test in section 141(c).

The private business use test is net if nmore than 10
percent of the proceeds of an issue are to be used for any
private business use. Section 141(b)(6) defines private
busi ness use as use directly or indirectly in a trade or

business that is carried on by any person other than a
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governnental unit. Section 141(b)(7) defines governnment use
as any use other than a private business use.

The private security or paynent test is nmet if the
payment of the principal of, or the interest on, nore than 10
percent of the proceeds of an issue is directly or indirectly
(1) secured by an interest in property used or to be used for
a private business use, (2) secured by an interest in paynents
in respect of such property, or (3) to be derived from
paynents, whether or not to the issuer, in respect of
property, or borrowed noney, used or to be used for a private
busi ness use.

Section 1.141-7 of the Income Tax Regul ati ons provides
rul es under which the purchase pursuant to a contract by a
nongover nnment al person of avail abl e out put of an out put
facility (output contract) may be taken into account under the
private business tests. Section 1.141-1(b) defines out put
facility as electric and gas generation, transm ssion,
distribution, and related facilities, and water collection,
storage, and distribution facilities.

Section 141(b)(4) contains a special limtation under
whi ch an issue five percent or nore of the proceeds of which
are to be used with respect to any output facility (other than

a facility for the furnishing of water) will be treated as
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meeting the private business tests if the nonqualified anount
for the issue exceeds the excess of $15 mllion, over the
aggregate nonqualified anounts with respect to all prior tax-
exenpt issues 5 percent or nore of the proceeds of which are
or will be used with respect to such facility (or any other
facility which is part of the sanme project). Section

141(b) (8) defines nongqualified anpbunt as the |esser of (1) the

proceeds used for a private business use, or (2) the proceeds

with respect to which there are paynents, property or borrowed
noney taken into account under the private security or paynment
t est.

The Conference Commttee Report to the Tax Reform Act of
1986, H. R. Conf. Rep. No. 841, 99th Cong., 2d Sess. 11-690
(1986), 1986-3 (Vol. 4) C.B. 686 (the Conference Report),
contains an exanple that illustrates the treatnent under
section 141(b)(4) of an output facility the output of which is
sold for both a governnment use and a private business use (a
m xed use output facility), but the anmount of private business
use and private paynents would cause bonds to be private
activity bonds if they financed the entire facility. 1In the
Conference Report exanple, a single issue of tax-exenpt bonds
is contenplated to finance the acquisition of a $500 mllion

electric generating facility. Ten percent of the output of
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the facility will be sold to an investor-owned utility under
an output contract that gives rise to private business use.
The Conference Report exanple concludes that $465 mllion of
t ax- exenpt bonds may be used to acquire the facility, $450
mllion for the 90 percent of the facility that is used for a
government use, plus $15 mllion for the allowable private
busi ness use portion under section 141(b)(4). Section 1.141-
8(c) contains an exanple that is substantially the sane as the
exanpl e contained in the Conference Report.

The I RS and Treasury Departnment are review ng the
application of section 141 to m xed use output facilities.
Thi s Announcenent describes and illustrates rules that the IRS
and Treasury Departnment expect to propose in a notice of
proposed rul emaki ng (the proposed regul ations) as part of the
2002- 2003 Gui dance Priority Plan. The proposed regul ations
wi || provide guidance regarding the issuance of tax-exenpt
bonds for the governnent use portion of a m xed use out put
facility wi thout the bonds being characterized as private
activity bonds.

Expl anati on of Provisions

A. M xed Use All ocations

1. I n general
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The proposed regulations will provide that tax-exenpt
bonds nay be issued to finance costs attributable to the
governnent use portion of a m xed-use output facility (plus
any costs attributable to de minim s private business use
permtted under section 141) w thout the bonds being
characterized as private activity bonds. For this purpose,
the termfacility includes an undivided ownership interest in
a facility. Wth respect to arrangenents for the purchase of
out put, the governnment use portion of an output facility is
det erm ned based on the percentage of the avail abl e out put of
the facility that is not used for a private business use (as
determ ned under § 1.141-7).

2. Allocation of private business use and paynents

The proposed regulations will provide that, in the case
of a m xed use output facility, output contracts that result
in private business use (including any paynments thereunder)
are allocated first to the portion of the facility that is
financed with equity. For this purpose, equity nmeans any
anmount ot her than proceeds of a tax-exenpt bond, including
funds of the issuer that are not derived froma borrow ng and
proceeds of taxable bonds, but does not include any anount
al l ocable to a tax-exenpt bond that has been retired. Wth

respect to each issue of bonds, the portion of the output
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facility financed with equity is determ ned based on
expenditures of equity that are made contenporaneously with
expendi tures of proceeds of the issue as part of the sanme plan
of financing. |In order for an output contract to be allocated
(in whole or in part) to the equity-financed portion of an
output facility as described in this paragraph, it first nust
be all ocable to the facility under the facts and circunstances
test contained in 81.141-7(h). For exanple, an output
contract that is allocable to two output facilities under
81.141-7(h) may not be allocated in its entirety to the
equity-financed portion of one of the facilities.
B. Exanples

The provisions of the proposed regul ations descri bed
above are illustrated by the follow ng exanples (although the
exanpl es involve only an electric transm ssion facility, the
principles illustrated apply equally to all output
facilities):

Exanple 1. Authority is a governnental person that owns
and operates an electric transm ssion facility. Prior to
2003, Authority incurred capital costs of $500 mllion for the
facility. None of those costs was financed with tax-exenpt
bonds. I n 2003, Authority needs to make repairs, upgrades and
i nprovenents to the facility in the amount of $50 million. On
April 10, 2003, Authority issues an issue with proceeds of $30
mllion and uses those proceeds to pay capital costs of the
facility. As part of the sanme plan of financing, Authority
al so uses $20 mllion of its own funds which are not derived

froma borrowing to pay capital costs of the facility. Wth
respect to the 2003 issue, 46 percent of the avail abl e out put
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(as determ ned under 81.141-7) of the facility is sold under
out put contracts that result in private business use. Thus,

of the $50 nmillion of new capital costs, $27 nmllion (54
percent) are attributable to governnent use and $23 mllion
(46 percent) are attributable to private business use. In

general, output contracts that result in private business use
are allocated first to the portion of the output facility that

is financed with equity. Therefore, of the $23 mllion of
costs attributable to private business use, $20 mllion are
allocable to Authority’s equity and $3 mllion are allocable

to the 2003 issue. Thus, $27 mllion (90 percent) of the
proceeds of the issue are used for a government use. The
i ssue does not consist of private activity bonds.

Exanple 2. The facts are the same as in Exanple 1,
except that by 2010, only 75 percent of the original principal

amount of the 2003 issue remains outstanding. The retirenent
of a portion of the issue does not affect the anount of
private business use of the facility that nmust occur in order
for the issue to consist of private activity bonds.
Request for Comments

Before the notice of proposed rul emaking is issued,
consideration will be given to any witten coments that are
submtted tinmely (preferably a signed original and eight
copies) tothe IRS. Al coments will be available for public
i nspection and copying. |In addition to comrents regarding
al l ocati on and accounting rules for m xed use out put
facilities, comments are also invited on allocation and
accounting rules under section 141 for other facilities that
are used for both a government use and a private business use.
Rel i ance on Announcenent

| ssuers may rely on the rules described in this

Announcenment with respect to any issue that is sold before the
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date the proposed regul ations are published in the Federal
Regi ster (or such later date as nay be specified in the
proposed regul ations or final regulations). |Issuers may rely
on this Announcenent with respect to bonds that are subject to
the I nternal Revenue Code of 1986 or the Internal Revenue Code

of 1954.
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Drafting Information

The principal authors of this advance notice of proposed
rul emaki ng are Bruce M Serchuk and Rose M Wber, Ofice of
Chi ef Counsel (Tax-exenpt and Governnent Entities), Internal
Revenue Service, and Stephen J. Watson, O fice of Tax
Legi sl ati ve Counsel, Departnent of the Treasury. However,
ot her personnel fromthe IRS and Treasury Depart ment

participated in its devel opnent.

Deputy Comm ssioner of I nternal

Revenue.



