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SUMMARY: This document contains
proposed amendments to the final regula-
tions on the arbitrage and private activity
restrictions applicable to tax-exempt
bonds issued by State and local govern-
ments. The proposed amendments affect
issuers of tax-exempt bonds and provide
guidance on the definitions of
investment-type property and private loan
to help issuers comply with the arbitrage
and private activity restrictions. This
document also provides notice of a public
hearing on these proposed regulations.
The previous notice of proposed rulemak-
ing (REG-113526-98, 19992 C.B. 417),
published on August 25, 1999, relating to
arbitrage and related restrictions appli-
cable to tax-exempt bonds issued by State
and local governments, is withdrawn.

DATES:. Written or electronic comments
must be received by July 16, 2002. Out-
lines of topics to be discussed at the pub-
lic hearing scheduled for September 24,
2002, at 10 am., must be received by
September 10, 2002.

ADDRESSES: Send submissions to:
CC:ITA:RU (REG-105369-00), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand
delivered between the hours of 8 am. and
5 p.m. to: CC:ITA:RU (REG-105369—
00), courier’s desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC. Alternatively, submis-
sions may be made electronically to the
IRS Internet site at www.irs.gov/regs. The
public hearing will be held in the Audito-

rium, Internal Revenue Building, 1111
Constitution Avenue NW, Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT: Concerning the proposed regula-
tions, Johanna Som de Cerff, (202) 622—
3980; concerning submissions and the
hearing, Sonya Cruse, (202) 622—7180
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background

This document contains proposed
amendments to 26 CFR part 1 (the pro-
posed regulations). On August 25, 1999,
the IRS published in the Federal Regis-
ter a notice of proposed rulemaking
(REG-113526-98) (64 FR 46320) (the
1999 proposed regulations) proposing to
modify 8 1.148-1(e) of the Income Tax
Regulations to establish which prepay-
ments for property or services give rise to
investment-type property under section
148(b)(2)(D) of the Internal Revenue
Code (Code). Numerous written com-
ments responding to the 1999 proposed
regulations were received, and a public
hearing was held on January 12, 2000. In
response to the extensive comments, par-
ticularly with regard to certain natural gas
prepayment transactions discussed below,
the 1999 proposed regulations are with-
drawn and amendments to § 1.148-1(e)
are proposed in accordance with this
notice of proposed rulemaking. This
notice of proposed rulemaking also pro-
poses corresponding amendments to
§ 1.141-5(c)(2) (relating to the private
loan financing test).

Explanation of Provisions

|. Existing Definition of Investment-type
Property

With certain exceptions, section 148
prohibits the use of proceeds of a tax-
exempt bond issue to acquire investment
property with a yield that materially
exceeds the yield on the issue. Section
148(b)(2)(D) provides that the term
investment property includes investment-
type property. Section 148(b)(2)(D) was
added to the Code by the Tax Reform Act
of 1986, Pub. L. No. 99-514, 100 Stat.
2085 (1986) (1986 Act). The Conference
Committee Report states that the legisla-

tion “expands the types of investments of
bond proceeds that are subject to the arbi-
trage restrictions to include all
investment-type property (including other
than customary prepayments)....” H.R.
Conf. Rep. No. 99-841, pt. 2, at 745.

As an economic matter, prepayments
for property or services generaly contain
a built-in investment return. That is, if a
buyer of property or services makes a
cash payment to the seller in advance of
the seller’s performance, the buyer may
expect to receive an implicit investment
return based on the time value of money.
In the case of a prepayment financed with
tax-exempt bond proceeds, the presence
of a built-in investment return raises the
issue of whether the prepayment gives
rise to investment-type property.

The existing regulations, at § 1.148—
1(e)(2), contain rules for determining
when a prepayment for property or ser-
vices results in investment-type property.
Under that provision, a prepayment gen-
eraly gives rise to investment-type prop-
erty if a principal purpose for prepaying
is to recelve an investment return from
the time the prepayment is made until the
time payment otherwise would be made.
However, a prepayment does not give rise
to investment-type property under the
existing regulations if (1) it is made for a
substantial business purpose other than
investment return and the issuer has no
commercially reasonable alternative to
the prepayment (the business purpose
exception); or (2) prepayments on sub-
stantially the same terms are made by a
substantial percentage of persons who are
similarly situated to the issuer but who
are not beneficiaries of tax-exempt
financing (the customary exception).

[1. 1999 Proposed Amendments to the
Definition of Investment-type Property

The 1999 proposed regulations pro-
posed a modification to §1.148-1(e)(2)
to establish that a prepayment of a con-
tract for property or services that is made
after the date that the contract is entered
into can give rise to investment-type
property. This modification was proposed
in light of the opinion in City of Colum-
bus v. Commissioner, 112 F.3d 1201
(D.C. Cir. 1997), which concluded that a
1994 prepayment by a city of its indebt-
edness to a state did not constitute a pre-
payment for property the city acquired in



1967. The proposed amendment to
§1.148-1(e)(2) addressed only the nar-
row issue of whether a prepayment for
property or services after the execution of
a contract to buy the property or services
can give rise to investment-type property.

Commentators generally agreed with
the suggestion that a prepayment for
property or services can occur after the
date the purchase contract is executed.
The proposed regulations retain the pro-
posed change to § 1.148-1(e)(2), with
clarifying modifications that are consis-
tent with this concept.

I11. Definition of Investment-type Prop-
erty in the Proposed Regulations

Although commentators generally
agreed with the 1999 proposed amend-
ments to § 1.148-1(e)(2), they requested
additional clarification of other aspects of
the definition of investment-type property.
After considering al of the comments,
Treasury and the IRS have determined
that additional changes to the definition
are needed to provide certainty to issuers
and the IRS in a manner that is consistent
with the broad scope of the investment-
type property concept. To allow for pub-
lic comment, these additional changes are
issued in proposed form. Furthermore, to
provide issuers with immediate certainty,
issuers may rely on the proposed regula
tions to the extent specified below.

Commentators generally did not rec-
ommend modifying the basic framework
for determining whether a prepayment
gives rise to investment-type property
under § 1.148-1(e)(2). The proposed
regulations retain this basic structure, but
make certain modifications. In particular,
the proposed regulations: (1) amend the
business purpose exception; (2) retain the
customary exception in its present form;
(3) add an exception for certain prepay-
ments by municipal utilities to acquire a
supply of natural gas; and (4) add a de
minimis exception for prepayments made
within 90 days of delivery of the property
or services. In addition, the proposed
regulations state that the Commissioner
may, by published guidance, set forth
additional circumstances in which a pre-
payment does not give rise to investment-

type property.

A. Business purpose exception

As indicated, the existing regulations
provide that a prepayment does not give
rise to investment-type property if it is
made for a substantial business purpose
other than investment return and the
issuer has no commercially reasonable
aternative to the prepayment. This provi-
sion, which was intended to be a narrow
exception to the definition of investment-
type property, has raised difficult inter-
pretive questions. For example, in many
instances it may be unclear whether the
alternatives available to the issuer are
“commercialy reasonable.”

Commentators suggested certain
changes to the provision to clarify its
application. For example, they suggested
that a prepayment should be considered
made for a substantial business purpose
other than investment return if the effect
of the prepayment is (1) to fix the price of
the property or service, (2) to assure a
supply of the property or service, (3) to
guarantee delivery of the property or ser-
vice at a location favorable to the issuer,
or (4) to enable the issuer to obtain a
price discount that materialy exceeds the
investment return that could be earned
between the time the prepayment is made
and the time the property or services are
delivered. Commentators suggested that
an dternative should be viewed as “com-
mercially reasonable” if it is reasonably
available to the issuer, it would achieve
the same substantial business purpose as
the prepayment except that no investment
return is received, and it is not more
expensive by an amount that materially
exceeds the investment return from the
prepayment. Some commentators recom-
mended that a safe harbor be added under
which an alternative would not be consid-
ered commercially reasonable if the cost
of the alternative exceeded the cost of the
prepayment by a specified amount on a
present value basis.

Treasury and the IRS have considered
these suggested factors and have con-
cluded that they do not, in and of them-
selves, represent administrable standards
for distinguishing between prepayments
that are made primarily for arbitrage pur-
poses and those that are not. That is, a
prepayment transaction may contain one
or more of these features, even if it is pri-
marily arbitrage-motivated. Therefore, the
proposed regulations do not adopt these

suggested amendments. Nevertheless, as
discussed below, these factors are taken
into account, together with all the other
facts and circumstances, in determining
whether a prepayment satisfies the busi-
ness purpose exception as revised by the
proposed regulations.

In this regard, the proposed regulations
amend the business purpose exception in
order to clarify that it is to be applied
narrowly in a manner that is consistent
with the broad scope of the investment-
type property concept. In particular, under
the proposed regulations a prepayment
meets the business purpose exception if
the facts and circumstances clearly estab-
lish that the primary purpose for the pre-
payment is to accomplish one or more
substantial business purposes that (1) are
unrelated to any investment return based
on the time value of money, and (2) can-
not be accomplished without the prepay-
ment. This exception is intended to be
very narrow and to apply only in very
unique circumstances, such as the situa-
tion illustrated by an example in the pro-
posed regulations.

B. Customary exception

As indicated, the existing regulations
provide that a prepayment does not give
rise to investment-type property if pre-
payments on substantially the same terms
are made by a substantial percentage of
persons who are similarly situated to the
issuer but who are not beneficiaries of
tax-exempt financing. This provision
implements the legidlative history cited
above that indicates that customary pre-
payments should not result in investment-
type property.

Commentators suggested that a safe
harbor be added for determining a “sub-
stantial percentage” of similarly situated
persons. However, Treasury and the IRS
have concluded that the determination of
whether a transaction is customary is
appropriately made on a case-by-case
basis, taking into account all the facts and
circumstances, rather than by reference to
a precise mathematical formula or prede-
termined percentage. Therefore, the pro-
posed regulations do not adopt this sug-
gested change.

Commentators also recommended that
the “substantial percentage” requirement
should be deemed satisfied if a substantial
number of similarly situated persons who



are not beneficiaries of tax-exempt
financing make a similarly sized prepay-
ment. The proposed regulations do not
adopt this comment because the incidence
of a particular number of transactions by
similarly situated persons may not estab-
lish that the transaction is customary if
those persons represent only a small per-
centage of al the similarly situated per-
sons.

Finally, some commentators suggested
that the customary exception should be
automatically satisfied if the issuer and
the supplier of the property or services
certify reasonably and in good faith that
its requirements are met. The proposed
regulations do not adopt this comment
because a certification by the parties to a
transaction should not be sufficient to
establish the legal conclusion that the
transaction meets the requirements of the
exception.

C. Certain prepayments to acquire a sup-
ply of natural gas

The preamble to the 1999 proposed
regulations identified certain transactions
involving the issuance of bonds to prepay
for a supply of natural gas and the simul-
taneous execution by the issuer of a com-
modity swap under which the issuer
receives fixed payments and makes vari-
able payments based on an index. The
1999 preamble stated that Treasury and
the IRS were concerned that the transac-
tions create investment-type property and
requested comments on the transactions.

Most, but not all, of the commentators
disagreed with the suggestion that the
identified transactions should result in
investment-type property. They stated that
deregulation of the natural gas industry
has threatened the ability of municipal
utilities to obtain a secure supply of natu-
ra gas on commercially reasonable terms.
They stated that the natural gas prepay-
ment transactions are necessary to obtain
a guaranteed supply of natural gas on
favorable terms in light of deregulation.

The proposed regulations add an
exception to the definition of investment-
type property for certain natural gas pre-
payments that are made by or for one or
more utilities that are owned by a govern-
mental person, as defined in § 1.141-
1(b) (for example, where a joint action
agency acquires a natural gas supply for
one or more municipal gas or electric

utilities). The exception applies only if at
least 95 percent of the natura gas pur-
chased with the prepayment is to be con-
sumed by retail customers in the service
area of a municipa gas utility, or used to
produce electricity that will be furnished
to retail customers that a municipal elec-
tric utility is obligated to serve under state
or Federal law. For this purpose, the ser-
vice area of a municipal gas utility is
defined as (1) any area throughout which
the municipal utility provided (at all times
during the five-year period ending on the
issue date) gas transmission or distribu-
tion service, and any area that is contigu-
ous to such an area, or (2) any area where
the municipal utility is obligated under
state or Federal law to provide gas distri-
bution services as provided in such law.
Issuers may apply principles similar to
therulesof § 1.141-12 in order to cure a
violation of this 95 percent requirement.

A transaction will not fail to qualify
for this exception by reason of any com-
modity swap contract that may be entered
into between the issuer and an unrelated
party (other than the gas supplier), or
between the gas supplier and an unrelated
party (other than the issuer), so long as
each swap contract is an independent con-
tract. For this purpose, a swap contract is
an independent contract if the obligation
of each party to perform under the swap
contract is not dependent on performance
by any person (other than the other party
to the swap contract) under another con-
tract (for example, a gas supply contract
or another swap contract).

Comments are requested on the excep-
tion for natural gas prepayments in the
proposed regulations, including the defi-
nition of service area and the workability
of the 95 percent test.

D. De minimis prepayments

Commentators recommended adding
to the regulations a de minimis exception
under which prepayments that are made
in small amounts or shortly before the
property or services are delivered, would
be disregarded. Treasury and the IRS rec-
ognize that prepayments made shortly
before the property or services are deliv-
ered are unlikely to be arbitrage-
motivated. Based on this consideration,
and to provide administrative certainty,
the proposed regulations add an exception
for prepayments that are made within 90

days of the date of delivery of the prop-
erty or services. However, the proposed
regulations do not provide an exception
for small prepayments because a prepay-
ment may be made primarily for arbitrage
purposes even if it is a small amount.

E. Timing mismatch between payment and
delivery of property or services

The preamble to the 1999 proposed
regulations requested comments regard-
ing the proper treatment of contracts that
provide for a timing mismatch between
the buyer’s cash payments and the seller’s
delivery of property or services.

Commentators generally expressed the
view that, depending on the particular
facts, payments made over time may give
rise to investment-type property when the
payment schedule does not match the
schedule for the provision of property or
services. The commentators did not rec-
ommend any changes to the regulations
on this issue. Treasury and the IRS have
determined that § 1.148-1(e)(2) appro-
priately addresses mismatches in payment
and delivery obligations. Therefore, the
proposed regulations do not propose any
amendments in this regard.

F. Prepayments of capital charges

Some commentators recommended
that the regulations be modified to pro-
vide that a prepayment does not give rise
to investment-type property if it isin sub-
stance a reimbursement to a seller of all
or a portion of the seller’s capital costs of
a specific, tangible project through which
the seller produces or delivers a service or
commodity. The proposed regulations do
not contain a specific exception for pre-
payments that reimburse a seller for its
capital costs because a prepayment may
be made primarily for arbitrage purposes
even if it effectively reimburses the seller
for capital costs. Nevertheless, this factor
is taken into account, together with all the
other facts and circumstances, in deter-
mining whether a prepayment meets the
business purpose exception.

V. Private Loans

With certain exceptions, interest on an
issue that meets the private loan financing
test is not excluded from gross income.
Under section 141(c), an issue generaly
meets the private loan financing test if
more than the lesser of 5 percent or $5



million of its proceeds are used to make
loans to nongovernmental persons. Sec-
tion 1.141-5(c)(1) states that, for pur-
poses of the private loan financing test, a
loan may arise from the direct lending of
bond proceeds or may arise from transac-
tions in which indirect benefits that are
the economic equivalent of a loan are
conveyed. Thus, the determination of
whether a loan is made depends on the
substance of a transaction rather than its
form. See also H.R. Conf. Rep. No.
99-841, pt. 2, at 692.

The existing regulations, at § 1.141—
5(c)(2)(ii), provide that a prepayment for
property or services generally istreated as
a loan for purposes of the private loan
financing test if a principa purpose for
prepaying is to provide a benefit of tax-
exempt financing to the seller. However,
under the existing regulations a prepay-
ment is not treated as a loan for purposes
of the private loan financing test if (1) it
is made for a substantial business purpose
other than providing a benefit of tax-
exempt financing to the seller and the
issuer has no commercially reasonable
alternative to the prepayment; or (2) pre-
payments on substantially the same terms
are made by a substantial percentage of
persons who are similarly situated to the
issuer but who are not beneficiaries of
tax-exempt financing. The proposed regu-
lations amend the private loan provisions
of 81.141-5(c)(2) to conform to the
amendments to the definition of
investment-type property in this notice of
proposed rulemaking.

Proposed Effective Date

The proposed regulations will apply to
bonds sold on or after the date of publica-
tion of fina regulations in the Federal
Register. However, issuers may apply the
proposed regulations in whole, but not in
part, to any issue that is sold on or after
the date the proposed regulations are pub-
lished in the Federal Register and before
the effective date of the final regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has also been determined that section

553(b) of the Administrative Procedures
Act (5 U.S.C. chapter 5) does not apply to
these regulations, and, because the regu-
lations do not impose a collection of
information on small entities, the Regula-
tory Flexibility Act (5 U.S.C. chapter 6)
does not apply. Pursuant to section
7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments
that are submitted timely (preferably a
signed original and eight copies) to the
IRS. The Treasury Department and IRS
specifically request comments on the clar-
ity of the proposed rules and how they
may be made easier to understand. All
comments will be available for public
inspection and copying.

A public hearing has been scheduled
for September 24, 2002, at 10 am. in the
Auditorium, Internal Revenue Building,
1111 Constitution Avenue, NW, Washing-
ton, DC. Because of access restrictions,
visitors will not be admitted beyond the
lobby more than 30 minutes before the
hearing starts.

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

Persons who wish to present oral com-
ments at the hearing must submit written
comments by July 16, 2002, and submit
an outline of the topics to be discussed
and the amount of time to be devoted to
each topic by September 10, 2002.

A period of 10 minutes will be allotted
to each person for making comments.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal authors of these regula-
tions are Rebecca L. Harrigal and
Johanna Som de Cerff, Office of Chief
Counsel (TE/GE), IRS, and Stephen J.
Watson, Office of Tax Policy, Treasury
Department. However, other personnel

from the IRS and Treasury Department
participated in their development.

* % % % %

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

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

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

Par. 2. In § 1.141-5, paragraph (c) is
amended as follows:

1. Paragraph (c)(2)(ii) introductory
text is revised.

2. Paragraph (c)(2)(ii)(A) is revised.

3. Paragraph (c)(2)(ii)(B) is amended
by removing the period at the end of the
paragraph and adding a semicolon in its
place.

4. Paragraphs  (c)(2)(i1)(C), (c)(2)(ii)
(D), and (c)(2)(iii) are added.

The revisions and additions read as
follows:

§ 1.141-5 Private loan financing test.
* % * * %

(C * k%

(2 * % %

(ii) Certain prepayments treated as
loans. Except as otherwise provided, a
prepayment for property or services,
including a prepayment for property or
services that is made after the date that
the contract to buy the property or ser-
vices is entered into, is treated as a loan
for purposes of the private loan financing
test if aprincipal purpose for prepaying is
to provide a benefit of tax-exempt financ-
ing to the seller. A prepayment is not
treated as a loan for purposes of the pri-
vate loan financing test if—

(A) The primary purpose for the pre-
payment is to accomplish one or more
substantial business purposes that—

(1) Are unrelated to providing any
benefit of tax-exempt financing to the
seller; and

(2) Cannot be accomplished without
the prepayment;

* % % * %

(C) The prepayment is made within 90
days of the date of delivery to the issuer
of all of the property or services for
which the prepayment is made; or



(D) The prepayment meets the require-
ments of § 1.148-1(e)(2)(ii) (relating to
certain prepayments to acquire a supply
of natural gas).

(iii) Additional prepayments as permit-
ted by the Commissioner. The Commis-
sioner may, by published guidance, set
forth additiona circumstances in which a
prepayment is not trested as a loan for
purposes of the private loan financing
test.

* % * * %

Par. 3. In § 1.148-1, paragraphs (e)(1)

and (2) are revised to read as follows:

§ 1.148-1 Definitions and elections.

* k k % %

(e) Investment-type property—(1) In
general. Investment-type property
includes any property, other than property
described in sections 148(b)(2)(A), (B),
(C), or (E), that is held principally as a
passive vehicle for the production of
income. For this purpose, production of
income includes any benefit based on the
time value of money.

(2) Prepayments—(i) In general.
Except as otherwise provided in this para-
graph (€)(2), a prepayment for property or
services, including a prepayment for
property or services that is made after the
date that the contract to buy the property
or services is entered into, also gives rise
to investment-type property if a principal
purpose for prepaying is to receive an
investment return from the time the pre-
payment is made until the time payment
otherwise would be made. A prepayment
does not give rise to investment-type
property if—

(A) The primary purpose for the pre-
payment is to accomplish one or more
substantial business purposes that—

(1) Are unrelated to any investment
return based on the time value of money;
and

(2) Cannot be accomplished without
the prepayment;

(B) Prepayments on substantialy the
same terms are made by a substantial per-
centage of persons who are similarly situ-
ated to the issuer but who are not benefi-
ciaries of tax-exempt financing;

(C) The prepayment is made within 90
days of the date of delivery to the issuer
of al of the property or services for
which the prepayment is made; or

(D) The prepayment meets the require-
ments of paragraph (e)(2)(ii) of this sec-
tion.

(ii) Certain prepayments to acquire a
supply of natural gas—(A) In general. A
prepayment meets the requirements of
this paragraph (e)(2)(ii) if—

(1) It is made by or for one or more
utilities that are owned by a governmen-
tal person, as defined in § 1.141-1(b)
(municipal utility), to purchase a supply
of natura gas; and

(2) At least 95 percent of the natural
gas purchased with the prepayment is to
be consumed by retail gas customers in
the service area (as defined in paragraph
(e)(2)(ii)(B) of this section) of a munici-
pal utility, or used to produce electricity
that will be furnished to retail electric
customers that a municipal utility is obli-
gated to serve under state or Federal law.
An obligation that arises solely by reason
of a contract is not an obligation to serve
under state or Federal law.

(B) Service area. For purposes of para-
graph (€)(2)(i))(A)(2) of this section, the
service area of a municipal utility shall
consist of—

(1) Any area throughout which the
municipal utility provided (at al times
during the 5-year period ending on the
issue date) gas transmission or distribu-
tion service, and any area that is contigu-
ous to such an area; or

(2) Any area where the municipal util-
ity is obligated under state or Federa law
to provide gas distribution services as
provided in such law.

(C) Commodity swaps. A prepayment
does not fail to meet the requirements of
this paragraph (€)(2)(ii) by reason of any
commodity swap contract that may be
entered into between the issuer and an
unrelated party (other than the gas sup-
plier), or between the gas supplier and an
unrelated party (other than the issuer), so
long as each swap contract is an indepen-
dent contract. A swap contract is an inde-
pendent contract if the obligation of each
party to perform under the swap contract
is not dependent on performance by any
person (other than the other party to the
swap contract) under another contract (for
example, a gas supply contract or another
swap contract).

(iii) Additional prepayments as permit-
ted by the Commissioner. The Commis-
sioner may, by published guidance, set

forth additional circumstances in which a
prepayment does not give rise to
investment-type property.

(iv) Examples. The following

examples illustrate the application of this
paragraph (€)(2):

Example 1. Prepayment after contract is
executed. In 1998, City A enters into a ten-year con-
tract with Company Y. Under the contract, Company
Y is to provide services to City A over the term of
the contract and in return City A will pay Company
Y for its services as they are provided. In 2004, City
A issues bonds to finance a lump sum payment to
Company Y in satisfaction of City A’s obligation to
pay for Company Y'’s services to be provided over
the remaining term of the contract. The use of bond
proceeds to make the lump sum payment constitutes
a prepayment for services under paragraph (e)(2)(i)
of this section, even though the payment is made
after the date that the contract is executed.

Example 2. Prepayment necessary to accomplish
substantial business purpose. Authority is a govern-
mental unit that furnishes electricity to the general
public. In 1995, Authority enters into a 15-year
agreement (the Agreement) with Power Company to
obtain certain of its power requirements. In 2003,
Authority enters into another contract (the Purchase
Contract) with Power Company to obtain a specified
amount of additiona firm power through 2013. The
rates paid by Authority under the Purchase Contract
are based on a fixed capacity charge, which reflects
Power Company’s average cost of certain plants and
equipment, and a variable energy charge, which
reflects Power Company’s average system energy
costs to operate the utility, primarily fuel costs.
Simultaneously with entering into the Purchase
Contract, Authority issues a $30 million issue with
a 6 percent yield and uses the proceeds to make a
lump sum payment to Power Company to prepay for
the entire fixed capacity charge under the Purchase
Contract. Authority pays the variable energy charges
as energy is actualy delivered. Power Company
reports the lump sum payment for Federal tax pur-
poses as income from the sale of capacity. Power
Company also agrees to certain concessions under
the Agreement, including the elimination of floors
on capacity charges and a moratorium on capacity
charge increases for five years. The discount rate
used to compute the amount of the prepayment is 18
percent, compounded semi-annually. Power Compa
ny’s taxable borrowing rate for a loan of a compa
rable size to the prepayment, with a term that coin-
cides with the term of the Purchase Contract, is 8
percent, compounded semiannually. The prepayment
allows Power Company to offer a low capacity
charge to Authority, yet prevent other wholesale
customers from taking advantage of the proposal.
Under Federal rate-making guidelines, if Power
Company had offered Authority a contract based on
fixed periodic capacity charges, Power Company
would have been obligated to offer the same capac-
ity charges to its other wholesale customers (which
would have been expected to accept the offer).
Power Company is willing to offer Authority the
lower capacity charge and to make the other conces-
sions because it owns surplus generating capacity.
Thus, it isimportant to Power Company to maintain
its customer base. The loss of a significant customer



such as Authority would require that Power Com-
pany either succeed in obtaining regulatory authori-
zation to increase its rates charged to other custom-
ers or suffer a diminished return on capital. Power
Company will not build additional generating facili-
ties directly or indirectly by reason of its obligations
under the Purchase Contract, and at the time it
entered into the Purchase Contract, it had aready
incurred capital costs of facilities, which, if allo-
cated to Authority’s demands for energy under the
Purchase Contract, would exceed the up-front
capacity charge. Under paragraph (€)(2)(i)(A) of this
section, the prepayment does not give rise to
investment-type property.
* k% % % %
Raobert E. Wenzel,
Deputy Commissioner of
Internal Revenue.

(Filed by the Office of the Federal Register on April
12, 2002, 4:12 p.m., and published in the issue of
the Federa Register for April 17, 2002, 67 F.R.
18835)

Changes in Method of
Accounting

Announcement 2002-45

PURPOSE

Beginning with the publication of Rev.
Proc. 2001-10 (2001-1 C.B. 272) super-
seding Rev. Proc. 200022 (2000-1 C.B.
1008), the Internal Revenue Service (IRS)
and Treasury Department have been
working to reduce the administrative and
tax compliance burdens on small business
taxpayers and to minimize disputes
between the IRS and these taxpayers
regarding the requirement to use an
accrual method of accounting under § 446
of the Internal Revenue Code because of
the requirement to account for inventories
under § 471. Rev. Proc. 2001-10 permits
any small business taxpayer having aver-
age annual gross receipts of $1 million or
less (other than tax shelters) to use the
cash receipts and disbursements method
of accounting (the cash method), regard-
less of the nature of its trade or business.
Rev. Proc. 2001-10 also permits these
businesses to treat as non-incidental
materials and supplies under § 1.162-3 of
the Income Tax Regulations items that
otherwise would be accounted for as
inventory.

In December 2001, the IRS published
Notice 2001-76 (2001-52 |.R.B. 613)
proposing a revenue procedure (the pro-

posed revenue procedure) that would
alow qualifying small business taxpayers
with average annual gross receipts of $10
million or less to use the cash method
with respect to eligible trades or busi-
nesses. Notice 2001-76 also requested
comments from the public regarding the
proposed revenue procedure. This
announcement discusses certain issues
raised by those comments and the manner
in which those issues are addressed in the
final revenue procedure.

The final revenue procedure appearsin
this Internal Revenue Bulletin as Rev.
Proc. 2002-28.

CHANGES TO THE PROPOSED
REVENUE PROCEDURE

General Application of Rev. Proc.
2002-28

Several commentators asked for assis-
tance in understanding which taxpayers
are eligible to elect the cash method
under the revenue procedure. In response,
a flow chart has been added as an appen-
dix to Rev. Proc. 2002—28. This flow
chart provides a short-hand explanation
of the scope and application of the final
revenue procedure and helps explain the
interaction of the revenue procedure with
other authorities (such as 8§ 448). Taxpay-
ers should keep in mind that it is less
detailed than the actual provisions of the
revenue procedure and should be used
only as a guide.

Many commentators asked whether
the proposed revenue procedure waives
the statutory restrictions placed on the use
of the cash method in § 448. Rev. Proc.
2002-28 clarifies that the provisions of
§ 448 are not affected by the revenue pro-
cedure.

Many commentators requested clarifi-
cation of the options available to qualify-
ing small businesses under the proposed
revenue procedure in choosing their over-
al method of accounting as well as their
method of accounting for inventoriable
items. In response to this request, Rev.
Proc. 2002-28 lists the three options
available under the revenue procedure to
qualifying small business taxpayers who
choose not to use an overall accrual
method and an inventory method of
accounting.

Determination and Qualification of a
Taxpayer’s Principal Business Activity

The proposed revenue procedure
allowed any taxpayer whose principal
business activity is not described in a pro-
hibited North American Industry Classifi-
cation System (“NAICS’) code to use the
cash method for all of its trades or busi-
nesses. Several commentators expressed
concern that because the proposed rev-
enue procedure looks only to the gross
receipts of the taxpayer’s most recent tax-
able year in determining a taxpayer’'s
principal business activity, temporary
fluctuations in the nature of the taxpay-
er's trades or businesses could change its
principal business activity for purposes of
the revenue procedure and thus its contin-
ued ability to use the cash method for al
of its trades or businesses. In response,
the final revenue procedure adopts a two-
prong principal business activity test. A
taxpayer may determine its principal
business activity using either (i) the gross
receipts for its prior taxable year, or (ii)
the average annual gross receipts for its
three most recent prior taxable years.

Rev. Proc. 2002-28 also clarifies that
the revenue procedure may be used only
by those taxpayers who did not previ-
ously change (and were not required to
have previously changed) from the cash
method to an accrual method for any
trade or business as a result of their trade
or business becoming ineligible to use the
cash method under the revenue proce-
dure. Such taxpayers may, however, apply
the revenue procedure to separate trades
or businesses with complete and sepa-
rable books and records that are not
described in an ineligible NAICS code in
section 4.01(1)(a), that are service busi-
nesses under section 4.01(1)(b), or that
are custom manufacturers under section
4.01(1)(c).

A few commentators requested addi-
tional guidance regarding how the pro-
posed revenue procedure would apply to
a taxpayer in its first year of business,
given that it would not have any prior
year gross receipts for purposes of the
principal business activity test. Rev. Proc.
2002—28 provides that a taxpayer in its
first year of business may use its current
year gross receipts to determine its princi-
pal business activity.



