[ 4830- 01- p] Publ i shed April 10, 2002
DEPARTMENT OF THE TREASURY

I nternal Revenue Service

26 CFR Part 1

REG 165706- 01

RI'N 1545- BA46

ol igations of States and Political Subdivisions

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Notice of proposed rul emaking and notice of public

heari ng.

SUMVARY: Thi s docunent contains proposed regul ations on the
definition of refunding issue applicable to tax-exenpt bonds

I ssued by States and | ocal governnents. This docunent provides a
notice of public hearing on these proposed regul ati ons.

DATES: Witten or electronic comments nust be received by July
9, 2002. CQutlines of topics to be discussed at the public
hearing schedul ed for July 30, 2002, at 10 a.m, nust be received
by July 9, 2002.

ADDRESSES: Send submi ssions to: CC I TA:RU (REG 165706-01), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngton, DC 20044. Subm ssions may be hand delivered between
the hours of 8 am and 5 p.m to: CCITA RU (REG 165706-01),
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 wwwirs.gov/regs.
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The public hearing will be held in the Auditorium |Internal
Revenue Buil ding, 1111 Constitution Avenue NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
M chael P. Brewer, (202) 622-3980; concerning subm ssions and the
hearing, Treena Garrett, (202) 622-7190 (not toll-free nunbers).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Section 150 of the Internal Revenue Code (Code) provides
certain definitions and special rules for purposes of applying
the tax-exenpt bond limtations contained in sections 103 and 141
t hrough 150. On June 18, 1993, final regulations (TD 8476) under
section 150 were published in the Federal Register (58 FR 33510).
On May 9, 1997, additional final regulations (TD 8718) under
section 150 were published in the Federal Register (62 FR 25502).
Thi s docunent proposes to nodify the definition of refunding
| ssue under §81.150-1(d).
Expl anati on of Provisions

Section 1.150-1(d) of the current regulations provides a

definition of refunding issue. 1In general, a refunding issue is

an issue of obligations the proceeds of which are used to pay
principal, interest, or redenption price on another issue. The
current regulations contain certain exceptions to this general

rule. One exception (the change in obligor exception) provides

that an issue is not a refunding issue to the extent that the

obligor of one issue is neither the obligor of the other issue
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nor a related party with respect to the obligor of the other

I ssue. Anot her exception (the six-nonth exception) provides that

I f a person assunes (including taking subject to) obligations of
an unrelated party in connection wth an asset acquisition (other
than a transaction to which section 381(a) applies if the person
assum ng the obligation is the acquiring corporation within the
nmeani ng of section 381(a)), and the assuned issue is refinanced
within six nonths before or after the date of the debt
assunption, the refinancing issue is not treated as a refunding
I sSsue.

Section 1.150-1(b) of the current regul ati ons provi des that

the termrelated party neans, in reference to a governnental unit

or a 501(c)(3) organization, any nmenber of the sanme controlled

group. Section 1.150-1(e) of the current regulations provides

that the termcontrolled group neans a group of entities
controlled directly or indirectly by the sane entity or group of
entities. The determ nation of control is nade on the basis of

all the relevant facts and circunstances. One entity or group of

entities (the controlling entity) generally controls another

entity or group of entities (the controlled entity) if the

controlling entity possesses either of the followng rights or
powers and the rights or powers are discretionary and non-
mnisterial: (i) the right or power both to approve and to renove
wi t hout cause a controlling portion of the governing body of the

controlled entity; or (ii) the right or power to require the use
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of funds or assets of the controlled entity for any purpose of
the controlling entity.

Recently, questions have arisen regarding the application of
these provisions with respect to certain issuances of bonds for
501(c) (3) organi zations that operate hospital systens. In
question generally is whether bonds issued in connection with the
conbi nati on of two or nore 501(c)(3) organizations to refinance
out st andi ng bonds shoul d be characterized as refundi ng bonds.

One question is how the change in obligor exception and the six-
nont h exception shoul d be applied when the obligor of the new

I ssue becones related to the obligor of the other issue as part
of the refinancing transaction. Another question is whether the
acquisition by a 501(c)(3) organi zation of the sole nenbership

I nterest in another 501(c)(3) organization should be treated as
an asset acquisition for purposes of the six-nonth exception. A
third question is what assets should be treated as financed by

t he new bonds under both the change in obligor exception and the
si x-nmont h excepti on.

In general, the proposed regulations retain the change in
obl i gor exception and the six-nonth exception, with certain
nodi fications. The proposed regulations clarify that the
determ nation of whether persons are related for purposes of the
change in obligor exception and the six-nonth exception is
general ly made i nmedi ately before the transaction. However, a

refinancing issue is a refunding i ssue under the proposed
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regul ations if the obligor of the refinanced issue (or any person

that is related to the obligor of the refinanced issue

I mmedi ately before the transaction) has or obtains in the

transaction the right to appoint the magjority of the nenbers of

t he governing body of the obligor of the refinancing issue (or

any person that controls the obligor of the refinancing issue).
The proposed regul ations state that the six-nonth exception

applies to acquisition transactions. An acquisition transaction

Is a transaction in which a person acquires from an unrel ated
party: (i) assets, other than an equity interest in an entity,
iIf the acquirer is treated as acquiring such assets for al
Federal inconme tax purposes; (ii) stock of a corporation with
respect to which a valid election under section 338 is made; or
(iii) control of a governnental unit or a 501(c)(3) organization
t hrough the acquisition of stock, menbership interests or

ot herw se.

The proposed regul ations retain the exclusion under which
the six-nonth exception does not apply to transactions to which
section 381(a) applies, and broaden its scope. |In particular,
under the proposed regul ations the exclusion may apply even if
the person assum ng the obligations is not the acquiring
corporation within the neaning of section 381(a) (for exanple, a
transaction in which a corporation assunes the obligations of a
target corporation in a transaction to which section 381(a)

applies and then contributes all of the assets of the target
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corporation to a controlled subsidiary). The proposed
regul ati ons also extend the application of this rule for section
381(a) transactions to the change in obligor exception

The proposed regul ati ons provi de two new, additional
requi renents for purposes of the change in obligor exception and
the six-nonth exception. [In certain circunstances where the
obligors of the issues are affiliated before the transaction or
becone affiliated as part of the transaction, the proposed
regul ati ons provide that an issue wll be treated as a refunding
I ssue unless: (i) the refinanced issue is redeened on the
earliest date on which the issue may be redeened, and (ii) the
new i ssue is treated as being used to finance the assets that
were financed with the proceeds of the refinanced issue. These
new requi renents are intended to further the Congressional policy
agai nst overburdeni ng the tax-exenpt bond market, as expressed in
sections 148 and 149(d). In particular, they are intended to
prevent overburdening in the case of transactions between
affiliated persons that contain certain econom c characteristics
of a refunding.
Proposed Effective Date

The proposed regulations will apply to bonds sold on or
after the date of publication of final regulations in the Federa
Regi ster. However, issuers nmay apply the proposed regulations in
whol e, but not in part, to any issue that is sold on or after the

date the proposed regul ations are published in the Federal
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Regi ster and before the applicability date of the final
regul ati ons.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent i s not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati ons do not inpose a
collection of information on small entities, the Regul atory
Flexibility Act (5 U.S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of
proposed rul emaking will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for conment on its
I npact on small busi ness.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
that are submtted tinely (preferably a signed original and ei ght
copies) tothe IRS. Al coments will be available for public
I nspecti on and copyi ng.

A public hearing has been schedul ed for July 30, 2002, at
10:00 a.m in the Auditorium Internal Revenue Building, 1111

Constitution Avenue, NW, Washington, DC. Because of access
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restrictions, visitors will not be admtted beyond the | obby nore
than 15 mi nutes before the hearing starts.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wi sh to present oral coments at the hearing
must submt witten comments by July 9, 2002 and submt an
outline of the topics to be discussed and the anount of tine to
be devoted to each topic by July 9, 2002.

A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal authors of these regulations are Bruce M
Serchuk, O fice of Chief Counsel (Tax-exenpt and Gover nnent
Entities), Internal Revenue Service and Stephen J. Watson, Ofice
of Tax Legislative Counsel, Departnent of the Treasury. However,
ot her personnel fromthe IRS and Treasury Departnent participated
in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as

foll ows:



PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Section 1.150-1 is anended as foll ows:

1. Paragraph (a)(2)(iii) is added.

2. Paragraphs (d)(2)(ii) and (d)(2)(v) are revised.

The added and revised provisions read as foll ows:

81.150-1 Definitions.

(a) * * %
(2) * * %

(iii) Special effective date for paragraphs (d)(2)(ii) and

d) (2)(v). Par agraphs (d)(2)(ii) and (d)(2)(v) of this section
apply to bonds sold on or after the date of publication of final
regul ations in the Federal Register, and nmay be applied by

I ssuers in whole, but not in part, to any issue that is sold on

or after [INSERT DATE PROPOSED REGULATI ONS ARE PUBLI SHED I N THE

FEDERAL REQ STER] .

* * % * *

(d) * * %
(2) * * %

(ii) Certain issues with different obligors--(A) In general.
An issue is not a refunding issue to the extent that the obligor
(as defined in paragraph (d)(2)(ii)(B) of this section) of one

Issue is neither the obligor of the other issue nor a related
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party with respect to the obligor of the other issue. The

determ nation of whether persons are related for this purpose is

generally nmade i medi ately before the issuance of the refinancing
I ssue. This paragraph (d)(2)(ii)(A) does not apply to any issue

that is issued in connection with a transaction to which section

381(a) applies.

(B) Definition of obligor. The obligor of an issue neans

the actual issuer of the issue, except that the obligor of the
portion of an issue properly allocable to an investnent in a

pur pose i nvestnent neans the conduit borrower under that purpose
i nvestnment. The obligor of an issue used to finance qualified
nortgage | oans, qualified student |oans, or simlar program

I nvestnents (as defined in 81.148-1) does not include the
ultimate recipient of the loan (e.g., the honeowner, the
student).

(C Certain integrated transactions. |If, within six nonths

before or after a person assunes (including taking subject to)
obligations of an unrelated party in connection with an

acqui sition transaction (other than a transaction to which
section 381(a) applies), the assunmed issue is refinanced, the
refinancing issue is not a refunding issue. An acquisition
transaction is a transaction in which a person acquires from an
unrel ated party—

(1) Assets (other than an equity interest in an entity);
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(2) Stock of a corporation with respect to which a valid
el ection under section 338 is nade; or
(3) Control of a governnental unit or a 501(c)(3)
organi zati on through the acquisition of stock, nmenbership

interests or otherw se.

(D) Special rule for affiliated persons. Paragraphs
(d)(2)(i1)(A and (C) of this section do not apply to any issue
that is issued in connection with a transacti on between
affiliated persons (as defined in paragraph (d)(2)(ii)(E) of this
section), unless--

(1) The refinanced issue is redeened on the earliest date on
which it may be redeenmed (or otherwi se within 90 days after the
date of issuance of the refinancing issue); and

(2) The refinancing issue is treated for all purposes of
sections 103 and 141 through 150 as financing the assets that
were financed with the refinanced issue.

(E) Affiliated persons. For purposes of paragraph

(d)(2)(ii)(D) of this section, persons are affiliated persons
if--

(1) At any tinme during the six nonths prior to the
transaction, nore than 5 percent of the voting power of the
governi ng body of either person is in the aggregate vested in the
ot her person and its directors, officers, owners, and enpl oyees;

or
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(2) During the one-year period beginning six nonths prior to
the transaction, the conposition of the governing body of the
acquiring person (or any person that controls the acquiring
person) is nodified or established to reflect (directly or
indirectly) representation of the interests of the acquired
person or the person from whom assets are acquired (or there is
an agreenent, understanding, or arrangenent relating to such a

nodi fication or establishnment during that one-year period).

(F) Reverse acquisitions. Notw thstanding any ot her
provision of this paragraph (d)(2)(ii), a refinancing issue is a
refunding issue if the obligor of the refinanced i ssue (or any
person that is related to the obligor of the refinanced issue
I mmedi ately before the transaction) has or obtains in the
transaction the right to appoint the magjority of the nenbers of
t he governing body of the obligor of the refinancing issue (or
any person that controls the obligor of the refinancing issue).
See paragraph (d)(2)(v) Exanple 2 of this section.

(v) Exanples. The provisions of this paragraph (d)(2) are
Illustrated by the foll ow ng exanples:

Exanple 1. Consolidation of 501(c)(3) hospital
organi zations. (i) A and B are unrel ated hospital organizations
described in section 501(c)(3). A has assets with a fair market
value of $175 million, and is the obligor of outstanding tax-
exenpt bonds in the anpbunt of $75 million. B has assets with a
fair market value of $145 million, and is the obligor of
out st andi ng tax-exenpt bonds in the anmobunt of $50 million. In

response to significant conpetitive pressures in the healthcare
I ndustry, and for other substantial business reasons, A and B
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agree to consolidate their operations. To acconplish the
consolidation, A and B forma new 501(c)(3) hospital

organi zation, C. A and B each appoint one-half of the nenbers of
the initial governing body of C.  Subsequent to the initial

appoi ntnments, C s governing body is self-perpetuating. On
Decenber 29, 2003, State Y issues bonds with sale proceeds of
$129 million and lends the entire sale proceeds to C. The 2003
bonds are collectively secured by revenues of A, B and C

Si mul t aneously with the issuance of the 2003 bonds, C acquires
the sole nenbership interest in each of A and B. C's ownership
of these nmenbership interests entitles C to exercise exclusive
control over the assets and operations of A and B. C uses the
$129 mllion of sale proceeds of the 2003 bonds to defease the
$75 mllion of bonds on which A was the obligor, and the $50
mllion of bonds on which B was the obligor. Al of the defeased
bonds will be redeenmed on the first date on which they nmay be
redeened. |In addition, Ctreats the 2003 bonds as financing the
same assets as the defeased bonds. The 2003 bonds do not
constitute a refunding i ssue because the obligor of the 2003
bonds (C) is neither the obligor of the defeased bonds nor a
related party with respect to the obligors of those bonds

| medi ately before the issuance of the 2003 bonds. |In addition,
the requirenents of paragraph (d)(2)(ii)(D) of this section have
been satisfied.

(i1) The facts are the sane as in paragraph (i) of this
Exanple 1, except that C acquires the nenbership interests in A
and B subject to the obligations of A and B on their respective
bonds, and the 2003 bonds are sold within six nonths after the
acquisition by C of the nenbership interests. The 2003 bonds do
not constitute a refunding issue.

Exanple 2. Reverse acquisition. D and E are unrel ated
hospi tal organi zations described in section 501(c)(3). D has
assets with a fair market value of $225 million, and is the
obl i gor of outstanding tax-exenpt bonds in the anpbunt of $100
mllion. E has assets with a fair nmarket value of $100 mllion.
D and E agree to consolidate their operations. On My 18, 2004,
Authority Z issues bonds with sale proceeds of $103 mllion and
|l ends the entire sale proceeds to E. Sinultaneously with the
I ssuance of the 2004 bonds, E acquires the sol e nenbership
interest in D. In addition, D obtains the right to appoint the
majority of the nenbers of the governing body of E. E uses the
$103 mllion of sale proceeds of the 2004 bonds to defease the
bonds of which D was the obligor. Al of the defeased bonds w |
be redeened on the first date on which they may be redeened. In
addition, E treats the 2004 bonds as financing the sane assets as
t he def eased bonds. The 2004 bonds constitute a refunding issue
because the obligor of the defeased bonds (D) obtains in the
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transaction the right to appoint the magjority of the nenbers of
t he governing body of the obligor of the 2004 bonds (E). See
paragraph (d)(2)(ii)(F) of this section.



Exanple 3. Relinquishnent of control. The facts are the
same as in Exanple 2, except that D does not obtain the right,
directly or indirectly, to appoint any nenber of the governing
body of E. Rather, E obtains the right both to approve and to
renove wi t hout cause each nenber of the governing body of D. In
addition, prior to being acquired by E, D experiences financi al
difficulties as a result of m smanagenent. Thus, as part of E's
acquisition of D, all of the forner nenbers of D s governing body
resign their positions and are replaced with persons appointed by
E. The 2004 bonds do not constitute a refunding issue.

* * % * *

/ s/ Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue.



