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Thi s docunent anends the Incone Tax Regul ations (26 CFR
part 1) under section 141 by providing special rules for
t ax- exenpt bonds issued for output facilities. On January 18,
2001, tenporary regulations (TD 8941) (the tenporary
regul ati ons) were published in the Federal Register (66 FR
4661) to provide guidance under the Internal Revenue Code of
1986 regardi ng, anong other things, (a) the application of the
private activity bond tests under section 141(b)(1) and (2) to
out put contracts for output facilities; and (b) the
application of the $15 mllion limt under section 141(b)(4)
to output facility financings. A notice of proposed
rul emaki ng (REG 114998-99) cross-referencing the tenporary
regul ati ons was published in the Federal Register on the sane
day (66 FR 4754). On July 24, 2001, the IRS held a public
hearing on the proposed regulations. Witten coments
responding to the notice of proposed rul enaking were al so
received. After consideration of all the coments, the
proposed regul ati ons are adopted as anended by this Treasury
deci sion and the tenporary regul ati ons are renoved. The
revi sions are di scussed bel ow.
Expl anati on of Provisions

A. 81.141-7 Special Rules for OQutput Facilities

1. Benefits and burdens test




The tenporary regul ations contain a benefits and burdens
test for determ ning whether the purchase of output of an
output facility is taken into account under the private
busi ness tests. In particular, the tenporary regul ations
provi de that the purchase by a nongovernnental person of
avai | abl e out put of an output facility is taken into account
under the private business tests if it has the effect of
transferring substantial benefits of owning the facility and
substanti al burdens of paying the debt service on bonds used
to finance the facility. Under this test, an output contract
transfers substantial benefits of owning a facility if it
gives the purchaser (directly or indirectly) rights to
capacity of the facility on a basis that is preferential to
the rights of the general public. An output contract
transfers substantial burdens of paying debt service under
this test to the extent that the issuer reasonably expects
that it is substantially certain that paynments will be made
under the terns of the contract (disregarding default,

i nsol vency, or other simlar circunstances).

Comrent ators were generally critical of the benefits and
burdens test in the tenporary regulations. Sonme commentators
stated that preferential rights is not an adequate concept for

determ ni ng whet her substantial benefits of ownership are
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passed through an output contract. Sone commentators
suggested that a substantial certainty of paynent by a

pur chaser does not necessarily constitute a transfer of
substanti al burdens of paying debt service. O her
comment at ors recomended t hat any sal e of output by a
muni ci pal utility outside of its traditional service territory
should result in private business use.

The final regulations amend the benefits and burdens
test. Under the revised provision, an output contract is
taken into account under the private business tests if it has
the effect of transferring to a nongovernnental person the
benefits of owning the facility and the burdens of paying the
debt service on bonds issued to finance the facility. This
test is net if a nongovernnental person agrees to purchase
avail abl e output of a facility pursuant to (1) a take contract
(that is, a contract under which the purchaser agrees to pay
for the output if the facility is capable of providing it), or
(2) a take or pay contract (that is, a contract under which
t he purchaser agrees to pay for the output, whether or not the
facility is capable of providing it). |In addition, as
di scussed below, certain requirenents contracts may satisfy
the benefits and burdens test. The final regulations define

requi renments contract as an output contract, other than a take
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contract or a take or pay contract, under which a
nongover nnment al person agrees to purchase all or part of its
out put requirenents.

2. Requi renents contracts

The tenporary regul ations provide that a requirenents
contract under which a nongovernnental person agrees to
purchase all or part of its output requirenents is taken into
account under the private business tests to the extent that,
based on all the facts and circunstances, it neets the
benefits and burdens test in those regulations. Relevant
factors in making this determ nation include whether the
purchaser's custoner base has significant indicators of
stability, whether the contract covers historical (rather than
only projected) requirenments, and whet her the purchaser agrees
not to construct or acquire other resources. A requirenments
contract that is not a sale at wholesale (a retai
requi renments contract) generally does not neet the benefits
and burdens test in the tenporary regul ations, except to the
extent it obligates the purchaser to have requirenents or to
make payments that are not contingent on its requirenents.
Reasonabl e and custonmary damages and term nation provisions do
not cause a requirenments contract to nmeet the benefits and

burdens test under the tenporary regul ations.
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Most commentators were critical of the treatnment of
requi renents contracts in the tenmporary regul ations. Sone
comment ators stated that the factors for anal yzing
requi renents contracts are not adm nistrable and do not
necessarily indicate whether a purchaser has acquired
substantial benefits of ownership or burdens of debt service.
Ot her comment ators requested that the regul ati ons be anended
to specify that requirenments contracts with power marketers or
with purchasers | ocated outside the service territory of a
muni ci pal utility result in private business use.

The final regulations provide two rules under which a
requi renments contract may satisfy the benefits and burdens
test. First, a requirenents contract (retail or whol esal e)
generally neets the benefits and burdens test to the extent
that it contains contractual terns that obligate the purchaser
to nake paynments that are not contingent on the output
requi renents of the purchaser or that obligate the purchaser
to have output requirenents. Second, the final regul ations
continue to apply a facts and circunstances approach for
whol esal e requirements contracts, but provide sinplified
factors and two safe harbors. Under this approach, the
following factors tend to establish that a whol esal e

requi renments contract neets the benefits and burdens test:
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(1) the termof the contract is substantial relative to the
termof the issue and (2) the anopunt of output to be purchased
represents a substantial portion of the avail able output. A
whol esal e requirements contract does not neet the benefits and
burdens test under the facts and circunstances approach if it
satisfies one of the followi ng safe harbors: (1) its term
does not exceed the |esser of five years or 30 percent of the
termof the issue or (2) the anpunt of output to be purchased
does not exceed five percent of the avail able output of the
facility.

3. Pl edged contracts

Under the tenporary regulations, paynents under an out put
contract that is pledged as security for an issue are taken
into account under the private business tests even if they are
not substantially certain to be made. A contract is pledged
for this purpose only if the bond docunents prohibit
substantial amendnments of the contract w thout the consent of
bondhol ders.

Some comment ators suggested that this provision adds
undue conmplexity and is unnecessary in |ight of the benefits
and burdens test. The final regulations adopt this coment
and del ete the provision.

4. Exception for small purchases of output
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The tenporary regul ations provide that an output contract
is not taken into account under the private business tests if
t he average annual paynents under the contract that are
substantially certain to be made do not exceed 0.5 percent of
t he average annual debt service on all outstandi ng tax-exenpt
bonds issued to finance the facility, determ ned as of the
effective date of the contract.

Sone comment ators recommended that the 0.5 percent
t hreshold be increased to one percent, and that the exception
refer to guaranteed m ni num rather than substantially
certain, paynents. O her commentators recommended that the
exception be deleted. The final regulations increase the 0.5
percent threshold to one percent and specify that all paynents
to be made under the contract are taken into account.

5. Exception for short-term sal es of output

The tenporary regulations contain an exception under
whi ch an out put contract with a nongovernnmental person is not
taken into account under the private business tests if: (1)
the termof the contract, including all renewal options, does
not exceed one year; (2) the conpensation under the contract
is based on generally applicable and uniformy applied rates

or represents a negotiated, fair market price; and (3) the
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facility is not financed for a principal purpose of serving
t hat nongovernnental person.

Most comentators reconmended that this exception be
expanded to permt contracts of a |onger duration. These
commentators stated that |onger-termcontracts are required in
order to transfer benefits of ownership and burdens of debt
service with respect to an output facility. O her
comment at ors suggested that the exception shoul d be narrower
in scope. These comentators reconmmended that the exception
take into account the entire anticipated period of ongoing
sales, irrespective of the termof any contracts or renewal
opti ons.

The final regulations retain and anmend the exception for
short-term out put sales. 1In order to exclude fromthe private
busi ness tests output contracts that do not transfer the
benefits of ownership and the burdens of debt service, the
final regulations increase the one-year period to three years.

6. Exception for swapping and pooling arrangenents

The tenporary regul ations provide that certain agreenents
to swap or pool output do not result in private business use
to the extent that: (1) the swapped output is reasonably

expected to be approximately equal in value, determ ned over
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peri ods of one year or less; and (2) the agreenent is entered
into for a qualifying purpose, such as enhancing reliability.

Sonme comment ators recommended that the exception be
expanded to apply to transactions in which the value of the
swapped output is not approxi mately equal, but the
governnmental person is a net inporter of power. The final
regul ati ons do not adopt this recommendati on because such
transactions may not in substance constitute power swaps, and
are nore appropriately anal yzed under the benefits and burdens
test.

The final regulations retain the exception for swapping
and pooling arrangenents, but increase the one-year period to
t hree years.

7. Special rule for facilities with significant unutilized
capacity

The tenporary regul ations provide that, if an issuer
reasonably expects on the issue date that persons that are
treated as private business users will purchase nore than 20
percent of the actual output of the facility, the Comm ssioner
may determ ne the nunmber of units produced or to be produced
by the facility in one year on a reasonabl e basis other than
by reference to nanepl ate capacity, such as the average

expected annual output of the facility.
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Comrent at ors suggested that the 20 percent threshold be
increased to 30 percent in order to be consistent with
| ongstanding IRS ruling positions that pre-dated the issuance
of regul ations under section 141 for output facilities (e.g.,
Rev. Proc. 89-3 (1989-1 C.B. 761)). The final regul ations
adopt this comment and change the 20 percent threshold to 30
per cent .

8. Speci al exception for sales of output attributable to
excess generating capacity resulting from open access

The tenporary regul ations contain an exception to private
busi ness use for certain purchases of output of an electric
generating facility if: (1) the contract term does not exceed
three years; (2) the issuer does not utilize tax-exenpt
financing to increase the generating capacity of its system by
nore than three percent during the contract term (3) the
governnmental owner offers certain non-discrimnatory, open
access transmission tariffs; (4) all of the output sold is
attributable to excess capacity resulting fromthe offer of
t he open access tariffs; and (5) all paynments received by the
governnment al owner under the contract (other than the portion
al l ocabl e to operation and mai nt enance expenses described in
81.141-4(c)(2)(C)) are applied as pronptly as is reasonably
practical to redeemtax-exenpt bonds in a manner consi stent

with 81.141-12.
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Sonme commentators stated that this exception contains
overly restrictive requirenents that significantly limt its
useful ness. These commentators recomended that the exception
be expanded to apply to: (1) sales in anticipation of open
access or retail conpetition; (2) sales to native | oad
custoners if open access is in effect or reasonably expected
to commence within a reasonable tinme period; and (3) contracts
with terms in excess of three years. These comentators al so
requested clarification regarding the requirenent to redeem
bonds, the extent to which the rules in 81.141-12 apply, and
the limtations on tax-exenpt financing during the contract
term

These suggested changes raise a nunber of
adm nistrability issues. For exanple, in many cases it may be
difficult to predict the nature and extent of an issuer’s
future participation in open access or to determ ne whether a
particular sale is made in anticipation of open access. |In
i ght of these adm nistrability concerns and the expansi on of
the short-term contract exception to three years as descri bed
above, the final regulations delete the special exception for
excess capacity-rel ated sal es.

9. Special rules for electric output facilities used to
provi de open access
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Under the tenporary regul ations, the use of electric
generation, transm ssion or distribution facilities by a
nongover nnmental person may result in private business use
under the benefits and burdens test. |In addition, the use of
electric facilities under arrangenents other than out put
contracts may constitute private business use under the
general rules of 81.141-3.

The tenporary regul ations do not contain specific
provi si ons for determ ni ng whether the use of electric output
facilities by a regional transn ssion organi zation (RTO),

i ndependent system operator (I1SO) or other independent
transm ssi on operator results in private business use.
However, the preanble to the tenporary regul ati ons states that
the rules for nmanagenent contracts under section 141,

i ncl udi ng Revenue Procedure 97-13 (1997-1 C.B. 632), apply in
this regard.

Coment ators stated that the managenent contract
gui delines in Revenue Procedure 97-13 are not well-tailored to
address the use of electric facilities by an RTO or an | SO.
They requested additional gui dance concerning the
circunstances in which an RTO or an 1SO w |l not be treated as
a private business user. The final regulations provide that a

contract for the operation of an electric transm ssion
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facility by an independent entity, such as an RTO or an | SO

(Lndependent transm ssion operator), does not result in
private business use of the facility if: (1) the facility is
owned by a governnental person; (2) the operation of the
facility by the independent transm ssion operator is approved
by the Federal Energy Regul atory Comm ssi on (FERC) under

provi sions of the Federal Power Act (16 U.S.C. 791a through
821c) (or by a state authority under conparable provisions of
state law); (3) the independent transm ssion operator’s
conpensation is not based on a share of net profits fromthe
facility; and (4) the independent transm ssion operator does
not bear risk of loss of the facility.

The tenporary regul ations contain two special exceptions
under which certain actions involving electric transm ssion or
distribution facilities are not treated as deli berate actions
under 81.141-2(d). The first exception applies to certain
contracts entered into in response to, or in anticipation of,
an order by the FERC to wheel power under the Federal Power
Act, or by a state authority under conparable state |aw. The
second exception applies to certain actions to inplenent the
offering of non-discrimnatory, open access tariffs in a

manner consistent with certain FERC rul es under the Federal
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Power Act or conparable state law. The final regul ations
retain these special exceptions.

Coment ators requested additional guidance regarding the
circunstances in which electric transm ssion and distribution
facilities that are available for use on a non-discrimnatory,
open access basis will not be used for a private busi ness use.
The final regulations provide that the use of an electric
transm ssion or distribution facility by a nongovernnent al
person pursuant to an output contract does not result in
private business use if: (1) the facility is owned by a
governnmental person; (2) the facility is available for use on
a nondi scrim natory, open access basis (a transm ssion
facility neets this requirenent if it is operated by a
qual i fyi ng i ndependent transm ssion operator); and (3) the
facility is not financed for a principal purpose of serving
t hat nongovernnental person.

B. 81.141-8 $15 MIllion Limtation for Qutput Facilities

The tenporary regul ations provide gui dance on the speci al
$15 mllion limtation on output facilities of section
141(b)(4). 1In general, this limtation is based on the
nonqual i fied amount of an issue or issues that finance a

si ngl e project.
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The tenporary regul ations provide that facilities having
di fferent purposes or serving different customer bases are not
ordinarily part of the sane project. For exanple, a peaking
unit and a basel oad unit generally are not part of the sanme
proj ect.

The tenporary regul ations also provide that, in the case
of generation and related facilities, project nmeans property
| ocated at the sane site. However, separate generating units
are not part of the sanme project if one unit is reasonably
expected, on the issue date of each issue that finances the
facilities, to be placed in service nore than three years
before the other.

Sonme commentators noted that there is an anmbiguity in the
tenporary regul ati ons regardi ng whet her a peaking unit and a
basel oad unit that are |ocated at the sane site and placed in
service within the same three-year period are part of the sanme
project. The final regulations clarify that a peaking unit
and a baseload unit generally are not part of the sane
project, even if they are |ocated at the sane site and pl aced
in service within the sanme three-year period.

C. Need for Final Requl ations

Congress passed the Energy Policy Act of 1992, Public Law

102-486 (106 Stat. 2776), to encourage restructuring of the



17

el ectric power industry. Since that time, the FERC and many
st ates have adopted policies to provide open access to
transm ssion and distribution facilities. Treasury and the
| RS are aware that these initiatives have caused many changes
in the electric power industry, and that restructuring efforts
are ongoing. The tenporary regul ations were published in
order to provide i medi ate gui dance under section 141
regarding the effect on the tax-exenpt status of bonds of
certain restructuring transacti ons necessary for utilities to
participate in a restructured electric utility industry.
Coment ators stated that the |ack of final regulations
addressing these i ssues has hindered public power systenms in
undertaking long-term planning. Commentators also stated that
uncertainty regarding the characterization under the private
busi ness tests of certain open access transactions has
hanpered participation by public power systenms in open access
plans. The final regulations are being issued at this tine in
order to address these concerns, notw thstandi ng that
restructuring initiatives continue to evolve. It is
anticipated that the special rules in the final regul ations
for open access transactions will not result in a significant
increase in the volunme of tax-exenpt bonds for output

facilities. In the event that such an increase does occur,
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Treasury and the I RS may reconsi der relevant aspects of the
regul ati ons and propose additional limtations on the use of
t ax- exenpt financing for such facilities.
Ef fective Dates

The final regulations apply to bonds sold on or after
November 22, 2002.
Speci al Anal yses

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required.
It has al so 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 rul e does not
i npose a collection of information on small entities, the
provi sions of the Regulatory Flexibility Act (5 U S.C. 601 et
seq.) do not apply.
Drafting Information

The principal authors of these regulations are Bruce M
Serchuk and Rose M Weber, O fice of Chief Counsel (Tax-exenpt
and Governnment Entities), Internal Revenue Service, and
Stephen J. Watson, O fice of Tax Legislative Counsel
Departnment of the Treasury. However, other personnel fromthe

| RS and Treasury Departnent participated in their devel opnent.
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Li st of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:

PART 1--1 NCOVE TAXES

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

Aut hority: 26 U . S.C. 7805 * * *

Par. 2. Section 1.141-0 is anended by renoving the
entries for 881.141-7T, 1.141-8T and 1.141-15T and addi ng
entries to the table in numerical order for 881.141-7, 1.141-8
and 1.141-15(f) through (i) to read as foll ows:

81.141-0 Table of contents.

* * *x k% %

81.141-7 Special rules for output facilities.

(a) Overview.

(b) Definitions.

(1) Avail abl e out put .

(2) Measurenent period.

(3) Sale at whol esal e.

(4) Take contract and take or pay contract.

(5) Requirenments contract.

(6) Nonqualified anount.

(c) CQutput contracts.

(1) CGeneral rule.

(2) Take contract or take or pay contract.

(3) Requirenments contract.

(4) CQutput contract properly characterized as a | ease.
(d) Measurenent of private business use.

(e) Measurenent of private security or paynent.
(f) Exceptions for certain contracts.
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(1) Small purchases of output.

(2) Swapping and pooling arrangenents.

(3) Short-term output contracts.

(4) Certain conduit parties disregarded.

(g) Special rules for electric output facilities used to
provi de open access.

(1) Operation of transm ssion facilities by nongovernnment al
per sons.

(2) Certain use by nongovernnental persons under out put
contracts.

(3) Ancillary services.

(4) Exceptions to deliberate action rules.

(5) Additional transactions as permtted by the Conm ssioner.
(h) Allocations of output facilities and systens.

(1) Facts and circunstances anal ysis.

(2) Illustrations.

(3) Transm ssion and distribution contracts.

(4) Allocation of paynents.

(i) Exanples.

81.141-8 $15 mllion limtation for output facilities.
(a) In general.

(1) CGeneral rule.

(2) Reduction in $15 miIlion output limtation for outstanding
i ssues.

(3) Benefits and burdens test applicable.

(b) Definition of project.

(1) CGeneral rule.

(2) Separate ownership.

(3) Cenerating property.

(4) Transm ssion and distribution.

(5) Subsequent i nprovenents.

(6) Repl acenent property.

(c) Exanpl es.

(f) Effective dates for certain regulations relating to output
facilities.

(1) CGeneral rule.

(2) Transition rule for requirenents contracts.
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(g) Refunding bonds for output facilities.
(h) Perm ssive retroactive application

(i) Perm ssive application of certain regulations relating to
output facilities.

Par. 3. Section 1.141-2 is anmended by revising the |ast
sentence of paragraph (d)(3)(ii)(B) to read as foll ows:

8§1.141-2 Private activity bond tests.

(d) * * %
(3) * % *
(||) * * *
(B) * * * See 81.141-7(9)(4).
* * % % %
Par. 4. Section 1.141-7 is added to read as foll ows:

81.141-7 Special rules for output facilities.

(a) Overview. This section provides special rules to
det erm ne whet her arrangenents for the purchase of output from
an output facility cause an issue of bonds to neet the private
busi ness tests. For this purpose, unless otherw se stated,
water facilities are treated as output facilities. Sections
1.141-3 and 1.141-4 generally apply to determ ne whet her other
types of arrangenments for use of an output facility cause an

issue to nmeet the private business tests.
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(b) Definitions. For purposes of this section and

81.141-8, the following definitions and rul es apply:

(1) Available output. The available output of a facility

financed by an issue is determ ned by multiplying the nunber
of units produced or to be produced by the facility in one
year by the nunber of years in the nmeasurenent period of that
facility for that issue.

(i) Generating facilities. The nunber of units produced

or to be produced by a generating facility in one year is
determ ned by reference to its namepl ate capacity or the
equi val ent (or where there is no naneplate capacity or the
equi val ent, its maxi mum capacity), which is not reduced for
reserves, maintenance or other unutilized capacity.

(ii) Transm ssion and other output facilities--(A) Ln

general. For transm ssion, distribution, cogeneration, and
ot her output facilities, available output nust be measured in
a reasonable manner to reflect capacity.

(B) Electric transm ssion facilities. Measurenent of the

avail abl e output of all or a portion of electric transm ssion
facilities my be determ ned in a manner consistent with the
reporting rules and requirements for transm ssion networks
promul gated by the Federal Energy Regul atory Comm ssion

(FERC). For exanple, for a transm ssion network, the use of
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aggregate | oad and | oad share ratios in a nmanner consi stent
with the requirenents of the FERC may be reasonable. In
addi ti on, depending on the facts and circunstances,
measur enent of the avail able output of transm ssion facilities
using thermal capacity or transfer capacity nmay be reasonabl e.

(iii) Special rule for facilities with significant

unutilized capacity. |If an issuer reasonably expects on the

i ssue date that persons that are treated as private business
users will purchase nore than 30 percent of the actual output
of the facility financed with the issue, the Conm ssioner nay
determ ne the number of units produced or to be produced by
the facility in one year on a reasonabl e basis other than by
reference to naneplate or other capacity, such as the average
expected annual output of the facility. For exanple, the
Comm ssi oner may determ ne the avail able output of a financed
peaki ng electric generating unit by reference to the
reasonably expected annual output of that unit if the issuer
reasonably expects, on the issue date of bonds that finance
the unit, that an investor-owned utility will purchase nore
than 30 percent of the actual output of the facility during

t he neasurenment period under a take or pay contract, even if
t he amount of output purchased is |ess than 10 percent of the

avai |l abl e out put determ ned by reference to nanepl ate
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capacity. The reasonably expected annual output of the
generating facility must be consistent with the capacity
reported for prudent reliability purposes.

(iv) Special rule for facilities with a |limted source of

supply. If alimted source of supply constrains the output
of an output facility, the nunmber of units produced or to be
produced by the facility nust be determ ned by reasonably
taking into account those constraints. For this purpose, a
limted source of supply shall include a physical limtation
(for example, flow of water), but not an economic limtation
(for exanple, cost of coal or gas). For exanple, the
avai | abl e out put of a hydroelectric unit nust be determ ned by
reference to the reasonably expected annual fl ow of water

t hrough the unit.

(2) Measurenent period. The neasurenent period of an

output facility financed by an issue is determ ned under
§1.141-3(qg) .

(3) Sale at wholesale. A sale at whol esal e neans a sale

of output to any person for resale.

(4) Take contract and take or pay contract. A take

contract is an output contract under which a purchaser agrees
to pay for the output under the contract if the output

facility is capable of providing the output. A take or pay
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contract is an output contract under which a purchaser agrees
to pay for the output under the contract, whether or not the
output facility is capable of providing the output.

(5) Requirenments contract. A requirenments contract is an

out put contract, other than a take contract or a take or pay
contract, under which a nongovernnmental person agrees to
purchase all or part of its output requirenents.

(6) Nonqualified ampunt. The nonqualified amunt with

respect to an issue is determ ned under section 141(b)(8).

(c) Qutput contracts--(1) General rule. The purchase

pursuant to a contract by a nongovernnmental person of
avai | abl e out put of an output facility (output contract)
financed with proceeds of an issue is taken into account under
the private business tests if the purchase has the effect of
transferring the benefits of owning the facility and the
burdens of paying the debt service on bonds used (directly or
indirectly) to finance the facility (the benefits and burdens
test). See paragraph (c)(4) of this section for the treatnent
of an output contract that is properly characterized as a

| ease for Federal incone tax purposes. See paragraphs (d) and
(e) of this section for rules regarding neasuring the use of,
and paynents of debt service for, an output facility for

determ ni ng whet her the private business tests are net. See
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al so 81.141-8 for rules for when an issue that finances an
output facility (other than a water facility) neets the
private business tests because the nonqualified amount of the
i ssue exceeds $15 mllion.

(2) Take contract or take or pay contract. The benefits

and burdens test is net if a nongovernnental person agrees
pursuant to a take contract or a take or pay contract to
purchase avail abl e output of a facility.

(3) Requirenents contract--(i) ILn general. A

requi renents contract may satisfy the benefits and burdens
test under paragraph (c)(3)(ii) or (iii) of this section. See
81.141-15(f)(2) for special effective dates for the
application of this paragraph (c)(3) to issues financing
facilities subject to requirenments contracts.

(i1) Requirenments contract simlar to take contract or

take or pay contract. A requirenents contract generally neets

the benefits and burdens test to the extent that it contains
contractual ternms that obligate the purchaser to make paynents
t hat are not contingent on the output requirenments of the
purchaser or that obligate the purchaser to have out put

requi renents. For exanple, a requirenents contract with an

i ndustrial purchaser nmeets the benefits and burdens test if

t he purchaser enters into additional contractual obligations
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with the issuer or another governnental unit not to cease
operations. A requirenments contract does not neet the
benefits and burdens test, however, by reason of a provision
that requires the purchaser to pay reasonabl e and customary
damages (including |liquidated damages) in the event of a
default, or a provision that permts the purchaser to pay a
specified anount to term nate the contract while the purchaser
has requirenments, in each case if the anpunt of the paynent is
reasonably related to the purchaser's obligation to buy
requi renments that is discharged by the paynent.

(ii1) Wholesale requirenents contract--(A) In general. A

requi renents contract that is a sale at whol esal e (a whol esal e

requi rements contract) nmay satisfy the benefits and burdens

test, depending on all the facts and circunstances.

(B) Significant factors. Significant factors that tend

to establish that a whol esal e requirenents contract neets the
benefits and burdens test include, but are not limted to--
(1) The termof the contract is substantial relative to
the termof the issue or issues that finance the facility; and
(2) The anmount of output to be purchased under the
contract represents a substantial portion of the avail able

out put of the facility.
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(C) Safe harbors. A wholesale requirenents contract does

not neet the benefits and burdens test if--

(1) The term of the contract, including all renewal
options, does not exceed the |esser of 5 years or 30 percent
of the termof the issue; or

(2) The amount of output to be purchased under the
contract (and any other requirenents contract with the sane
purchaser or a related party with respect to the facility)
does not exceed 5 percent of the avail abl e output of the
facility.

(iv) Retail requirements contract. Except as otherw se

provided in this paragraph (c)(3), a requirenents contract
that is not a sale at whol esal e does not neet the benefits and
burdens test.

(4) Qutput contract properly characterized as a |ease.

Not wi t hst andi ng any ot her provision of this section, an out put
contract that is properly characterized as a | ease for Federal
i ncome tax purposes shall be tested under the rules contained

in 881.141-3 and 1.141-4 to determ ne whether it is taken into
account under the private business tests.

(d) Measurenent of private business use. |If an output

contract results in private business use under this section,
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t he amount of private business use generally is the anmount of
out put purchased under the contract.

(e) Measurenent of private security or paynent. The

measur enent of paynents nade or to be made by nongovernment a
persons under output contracts as a percent of the debt
service of an issue is determ ned under the rules provided in
81. 141- 4.

(f) Exceptions for certain contracts--(1) Small purchases

of output. An output contract for the use of a facility is
not taken into account under the private business tests if the
average annual paynents to be made under the contract do not
exceed 1 percent of the average annual debt service on al

out st andi ng tax-exenpt bonds issued to finance the facility,
determ ned as of the effective date of the contract.

(2) Swapping and pooling arrangenents. An agreenent that

provi des for swappi ng or pooling of output by one or nore
government al persons and one or nore nongovernnental persons
does not result in private business use of the output facility
owned by the governnmental person to the extent that--

(i) The swapped output is reasonably expected to be
approxi mately equal in value (determ ned over periods of three

years or |less); and
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(i1) The purpose of the agreenent is to enable each of
the parties to satisfy different peak | oad demands, to
accommpdat e tenporary outages, to diversify supply, or to
enhance reliability in accordance with prudent reliability
st andar ds.

(3) Short-term output contracts. An output contract with

a nongovernnental person is not taken into account under the
private business tests if--

(i) The termof the contract, including all renewal
options, is not |longer than 3 years;

(i1) The contract either is a negotiated, arm s-length
arrangenent that provides for conpensation at fair market
val ue, or is based on generally applicable and uniformy
applied rates; and

(ii1) The output facility is not financed for a principal
pur pose of providing that facility for use by that
nongover nment al person.

(4) Certain conduit parties disregarded. A

nongover nnmental person acting solely as a conduit for the
exchange of output anmong governnental |y owned and operated
utilities is disregarded in determ ning whether the private
busi ness tests are nmet with respect to financed facilities

owned by a governnental person
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(g) Special rules for electric output facilities used to

provi de open access--(1) Operation of transm ssion facilities

by nongovernnental persons--(i) In general. The operation of

an electric transmssion facility by a nongovernnental person
may result in private business use of the facility under
81.141-3 and this section based on all the facts and
circunstances. For exanple, a transm ssion facility is
generally used for a private business use if a nongovernnent al
person enters into a contract to operate the facility and
recei ves conpensati on based, in whole or in part, on a share
of net profits fromthe operation of the facility.

(i) Certain use by independent transm ssion operators.

A contract for the operation of an electric transm ssion
facility by an independent entity, such as a regional
transm ssi on organi zation or an i ndependent system operator

(Lndependent transm ssion operator), does not constitute

private business use of the facility if--
(A) The facility is owned by a governnmental person;
(B) The operation of the facility by the independent
transm ssi on operator is approved by the FERC under one or
nmore provisions of the Federal Power Act (16 U.S.C. 791la
t hrough 821c) (or by a state authority under conparable

provi sions of state | aw);
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(C) No portion of the conpensation of the independent
transm ssi on operator is based on a share of net profits from
the operation of the facility; and
(D) The independent transm ssion operator does not bear
risk of loss of the facility.

(2) Certain use by nongovernnmental persons under out put

contracts--(i) Transm ssion facilities. The use of an

electric transm ssion facility by a nongovernnental person
pursuant to an output contract does not constitute private
busi ness use of the facility if--

(A) The facility is owned by a governnental person;

(B) The facility is operated by an i ndependent
transm ssion operator in a manner that satisfies paragraph
(g)(1)(iit) of this section; and

(C) The facility is not financed for a principal purpose
of providing that facility for use by that nongovernnent al
per son.

(ii) Distribution facilities. The use of an electric

distribution facility by a nongovernnental person pursuant to
an output contract does not constitute private business use of
the facility if--

(A) The facility is owned by a governnmental person;
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(B) The facility is available for use on a
nondi scri m natory, open access basis by buyers and sellers of
electricity in accordance with rates that are generally
applicable and uniformy applied within the neaning of 8§1.141-
3(c)(2); and

(C) The facility is not financed for a principal purpose
of providing that facility for use by that nongover nment al
person (other than a retail end-user).

(3) Ancillary services. The use of an electric output

facility to provide ancillary services required to be offered
as part of an open access transm ssion tariff under rules
promul gated by the FERC under the Federal Power Act (16 U.S.C.
791a through 821c) does not result in private business use.

(4) Exceptions to deliberate action rules--(i) Mandated

wheeling. Entering into a contract for the use of electric
transm ssion or distribution facilities is not treated as a
del i berate action under 81.141-2(d) if--

(A) The contract is entered into in response to (or in
anticipation of) an order by the United States under sections
211 and 212 of the Federal Power Act (16 U.S.C. 824 and 824k)
(or a state regulatory authority under conparabl e provisions

of state |law); and
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(B) The terms of the contract are bona fide and arm s-
| ength, and the consideration paid is consistent with the
provi si ons of section 212(a) of the Federal Power Act.

(i) Actions taken to inplenment non-discrimnatory, open

access. An action is not treated as a deliberate action under
81.141-2(d) if it is taken to inplenent the offering of

non-di scrim natory, open access tariffs for the use of

el ectric transm ssion or distribution facilities in a manner
consistent with rules pronul gated by the FERC under sections
205 and 206 of the Federal Power Act (16 U.S.C. 824d and 824e)
(or conparable provisions of state law). This paragraph
(g)(4)(ii) does not apply, however, to the sale, exchange, or
ot her disposition (within the neaning of section 1001(a)) of
transm ssion or distribution facilities to a nongovernnent al
per son.

(iii) Application of reasonable expectations test to

certain current refunding bonds. An action taken or to be

taken with respect to electric transm ssion or distribution

facilities refinanced by an issue is not taken into account

under the reasonabl e expectations test of 81.141-2(d) if--
(A) The action is described in paragraph (g)(4)(i) or

(ii) of this section;



35

(B) The bonds of the issue are current refundi ng bonds
that refund bonds originally issued before February 23, 1998;
and

(C) The wei ghted average maturity of the refunding bonds
is not greater than the remaining wei ghted average maturity of
the prior bonds.

(5) Additional transactions as pernmtted by the

Comm ssi oner. The Commi ssioner may, by published gui dance,

set forth additional circunstances in which the use of
electric output facilities in a restructured electric industry
does not constitute private business use.

(h) Allocations of output facilities and systens--(1)

Facts and circunstances analysis. \Whether output sold under

an output contract is allocated to a particular facility (for
exanple, a generating unit), to the entire system of the
sell er of that output (net of any uses of that system out put
all ocated to a particular facility), or to a portion of a
facility is based on all the facts and circunstances.
Significant factors to be considered in determ ning the
al l ocation of an output contract to financed property are the
fol |l ow ng:

(i) The extent to which it is physically possible to

deliver output to or froma particular facility or system
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(i1) The ternms of a contract relating to the delivery of
out put (such as delivery Iimtations and options or
obligations to deliver power from additional sources).

(ii1) Whether a contract is entered into as part of a
common plan of financing for a facility.

(iv) The nmethod of pricing output under the contract,
such as the use of market rates rather than rates designed to
pay debt service of tax-exenpt bonds used to finance a
particular facility.

(2) lllustrations. The following illustrate the factors

set forth in paragraph (h)(1) of this section:

(i) Physical possibility. Qutput froma generating unit

that is fed directly into a | ow voltage distribution system of
the owner of that unit and that cannot physically |eave that

di stribution system generally nust be allocated to those
receiving electricity through that distribution system

Qut put may be allocated w thout regard to physi cal

limtations, however, if exchange or sim|ar agreenents
provi de output to a purchaser where, but for the exchange
agreenents, it would not be possible for the seller to provide
out put to that purchaser.

(ii) Contract terns relating to performance. A contract

to provide a specified ambunt of electricity froma system
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but only when at | east that anount of electricity is being
generated by a particular unit, is allocated to that unit.

For exanple, a contract to buy 20 MW of system power with a
right to take up to 40 percent of the actual output of a
specific 50 MW facility whenever total system output is
insufficient to nmeet all of the seller's obligations generally
is allocated to the specific facility rather than to the
system

(ii11) Comon plan of financing. A contract entered into

as part of a comon plan of financing for a facility generally
is allocated to the facility if debt service for the issue of
bonds is reasonably expected to be paid, directly or
indirectly, from paynents under the contract.

(iv) Pricing nethod. Pricing based on the capital and

generating costs of a particular turbine tends to indicate
t hat out put under the contract is properly allocated to that
t ur bi ne.

(3) Transm ssion and distribution contracts. Whether use

under an output contract for transm ssion or distribution is
all ocated to a particular facility or to a transm ssion or

di stribution network is based on all the facts and
circunstances, in a manner simlar to paragraphs (h)(1) and

(2) of this section. 1In general, the nmethod used to determ ne
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paynents under a contract is a nore significant contract term
for this purpose than nom nal contract path. 1In general, if
reasonabl e and consistently applied, the determ nation of use
of transm ssion or distribution facilities under an out put
contract nmay be based on a nethod used by third parties, such
as reliability councils.

(4) Allocation of paynments. Paynents for output provided

by an output facility financed with two or nore sources of
funding are generally allocated under the rules in 81.141-
4(c).

(i) Exanples. The follow ng exanples illustrate the
application of this section:

Exanple 1. Joint ownership. Z, an investor-owned
electric utility, and City H agree to construct an electric
generating facility of a size sufficient to take advantage of
t he econom es of scale. HwIIl issue $50 mllion of its 24-
year bonds, and Z will use $100 mllion of its funds for
construction of a facility they will jointly own as tenants in
common. Each of the participants will share in the ownership,
out put, and operating expenses of the facility in proportion
toits contribution to the cost of the facility, that is, one-
third by Hand two-thirds by Z. H's bonds will be secured by
H s ownership interest in the facility and by revenues to be
derived fromits share of the annual output of the facility.
HwIll need only 50 percent of its share of the annual output
of the facility during the first 20 years of operations. It
agrees to sell 10 percent of its share of the annual output to
Z for a period of 20 years pursuant to a contract under which
Z agrees to take that power if available. The facility wll

begin operation, and Z will begin to receive power, 4 years
after the H bonds are issued. The neasurenent period for the
property financed by the issue is 20 years. H also will sel

the remaining 40 percent of its share of the annual output to
numer ous other private utilities under contracts of three
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years or less that satisfy the exception under paragraph
(f)(3) of this section. No other contracts will be executed
obligating any person to purchase any specified amunt of the
power for any specified period of time. No person (other than
Z) will make paynents that will result in a transfer of the
burdens of paying debt service on bonds used directly or
indirectly to provide H's share of the facilities. The bonds
are not private activity bonds, because H's one-third interest
in the facility is not treated as used by the other owners of
the facility. Although 10 percent of H s share of the annual
out put of the facility will be used in the trade or business
of Z, a nongovernnental person, under this section, that
portion constitutes not nore than 10 percent of the avail able
out put of Hs ownership interest in the facility.

Exanple 2. Whol esale requirenents contract. (i) City J
i ssues 20-year bonds to acquire an electric generating
facility having a reasonably expected economc life
substantially greater than 20 years and a nanepl ate capacity
of 100 MWW The avail abl e output of the facility under
paragraph (b) (1) of this section is approximtely 17,520, 000
MAh (100 MW X 24 hours X 365 days X 20 years). On the issue
date, J enters into a contract with T, an investor-owned
utility, to provide T with all of its power requirenents for a
period of 10 years, commencing on the issue date. J
reasonably expects that T will actually purchase an average of
30 MWover the 10-year period. The contract is taken into
account under the private business tests pursuant to paragraph
(c)(3) of this section because the termof the contract is
substantial relative to the termof the issue and the anmount
of output to be purchased is a substantial portion of the
avai | abl e out put.

(ii) Under paragraph (d) of this section, the anount of
reasonably expected private business use under this contract
is approximately 15 percent (30 MW X 24 hours X 365 days X 10
years, or 2,628,000 MAM) of the avail abl e out put.

Accordingly, the issue neets the private business use test. J
reasonably expects that the anount to be paid for an average
of 30 MW of power (less the operation and mai nt enance costs
directly attributable to generating that 30 MV of power), w il
be nmore than 10 percent of debt service on the issue on a
present -val ue basis. Accordingly, the issue neets the private
security or paynment test because J reasonably expects that
paynment of nore than 10 percent of the debt service will be
indirectly derived from paynents by T. The bonds are private
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activity bonds under paragraph (c) of this section. Further,
if 15 percent of the sale proceeds of the issue is greater
than $15 mllion and the issue neets the private security or
payment test with respect to the $15 mllion out put
limtation, the bonds are also private activity bonds under
section 141(b)(4). See 81.141-8.

Exanple 3. Retail contracts. (i) State Agency M a
political subdivision, issues bonds in 2003 to finance the
construction of a generating facility that will be used to
furnish electricity to Ms retail customers. 1In 2007, M
enters into a 10-year contract with industrial corporation I
Under the contract, Magrees to supply I with all of its power
requirenments during the contract term and | agrees to pay for
t hat power at a negotiated price as it is delivered. The
contract does not require | to pay for any power except to the
extent | has requirenents. |In addition, the contract requires
| to pay reasonable and customary |iqui dated damages in the
event of a default by I, and permts | to term nate the
contract while it has requirenents by paying Ma specified
ampunt that is a reasonable and customary amount for
term nating the contract. Any damages or term nation paynent
by I will be reasonably related to |’s obligation to buy
requi renents that is discharged by the paynment. Under
paragraph (c)(3) of this section, the contract does not neet
the benefits and burdens test. Thus, it is not taken into
account under the private business tests.

(ii) The facts are the sane as in paragraph (i) of this
Exanpl e 3, except that the contract requires |I to nake
guar anteed m ni mum paynments, regardless of |’'s requirenents,
in an anount such that the contract does not neet the
exception for small purchases in paragraph (f)(1) of this
section. Under paragraph (c)(3)(ii) of this section, the
contract meets the benefits and burdens test because it
obligates | to make paynments that are not contingent on its
output requirenents. Thus, it is taken into account under the
private business tests.

Exanple 4. Allocation of existing contracts to new
facilities. Power Authority K, a political subdivision
created by the legislature in State X to own and operate
certain power generating facilities, sells all of the power
fromits existing facilities to four private utility systens
under contracts executed in 1999, under which the four systens
are required to take or pay for specified portions of the
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total power output until the year 2029. Existing facilities
supply all of the present needs of the four utility systens,
but their future power requirenents are expected to increase
substantially beyond the capacity of K's current generating
system K issues 20-year bonds in 2004 to construct a |large
generating facility. As part of the financing plan for the
bonds, a fifth private utility systemcontracts with Kto take
or pay for 15 percent of the avail abl e out put of the new
facility. The balance of the output of the new facility wll
be available for sale as required, but initially it is not
anticipated that there will be any need for that power. The
revenues fromthe contract with the fifth private utility
systemw || be sufficient to pay |l ess than 10 percent of the
debt service on the bonds (determ ned on a present val ue
basis). The bal ance, which will exceed 10 percent of the debt
service on the bonds, will be paid fromrevenues derived from
the contracts with the four systens initially from sal e of
power produced by the old facilities. The output contracts
with all the private utilities are allocated to K's entire
generating system See paragraphs (h)(1) and (2) of this
section. Thus, the bonds neet the private busi ness use test
because nmore than 10 percent of the proceeds will be used in
the trade or business of a nongovernnental person. 1In

addi tion, the bonds nmeet the private security or paynent test
because paynment of nore than 10 percent of the debt service,
pursuant to underlying arrangenments, will be derived from
paynments in respect of property used for a private business
use.

Exanple 5. Allocation to displaced resource. Minicipa
utility MJ, a political subdivision, purchases all of the
electricity required to neet the needs of its custonmers (1,000
MAN from B, an investor-owned utility that operates its own
el ectric generating facilities, under a 50-year take or pay
contract. MJ does not anticipate that it will require
additional electric resources, and any new resources would
produce electricity at a higher cost to MJ than its cost under
its contract with B. Nevertheless, B encourages MJ to
construct a new generating plant sufficient to neet MJ s
requi renments. MJ issues obligations to construct facilities
that will produce 1,000 MWof electricity. MJ, B, and I
anot her investor-owned utility, enter into an agreenment under
which MJ assigns to | its rights under MJ s take or pay
contract with B. Under this arrangenent, | will pay MJ, and
MJ will continue to pay B, for the 1,000 MW |'s paynents to
MJ will at |east equal the anmpbunts required to pay debt
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service on MJ s bonds. In addition, under paragraph
(h)(1)(iti) of this section, the contract anong MJ, B, and |
is entered into as part of a common plan of financing of the
MJ facilities. Under all the facts and circunstances, MJ s
assignnment to | of its rights under the original take or pay
contract is allocable to MJ's new facilities under paragraph
(h) of this section. Because | is a nongovernnental person,
MJ s bonds are private activity bonds.

Exanple 6. Operation of transm ssion facilities by
regional transm ssion organization. (i) Public Power Agency D
is a political subdivision that owns and operates el ectric
generation, transm ssion and distribution facilities. 1In
2003, D transfers operating control of its transm ssion system
to a regional transm ssion organization (RTO, a
nongover nment al person, pursuant to an operating agreenment
that is approved by the FERC under sections 205 and 206 of the
Federal Power Act. D retains ownership of its facilities. No
portion of the RTO s conpensation is based on a share of net
profits fromthe operation of Ds facilities, and the RTO does
not bear any risk of loss of those facilities. Under
paragraph (g)(1)(ii) of this section, the RTOs use of Ds
facilities does not constitute a private business use.

(i1) Conpany Ais located in Ds service territory. 1In
2004, Power Supplier E, a nongovernnental person, enters into
a 10-year contract with Ato supply A's electricity
requi renents. The electricity supplied by Eto A wll be
transmtted over D's transm ssion and distribution facilities.
D's distribution facilities are available for use on a
nondi scri m natory, open access basis by buyers and sellers of
electricity in accordance with rates that are generally
applicable and uniformy applied within the meaning of 81.141-
3(c)(2). D s facilities are not financed for a principal
pur pose of providing the facilities for use by E. Under
paragraph (g)(2) of this section, the contract between A and E
does not result in private business use of Ds facilities.

Exanple 7. Certain actions not treated as deliberate
actions. The facts are the same as in Exanple 6 of this
paragraph (i), except that the RTO s conpensation is based on
a share of net profits fromoperating Ds facilities. In
addition, D had issued bonds in 1994 to finance i nprovenents
to its transm ssion system At the time D transfers operating
control of its transm ssion systemto the RTO, D chooses to
apply the private activity bond regul ati ons of 881.141-1
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t hrough 1.141-15 to the 1994 bonds. The operation of D's
facilities by the RTOresults in private business use under
81.141-3 and paragraph (g)(1)(i) of this section. Under the
speci al exception in paragraph (g)(4)(ii) of this section,
however, the transfer of control is not treated as a

del i berate action. Accordingly, the transfer of control does
not cause the 1994 bonds to neet the private activity bond
tests.

Exanple 8. Current refunding. The facts are the sane as
in Exanple 7 of this paragraph (i), and in addition D issues
bonds in 2004 to currently refund the 1994 bonds. The
wei ght ed average maturity of the 2004 bonds is not greater
than the remaini ng wei ghted average maturity of the 1994
bonds. D chooses to apply the private activity bond
regul ati ons of 881.141-1 through 1.141-15 to the refunding
bonds. |In general, reasonabl e expectations nust be separately
tested on the date that refunding bonds are issued under
81.141-2(d). Under the special exception in paragraph
(g)(4)(iii) of this section, however, the transfer of the
financed facilities to the RTO need not be taken into account
in applying the reasonabl e expectations test to the refunding
bonds.

81.141-7T [ Renpved]
Par. 5. Section 1.141-7T is renoved.
Par. 6. Section 1.141-8 is added to read as foll ows:

8§1.141-8 $15 mllion limtation for output facilities.

(a) Ln general--(1) Ceneral rule. Section 141(b)(4)

provi des a special private activity bond limtation (the $15
mllion output limtation) for issues 5 percent or nore of the
proceeds of which are to be used to finance output facilities
(other than a facility for the furnishing of water). Under
this rule, an issue consists of private activity bonds under

the private business tests of section 141(b)(1) and (2) if the
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nonqual i fied amount with respect to output facilities financed
by the proceeds of the issue exceeds $15 mllion. The $15
mllion output limtation applies in addition to the private
busi ness tests of section 141(b)(1) and (2). Under section
141(b) (4) and paragraph (a)(2) of this section, the $15
mllion output limtation is reduced in certain cases.
Specifically, an issue neets the test in section 141(b)(4) if
both of the followi ng tests are net:

(i) More than $15 mllion of the proceeds of the issue to
be used with respect to an output facility are to be used for
a private business use. |Investnent proceeds are disregarded
for this purpose if they are not allocated disproportionately
to the private business use portion of the issue.

(ii) The paynent of the principal of, or the interest on,
nore than $15 million of the sale proceeds of the portion of
the issue used with respect to an output facility is (under
the terms of the issue or any underlying arrangenent) directly
or indirectly--

(A) Secured by any interest in an output facility used or
to be used for a private business use (or paynments in respect

of such an output facility); or
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(B) To be derived from paynents (whether or not to the
i ssuer) in respect of an output facility used or to be used
for a private business use.

(2) Reduction in $15 million output limtation for

out standing issues--(i) General rule. In determ ning whether

an issue 5 percent or nore of the proceeds of which are to be
used with respect to an output facility consists of private
activity bonds under the $15 million output limtation, the
$15 million limtation on private business use and private
security or paynments is applied by taking into account the
aggregate nonqualified ambunts of any outstandi ng bonds of

ot her issues 5 percent or nore of the proceeds of which are or
will be used with respect to that output facility or any other
output facility that is part of the sanme project.

(i1) Bonds taken into account. For purposes of this

paragraph (a)(2), in applying the $15 mllion output
[imtation to an issue (the later issue), a tax-exenpt bond of
anot her issue (the earlier issue) is taken into account if--
(A) That bond is outstanding on the issue date of the
| ater issue;
(B) That bond will not be redeemed within 90 days of the
i ssue date of the later issue in connection with the refunding

of that bond by the later issue; and
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(C) 5 percent or nore of the sale proceeds of the earlier
i ssue financed an output facility that is part of the sane
project as the output facility that is financed by 5 percent
or nore of the sale proceeds of the |ater issue.

(3) Benefits and burdens test applicable--(i) In general.

In applying the $15 million output limtation, the benefits
and burdens test of 81.141-7 applies, except that "$15
mllion" is applied in place of "10 percent”, or "5 percent”
as appropri ate.

(ii) Earlier issues for the project. |If bonds of an

earlier issue are outstanding and nust be taken into account
under paragraph (a)(2) of this section, the nonqualified
amount for that earlier issue is nmultiplied by a fraction, the
numer at or of which is the adjusted issue price of the earlier
issue as of the issue date of the |later issue, and the

denom nat or of which is the issue price of the earlier issue.
Pre-issuance accrued interest as defined in 81.148-1(b) is

di sregarded for this purpose.

(b) Definition of project--(1) General rule. For
pur poses of paragraph (a)(2) of this section, project has the
meani ng provided in this paragraph. Facilities that are
functionally related and subordinate to a project are treated

as part of that sanme project. Facilities having different
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pur poses or serving different custonmer bases are not
ordinarily part of the sanme project. For exanple, the
followi ng are generally not part of the sanme project--

(i) CGeneration, transm ssion and distribution facilities;

(i1) Separate facilities designed to serve whol esal e
custoners and retail custoners; and

(ii1) A peaking unit and a baseload unit (regardl ess of
the | ocation of the units).

(2) Separate ownership. Except as otherw se provided in

this paragraph (b)(2), facilities that are not owned by the
same person are not part of the same project. |If different
governnmental persons act in concert to finance a project,
however (for exanple as participants in a joint powers
authority), their interests are aggregated with respect to
that project to determ ne whether the $15 mIlion out put
limtation is nmet. In the case of undivided ownership
interests in a single output facility, property that is not
owned by different persons is treated as separate projects
only if the separate interests are financed--

(i) Wth bonds of different issuers; and

(i1) Wthout a principal purpose of avoiding the

limtation in this section.
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(3) Generating property--(i) Property on sane site. In

the case of generation and related facilities, project neans
property | ocated at the sanme site.

(ii) Special rule for generating units. Separate

generating units are not part of the same project if one unit
is reasonably expected, on the issue date of each issue that
finances the units, to be placed in service nore than 3 years
before the other. Comon facilities or property that will be
functionally related to nore than one generating unit nmust be
al l ocated on a reasonable basis. |If a generating unit already
is constructed or is under construction (the first unit) and
bonds are to be issued to finance an additional generating
unit (the second unit), all costs for any common facilities
paid or incurred before the earlier of the issue date of bonds
to finance the second unit or the comencenent of construction
of the second unit are allocated to the first unit. At the
time that bonds are issued to finance the second unit (or, if
earlier, upon comrencenment of construction of that unit), any
remai ni ng costs of the comon facilities my be allocated

bet ween the first and second units so that in the aggregate
the allocation is reasonable.

(4) Transm ssion and distribution. 1In the case of

transm ssion or distribution facilities, project neans
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functionally related or contiguous property. Separate
transm ssion or distribution facilities are not part of the
sanme project if one facility is reasonably expected, on the
i ssue date of each issue that finances the facilities, to be
pl aced in service nore than 2 years before the other.

(5) Subsequent inprovenents--(i) In general. An

i nprovenent to generation, transm ssion or distribution
facilities that is not part of the original design of those
facilities (the original project) is not part of the sane
project as the original project if the construction,
reconstruction, or acquisition of that inprovement comrences
nore than 3 years after the original project was placed in
service and the bonds issued to finance that inprovenent are

i ssued nore than 3 years after the original project was placed
in service.

(ii) Special rule for transm ssion and distribution

facilities. An inprovenent to transm ssion or distribution

facilities that is not part of the original design of that
property is not part of the same project as the original
project if the issuer did not reasonably expect the need to
make that inmprovenent when it comenced construction of the
original project and the construction, reconstruction, or

acqui sition of that inprovenent is mandated by the federal
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government or a state regulatory authority to accommodate
requests for wheeling.

(6) Replacenent property. For purposes of this section,

property that replaces existing property of an output facility
is treated as part of the same project as the replaced
property unl ess--

(i) The need to replace the property was not reasonably
expected on the issue date or the need to replace the property
occurred nore than 3 years before the issuer reasonably
expected (determ ned on the issue date of the bonds financing
the property) that it would need to replace the property; and

(ii) The bonds that finance (and refinance) the output
facility have a wei ghted average maturity that is not greater
than 120 percent of the reasonably expected economc |ife of
the facility.

(c) Exanple. The application of the provisions of this
section is illustrated by the foll ow ng exanpl e:

Exanple. (i) Power Authority K, a political subdivision,

intends to issue a single issue of tax-exenpt bonds at par
with a stated principal anmount and sal e proceeds of $500

mllion to finance the acquisition of an electric generating
facility. No portion of the facility will be used for a
private business use, except that L, an investor-owned
utility, will purchase 10 percent of the output of the
facility under a take contract and will pay 10 percent of the

debt service on the bonds. The nonqualified anount wth
respect to the bonds is $50 m | lion.
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(i1) The maxi num anount of tax-exenpt bonds that may be
i ssued for the acquisition of an interest in the facility in
paragraph (i) of this Exanple is $465 mllion (that is, $450
mllion for the 90 percent of the facility that is
governnmental ly owned and used plus a nonqualified anount of
$15 mllion).
81. 141- 8T [ Renpved]

Par. 7. Section 1.141-8T is renoved.

Par. 8. Section 1.141-15 is anmended by revising
paragraph (a) and addi ng paragraphs (f), (g), (h) and (i) to

read as foll ows:

81.141-15 Effective dates.

(a) Scope. The effective dates of this section apply for
pur poses of 881.141-1 through 1.141-6(a), 1.141-7 through
1.141-14, 1.145-1 through 1.145-2, 1.150-1(a)(3) and the
definition of bond docunents contained in 81.150-1(b).

* * *x k% %

(f) Effective dates for certain regulations relating to

output facilities--(1l) General rule. Except as otherw se
provided in this section, 881.141-7 and 1.141-8 apply to bonds
sold on or after Novenmber 22, 2002, that are subject to
section 1301 of the Tax Reform Act of 1986 (100 Stat. 2602).

(2) Transition rule for requirenents contracts. For

bonds ot herw se subject to 881.141-7 and 1.141-8, §81.141-
7(c)(3) applies to output contracts entered into on or after

Septenber 19, 2002. An output contract is treated as entered
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into on or after that date if it is anended on or after that
date, but only if the amendnment results in a change in the
parties to the contract or increases the amount of
requi renments covered by the contract by reason of an extension
of the contract termor a change in the nmethod for determ ning
such requirements. For purposes of this paragraph (f)(2)--

(i) The extension of the termof a contract causes the
contract to be treated as entered into on the first day of the
addi tional term

(ii) The exercise by a party of a |legally enforceable
ri ght that was provided under a contract before Septenber 19,
2002, on ternms that were fixed and determ nabl e before such
date, is not treated as an anendnent of the contract. For
exanpl e, the exercise by a purchaser after Septenber 19, 2002
of a renewal option that was provided under a contract before
that date, on terns identical to the original contract, is not
treated as an anmendnent of the contract; and

(ii1) An amendnent that increases the anount of
requi renents covered by the contract by reason of a change in
the nmethod for determ ning such requirenents is treated as a
separate contract that is entered into as of the effective
date of the anmendnment, but only with respect to the increased

out put to be provided under the contract.
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(g) Refunding bonds for output facilities. Except as

ot herwi se provided in paragraph (h) or (i) of this section,
881.141-7 and 1.141-8 do not apply to any bonds sold on or
after Novermber 22, 2002, to refund a bond to which §81.141-7
and 1.141-8 do not apply unless--

(1) The refunding bonds are subject to section 1301 of
t he Tax Reform Act of 1986 (100 Stat. 2602); and

(2) (i) The weighted average maturity of the refunding
bonds is | onger than--

(A) The wei ghted average maturity of the refunded bonds;
or

(B) In the case of a short-termobligation that the
i ssuer reasonably expects to refund with a |Iong-term financing
(such as a bond anticipation note), 120 percent of the
wei ght ed average reasonably expected economc life of the
facilities financed; or

(i1) A principal purpose for the issuance of the
refundi ng bonds is to nmake one or nore new conduit | oans.

(h) Perm ssive retroactive application. Except as

provi ded in paragraphs (d), (e) or (i) of this section,
§§1.141-1 through 1.141-6(a), 1.141-7 through 1.141-14, 1.145-

1 through 1.145-2, 1.150-1(a)(3) and the definition of bond
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docunments contained in 81.150-1(b) nay be applied by issuers
in whole, but not in part, to--
(1) Qutstanding bonds that are sold before Novenber 22,
2002, and subject to section 141; or
(2) Refunding bonds that are sold on or after Novenber
22, 2002, and subject to section 141.

(i) Perm ssive application of certain requlations

relating to output facilities. Issuers may apply 881.141-

7(f)(3) and 1.141-7(g) to any bonds.
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81.141- 15T [ Renpved]

Par. 9. Section 1.141-15T is renoved.
Robert E. Wenzel

Deputy Commi ssi oner of Internal Revenue.

Approved: Septenber 17, 2002

Pamel a F. d son

Acting Assistant Secretary of the Treasury.



