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he office of Tax Exempt Bonds (TEB), of the Internal Revenue

Service (IRS), Tax Exempt and Government Entities division,

offers specialized information and services to the municipal

finance community. Municipal bonds provide tax-exempt 

financing for the furtherance of governmental and qualified purposes including

the construction of airports, hospitals, recreational and cultural facilities, schools,

water infrastructure, road improvements, as well as facilities and equipment

used in providing police, fire and rescue services.

This IRS Publication 4078, Tax-Exempt Private Activity Bonds, provides 

an overview for state and local government issuers and borrowers of bond 

proceeds of the general post-issuance rules under the federal tax law that 

apply to municipal financing arrangements commonly known as qualified 

private activity bonds. Certain exceptions or additional requirements to these

rules, which are beyond the scope of this publication, may apply to different

financing arrangements. All applicable federal tax law requirements must be 

met to ensure that interest earned by bondholders is not taxable under section

103 of the Internal Revenue Code (the “Code”). The Code is available on 

the Internet at http://uscode.house.gov/title_26.htm.

For information regarding the general rules applicable to governmental 

bonds or qualified 501(c)(3) bonds, see IRS Publications 4079, Tax-Exempt

Governmental Bonds, and 4077, Tax-Exempt Bonds for 501(c)(3) Charitable

Organizations, respectively. TEB also provides detailed information on specific

provisions of the tax law through IRS publications (available online) and

through outreach efforts as noted on the TEB Web site at www.irs.gov/bonds.

T
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Background

Tax-exempt bonds are valid debt obligations of state
and local governments, commonly referred to as
“issuers” — the interest on which is tax-exempt. This
means that the interest paid to bondholders is not
includable in their gross income for federal income tax
purposes. This tax-exempt status remains throughout
the life of the bonds provided that all applicable federal
tax laws are satisfied. Various requirements apply under
the Code and Income Tax Regulations (the “Treasury
regulations”) including, but not limited to, information
filing and other requirements related to issuance, the
proper and timely use of bond-financed property, and
arbitrage yield restriction and rebate requirements. The
benefits of tax-exempt bond financing can apply to 
the many different types of municipal debt financing
arrangements through which government issuers obli-
gate themselves, including notes, loans, lease purchase
contracts, lines of credit, and commercial paper.

Tax-Exempt Private Activity Bonds

Qualified private activity bonds are tax-exempt bonds
issued by a state or local government, the proceeds of
which are used for a defined qualified purpose by an
entity other than the government issuing the bonds
(the “conduit borrower”). For a private activity bond
to be tax-exempt, 95% or more of the net bond pro-
ceeds must be used for one of the several qualified
purposes described in sections 142 through 145, and
1394 of the Code. The general rules covered in this
publication apply to the qualified purposes listed
below. In addition, the general rules applicable to
qualified private activity bonds financing 501(c)(3)
exempt purposes (section 145) are covered in IRS
Publication 4077, Tax-Exempt Bonds for 501(c)(3)
Charitable Organizations. Publication 4077 can be
downloaded from the TEB Web site at www.irs.gov/bonds.

Internal Revenue Code Sections 

and Corresponding Qualified Purposes:

■ Section 142 – exempt facilities such as: airports,
docks and wharves, mass commuting facilities, facili-
ties for the furnishing of water, sewage facilities, solid
waste disposal facilities, qualified residential rental
projects, facilities for the furnishing of local electric
energy or gas, local district heating or cooling facili-
ties, qualified hazardous waste facilities, high-speed
intercity rail facilities, environmental enhancements 
of hydro-electric generating facilities, and qualified
public educational facilities

Access FREE
online information and services

at the 

Tax Exempt Bonds 

Web site at 

www.irs.gov/bonds

C TEB’  C A S        ( ) -,  M– F ,   :  ..‒ : ..  .
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■ Section 143 – qualified mortgages and qualified 
veterans’ mortgages
■ Section 144 – qualified small issue manufacturing
facilities, qualified small issue farm property, student
loans, and qualified redevelopment projects
■ Section 1394 – qualified enterprise zone and
empowerment zone facilities

While the bonds issued to finance these qualified
purposes must comply with unique requirements
applicable to each individually, the post-issuance 
federal tax rules covered in this publication are 
applicable to qualified private activity bonds gener-
ally. These rules fall into three basic categories: 
requirements related to issuance; use of proceeds 
and financed property requirements; and arbitrage
yield restriction and rebate requirements.

In order to comply with these and any other 
applicable requirements, issuers and conduit 
borrowers must ensure that the rules are met both 
at the time that the bonds are issued and throughout
the term of the bonds. The IRS encourages issuers
and beneficiaries of tax-exempt bonds to implement 
procedures that will enable them to adequately 
safeguard against post-issuance violations that result
in a loss of the tax-exempt status of their bonds.

Requirements Related to Issuance

The following is an overview of several general 
rules related to the issuance of qualified private 
activity bonds.

Volume Cap Limit

The volume cap limit for certain qualified private
activity bonds, as set forth in section 146 of the
Code, limits an issuing authority to a maximum
amount of tax-exempt bonds that can be issued to
finance a particular qualified purpose during a calen-
dar year. If, during a given year, an issuing authority
issues qualified private activity bonds in excess of its
applicable volume cap limit, the tax-exempt status of
those bonds is jeopardized. The following types of
qualified private activity bonds are either subject to
or not subject to volume cap:

Qualified Private Activity Bonds 

Subject to Volume Cap

■ exempt facility bonds [mass commuting facilities,
facilities for the furnishing of water, sewage facilities,
solid waste disposal facilities, qualified residential
rental projects, facilities for the local furnishing of
electric energy or gas, local district heating or cooling
facilities, qualified hazardous waste facilities, privately
owned high-speed intercity rail facilities (only 25% 
of the bond proceeds), qualified enterprise zone and
empowerment zone facilities]
■ qualified mortgage revenue bonds
■ qualified small issue bonds
■ qualified student loan bonds
■ qualified redevelopment bonds

D IRS      I  www.ir s . gov.
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Qualified Private Activity Bonds 

Not Subject to Volume Cap

■ exempt facility bonds [airports, docks and wharves,
environmental enhancements of hydro-electric gener-
ating facilities, qualified public educational facilities, 
governmentally owned solid waste disposal facilities, 
governmentally owned high-speed intercity rail facilities,
privately owned high-speed intercity rail facilities (only
75% of the bond proceeds)]
■ qualified veterans’ mortgage revenue bonds
■ qualified 501(c)(3) bonds

The amount of volume cap allocated to an issuing
authority for qualified mortgage revenue bonds is
reduced when that authority establishes a mortgage 
credit certificate program under section 25 of the Code.

Carryforward of Unused Volume Cap – An issuing
authority may elect to carry any unused volume cap of 
a calendar year forward for three years. This election can
be made for each of the qualified private activity bond
purposes subject to volume cap except for the purpose 
of issuing qualified small issue bonds. This election is
made by filing IRS Form 8328, Carryforward Election of
Unused Private Activity Bond Volume Cap, by the earlier 
of February 15th following the year in which the unused
amount arises or the date of issue of bonds pursuant to
the carryforward election. Once Form 8328 is filed, the
issuer may not revoke the carryforward election or amend
the carryforward amounts shown on the form.

Public Approval Requirement

Generally, prior to issuance, qualified private activity
bonds must be approved by the governmental entity 
issuing the bonds and, in some cases, each governmental
entity having jurisdiction over the area in which the
bond-financed facility is to be located. Public approval
can be accomplished by either voter referendum or by 
an applicable elected representative of the governmental
entity after a public hearing following reasonable notice
to the public. Section 147(f ) of the Code and section
5f.103-2 of the Treasury regulations define the specific
rules for this requirement.

Section 1.147-2 of the Treasury regulations provides 
that issuers can use the remedial action rules under 
section 1.142-2 of the Treasury regulations (available 
to correct nonqualified uses of proceeds) to cure 
noncompliance with the public approval requirement
(covered under Qualified Use of Proceeds and Financed
Property Requirements, page 6).

Registration Requirement

Section 149(a) of the Code provides that any tax-exempt
bond, including qualified private activity bonds, must 
be issued in registered form if the bonds are of a type
offered publicly or issued, at the date of issue, with a
maturity exceeding one year. For these purposes, “in 
registered form” is defined as follows:

In Registered Form – Section 5f.103-1(c) of the Treasury
regulations provides that an obligation issued after
January 20, 1987, pursuant to a binding contract entered
into after January 20, 1987, is in registered form if:

A IRS P 3755, Tax Exempt  Bonds–Fi l ing  Requirement s ,  www.ir s . gov .
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■ the obligation is registered as to both principal and any
stated interest with the issuer (or its agent) and that the
transfer of the obligation to a new holder may be effected
only by surrender of the old instrument and either the
reissuance by the issuer of the old instrument to the new
holder or the issuance by the issuer of a new instrument
to the new holder; or
■ the right to the principal of, and stated interest on, the
obligation may be transferred only through a book-entry
system maintained by the issuer (or its agent); or

■ the obligation is registered as to both principal and any
stated interest with the issuer (or its agent) and may be
transferred through both previous methods.

Information Return for Tax-Exempt Private 

Activity Bond Issues – Form 8038

At the time of issuance, issuers of qualified private 
activity bonds must comply with certain information 
filing requirements under section 149(e) of the Code by
filing IRS Form 8038, Information Return for Tax-Exempt
Private Activity Bond Issues.

Vis i t www.ir s . gov /bonds           .

Form 8038, Information Return for Tax-Exempt Private Activity Bond Issues.This form is included in this 

publication on page 15, and can also be downloaded from the Internet at www.irs.gov/bonds.

Form 8038 is required to be filed by the 15th day of the second calendar month following the quarter in

which the bonds were issued. For example, the due date of the return for bonds issued on February 15th 

is May 15th.

Form 8038 must be filed with the IRS at the following address: Internal Revenue Service,

Ogden Submission Processing Center, Ogden UT 84201-0027.

An issuer may request an extension of time to file Form 8038 so long as the failure to file the return on time

was not due to willful neglect.To request an extension, the issuer must follow the procedures outlined in

Revenue Procedure 2002-48, 2002-37 I.R.B. 531, published September 16, 2002.These procedures generally

require that the issuer: 1) attach a letter to Form 8038 briefly explaining when the return was required to be

filed, why the return was not timely submitted, and whether or not the bond issue is under examination;

2) enter on top of the letter “This Statement is Submitted in Accordance With Revenue Procedure 2002-48”;

and 3) file this letter and the return with the IRS at the Ogden Submission Processing Center.

Information 

Return

Due Date

Where

to File

Requesting 

an Extension 

of Time to

File

Filing Requirements for Issuers of Qualified Private Activity Bonds
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Qualified Use of Proceeds and 
Financed Property Requirements 

Section 141 of the Code sets forth private activity 
bond tests for the purpose of limiting the volume 
of tax-exempt bonds that finance the activities of 
persons, other than state and local governments.
However, under section 141(e), tax-exempt qualified
private activity bonds are distinguished from taxable
private activity bonds based largely upon the bond
proceeds being used, or allocated, for one of several
listed qualified purposes. An overview of the basic
rules applicable to all qualified private activity bonds
that relate to the qualified use of proceeds and bond-
financed property follows. In each instance, additional
requirements or exceptions will apply that relate to 
the particular qualified use for which the bonds were
issued to finance. These additional use requirements
are beyond the scope of this publication.

Applicable Ninety-Five Percent Use Tests 

As a general rule, qualified private activity bonds 
must satisfy a use test whereby 95% or more of the
net proceeds of the bond issue must be used to 
finance the qualified purpose for which the bonds
were issued. If the 95% use test applicable to a 
particular qualified purpose (as described under 
sections 142 through 145, and 1394 of the Code) is 
not satisfied, the result is a loss of the tax-exempt 
qualified status of the bond issue. Hence, the bonds
become taxable private activity bonds. In applying
these tests, the term “net bond proceeds” means the
proceeds of a bond issue reduced by amounts allocated
to a reasonably required reserve or replacement fund.
Where bond proceeds are used to finance property, 
the use of such property is treated as a use of the 
bond proceeds.

With each qualified purpose, the law requires that 
95% or more of the net bond proceeds must be 
used to finance that purpose. Each qualified purpose 
has a unique compliance regime required under its 
respective section of the Code. For information 
about these unique requirements, visit TEB’s Web 
site at www.irs.gov/bonds.

Costs Related to the Issuance of Bonds 

Under section 147(g) of the Code, any amount of
bond proceeds that may be applied to finance the
costs associated with the issuance of qualified private
activity bonds (both before and after the issue date) 
is limited to 2% of the proceeds of the bond issue.
Issuance costs include: underwriters discount, counsel
fees, financial advisory fees, rating agency fees, trustee
fees, paying agent fees (bond registrar, certification,
and authentication fees), accounting fees, printing
costs for bonds and offering documents, public
approval process costs, engineering and feasibility
study costs, and guarantee fees other than for 
qualified guarantees.

In the case of an issue of qualified mortgage revenue
bonds or qualified veterans’ mortgage revenue bonds,
where the proceeds of the issue do not exceed $20M,
the issuance costs limitation is 3.5% of the proceeds 
of the issue. Qualified mortgage revenue bonds and
qualified veterans’ mortgage revenue bonds are types
of qualified private activity bonds issued to finance
certain homeownership assistance programs.

Issuance costs financed with bond proceeds are treated
as nonqualified use when applying the applicable 95%
use test. Issuers can always finance issuance costs with
funds other than the proceeds of the bond issue.

Vis i t  TEB      www.ir s . gov /bonds     -    .
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Failure to Properly Use Proceeds

A qualified private activity bond issue can lose its 
tax-exempt status if a failure to properly use proceeds
occurs subsequent to the issue date, which results in
sufficient nonqualified use to cause the issue to fail
any of the applicable use requirements. Hence, the
issue becomes a taxable private activity bond issue.
Generally, a failure to properly use proceeds occurs
when an action is taken which results in the bonds 
not being allocated to the qualified purpose for which
they were issued. However, with respect to unspent
proceeds, a failure to properly use those proceeds may
occur as early as the date on which either the issuer 
or conduit borrower reasonably determines that the
bonds will not be expended on the qualified purpose
for which they were issued.

Remedial Actions for Nonqualified Use 

Treasury regulations provide that certain prescribed
remedial actions can be taken to cure nonqualified 
uses of proceeds that would otherwise cause qualified
private activity bonds to lose their tax-exempt status.
Such remedial actions can include the redemption 
or defeasance of bonds and, when the disposition of
bond-financed property is exclusively for cash, the
alternative use of such disposition proceeds to 
acquire replacement property within 6 months of 
the disposition date. 

The following sections of the Treasury regulations 
provide remedial actions available for certain qualified
private activity bonds. These Treasury regulations can
be accessed through the Internet at http://www.access.
gpo.gov/nara/cfr-table-search.html.

Sections of Treasury Regulations and 

Corresponding Qualified Private Activity Bonds

■ Section 1.142-2 – exempt facility bonds
■ Section 1.144-2 – qualified small issue bonds 
and qualified redevelopment bonds
■ Section 1.145-2 – qualified 501(c)(3) bonds
■ Section 1.1394-1(m)(4) – qualified enterprise 
zone facility bonds, qualified empowerment zone 
facility bonds, and District of Columbia enterprise
zone facility bonds

Issuers and conduit borrowers may also be able 
to enter into a closing agreement under the TEB
Voluntary Closing Agreement Program (VCAP)
described in Notice 2001-60, 2001-40 I.R.B. 304. 
See VCAP under TEB Information and Services,
page 14, in this publication.

Limitations on Acquisition 

of Land or Other Property

Under section 147(c) of the Code, a qualified private
activity bond will lose its tax-exempt status if 25% or
more of the net bond proceeds are used directly or
indirectly to acquire real property or if any amount of
the proceeds are used directly or indirectly to acquire
real property for farming purposes. However, certain
exceptions to this rule are available for first-time farm-
ing and environmental purposes. This rule does not
apply to qualified mortgage revenue bonds, qualified
veterans’ mortgage revenue bonds, qualified public
educational facility bonds, or qualified 501(c)(3) bonds.

D     T  E B T  K     www.ir s . gov /bonds .
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Generally, a qualified private activity bond will not 
be tax-exempt if any amount of the net proceeds is
used for the acquisition of existing property unless 
the purpose of the acquisition is the first such use of
that property. However, section 147(d) of the Code
provides an exception to this prohibition for certain 
rehabilitation expenditures. This rule does not apply to
qualified mortgage revenue bonds, qualified veterans’
mortgage revenue bonds, or qualified 501(c)(3) bonds.

Section 1.147-2 of the Treasury regulations provides
that issuers can use the remedial action rules under
section 1.142-2 of the Treasury regulations to cure
noncompliance with respect to the exceptions noted
above for rehabilitation expenditures and acquiring
property for environmental purposes. Section 1.142-2
is referenced under Remedial Actions for Nonqualified
Use, page 7, in this publication.

Allocation of Proceeds

The conduit borrower of the proceeds of a qualified
private activity bond issue must allocate those proceeds
among the various project expenditures in a manner
demonstrating compliance with the qualified use
requirements. These allocations must generally be 
consistent with the allocations made for determining
compliance with the arbitrage yield restriction and
rebate requirements as well as other federal tax 
filings. See Arbitrage Yield Restriction and Rebate
Requirements, page 8, for an overview of these rules.

Arbitrage Yield Restriction 
and Rebate Requirements

Tax-exempt bonds, including qualified private activity
bonds, lose their tax-exempt status if they are arbitrage
bonds under section 148 of the Code. In general, 
arbitrage is earned when the gross proceeds of an issue
are used to acquire investments that earn a yield mate-
rially higher than the yield on the bonds of the issue.
The earning of arbitrage does not, however, necessarily
mean that the bonds are arbitrage bonds. Two general
sets of requirements under the Code must be applied
in order to determine whether qualified private 
activity bonds are arbitrage bonds: yield restriction
requirements of section 148(a); and rebate requirements
of section 148(f ).

An issue may meet the rules of one of the above
regimes yet fail the other. Even though interconnected,
both sets of rules have their own distinct requirements
and may result in the need for a payment to the 
U.S. Department of the Treasury in order to remain 
compliant. The following is an overview of the basic
requirements of these two general rules. Additional
requirements or exceptions, beyond the scope of this
publication, may apply in certain instances.

F    F ,  Power  o f  At torney  and Dec larat ion o f  Repre s entat ive ,     www.ir s . gov.
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Yield Restriction Requirements

The yield restriction rules of section 148(a) of the
Code generally provide that the direct or indirect
investment of the gross proceeds of an issue in invest-
ments earning a yield materially higher than the yield
of the bond issue causes the bonds of that issue to be
arbitrage bonds. While certain exceptions to these
rules may be available, the term “materially higher” 
is generally applied to certain types of investments 
as follows:

However, the investment of proceeds in materially
higher yielding investments does not cause the bonds
of an issue to be arbitrage bonds in the following three
instances: 1) during a temporary period (i.e., generally, 

3-year temporary period for capital projects and 13
months for restricted working capital expenditures); 
2) as part of a reasonably required reserve or replace-
ment fund; and 3) as part of a minor portion (an
amount not exceeding the lesser of 5% of the sale 
proceeds of the issue or $100,000).

In many instances, issuers are allowed to make 
“yield reduction payments” to the U.S. Department 
of the Treasury to reduce the yield on yield-restricted
investments when the yield on those earnings is 
materially higher than the yield of the bond issue. 
See subsequent section on Arbitrage Rebate/Yield
Reduction Filing Requirements – Form 8038-T, 
page 11, for information on how to file IRS Form
8038-T, Arbitrage Rebate and Penalty in Lieu of
Arbitrage Rebate, to make yield reduction payments.

Reasonable Expectations – Typically, the determination
of whether an issue consists of arbitrage bonds under
section 148(a) of the Code is based on the issuer’s rea-
sonable expectations as of the issue date regarding the
amount and use of the gross proceeds of the issue.

Intentional Acts – A deliberate, intentional action 
to earn arbitrage taken by the issuer, the nongovern-
mental entity borrowing the bond proceeds, or any
person acting on either the issuer or borrower’s behalf,
after the issue date, will cause the bonds of an issue 
to be arbitrage bonds if that action, had it been 
reasonably expected on the issue date, would have
caused the bonds to be arbitrage bonds. Intent to 
violate the requirements of section 148 of the Code 
is not necessary for an action to be intentional.

Types of Investments Materially Higher

general rule 1/8 of one percentage point

for purpose 

and nonpurpose 

investments

investments in a 1/1000 of one

refunding escrow percentage point

investments 1/1000 of one  

allocable to percentage point 

replacement

proceeds

program one and one-half 

investments percentage points

student loans two percentage points

general rule for no yield limitation 

investments in 

tax-exempt bonds

mortgage loans must meet the requirements 

of section 143(g) of the Code
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Rebate Requirements 

The rebate requirements of section 148(f ) of the 
Code generally provide that, unless certain earnings 
on nonpurpose investments allocable to the gross 
proceeds of an issue are paid to the U.S. Department
of the Treasury, the bonds in the issue will be arbitrage
bonds. The arbitrage that must be rebated is based on
the excess (if any) of the amount actually earned on
nonpurpose investments over the amount that would
have been earned if those investments had a yield equal
to the yield on the issue, plus any income attributable
to such excess. Under section 1.148-3(b) of the 

Treasury regulations, the future values (as of the 
computation date) of all earnings received and pay-
ments made with respect to nonpurpose investments
are included in determining the amount of rebate 
due. There are, however, certain spending exceptions
to the rebate requirements available for qualified 
private activity bonds.

Spending Exceptions –There are three spending 
exceptions to the rebate requirements as follows:

Note: Issuers may still owe rebate on amounts earned on nonpurpose investments allocable to proceeds not covered by one of the spending excep-
tions, which may include earnings in a reasonably required reserve or replacement fund.

Spending Exceptions

Spending Period

6-month

spending

exception

18-month

spending

exception

2-year 

spending

exception

Spending Exception

Section 1.148-7(c) of the Treasury regulations provides an exception to rebate if the gross proceeds

of the bond issue are allocated to expenditures for governmental or qualified purposes that are

incurred within 6 months after the date of issuance.

Section 1.148-7(d) of the Treasury regulations provides an exception to rebate if the gross proceeds

of the bond issue are allocated to expenditures for governmental or qualified purposes that are

incurred within the following schedule: 1) 15% within 6 months after the date of issuance; 2) 60%

within 12 months after the date of issuance; and 3) 100% within 18 months after the date of

issuance.

Section 1.148-7(e) of the Treasury regulations provides that an exception to rebate is available 

with respect to construction issues financing property to be owned by a governmental entity or

501(c)(3) organization when certain available construction proceeds are allocated to construction

expenditures within the following schedule: 1) 10% within 6 months after the date of issuance;

2) 45% within 12 months after the date of issuance; 3) 75% within 18 months after the date of

issuance; and 4) 100% within 24 months after the date of issuance.
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Arbitrage Rebate/Yield Reduction 

Filing Requirements – Form 8038-T 

Issuers of tax-exempt bonds file IRS Form 8038-T,
Arbitrage Rebate and Penalty in Lieu of Arbitrage
Rebate, to make the following types of arbitrage 
payments: 1) yield reduction payments; 2) arbitrage
rebate payments; 3) penalty in lieu of rebate payments;
4) the termination of the election to pay a penalty in
lieu of arbitrage rebate; and 5) penalty for failure to
pay arbitrage rebate on time. This form is included in
this publication on page 21, and can also be down-
loaded from the Internet at www.irs.gov/bonds.

A yield reduction payment and/or arbitrage rebate
installment payment is required to be paid no later than
60 days after the end of every 5th bond year through-
out the term of a bond issue. The payment must be
equal to at least 90% of the amount due as of the end
of that 5th bond year. Upon redemption of a bond
issue, a payment of 100% of the amount due must be
paid no later than 60 days after the discharge date.

A failure to timely pay arbitrage rebate will be treated
as not having occurred if the failure is not due to 
willful neglect and the issuer submits a Form 8038-T
with a payment of the rebate amount owed, plus
penalty and interest. The penalty may be waived
under certain circumstances. For more information,
see section 1.148-3(h)(3) of the Treasury regulations.

Request For Recovery of Overpayment 

of Arbitrage Rebate – Form 8038-R 

In general, a request for recovery of overpayment 
of arbitrage rebate can be made when the issuer can
establish that an overpayment occurred. An overpay-
ment is the excess of the amount paid to the U.S. 

Department of the Treasury for an issue under section
148 of the Code over the sum of the rebate amount
for the issue as of the most recent computation date
and all amounts that are otherwise required to be 
paid under section 148 as of the date the recovery is
requested. The request can be made by completing
and filing IRS Form 8038-R, Request for Recovery of
Overpayments Under Arbitrage Rebate Provisions, with
the IRS. This form is included in this publication on
page 27, and can also be downloaded from the
Internet at www.irs.gov/bonds.

Substantial User Prohibition

Section 147(a) of the Code provides that no person
who is a substantial user of a facility financed with
qualified private activity bonds, or person related to
such a user, can receive tax-exempt interest income as
a holder of those bonds. Generally, a substantial user
regularly uses a part of the bond-financed property 
in its trade or business. A complete definition of 
“substantial user” is set forth in section 1.103-11(b) 
of the Treasury regulations. This prohibition does not
apply to qualified mortgage revenue bonds, qualified
veterans’ mortgage revenue bonds, or qualified
501(c)(3) bonds.
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Maturity Limitation

The average maturity of qualified private activity
bonds may not exceed 120% of the average reasonably
expected economic life of the financed facilities as
determined under section 147(b) of the Code.

Prohibition Against 
Federal Guarantees 

Section 149(b) of the Code provides that any tax-
exempt bond, including a qualified private activity
bond, will not be treated as tax-exempt if the payment
of principal or interest is directly or indirectly guaran-
teed by the federal government or any instrumentality
of the federal government. Exceptions to this general
rule include guarantees by certain quasi-governmental
entities administering federal insurance programs for
home mortgages and student loans. Additional excep-
tions apply for the investment of bond proceeds in
U.S. Treasury securities or investments in a bona fide
debt service fund, a reasonably required reserve or
replacement fund, or during a permitted initial 
temporary period.

Treatment of Hedge Bonds

Section 149(g) of the Code provides that bonds 
meeting the definition of hedge bonds will not be 
tax-exempt unless certain requirements are satisfied. 
A “hedge bond” is any part of a bond issue that 
meets the following two elements:

■ The issuer reasonably expects that less than 85% of
the net proceeds of the issue will be used to finance its
qualified purpose within 3 years of the date the bonds
are issued; and
■ Over 50% of the proceeds of the issue are invested
in nonpurpose investments having a substantially
guaranteed yield for 4 or more years.

Section 149(g)(3)(B) provides an exception to the 
general definition of a hedge bond if at least 95% of
the net proceeds of the issue are invested in tax-exempt
bonds that are not subject to the alternative minimum
tax. For this purpose, amounts held in either a bona
fide debt service fund or for 30 days or less pending
either reinvestment of the proceeds or bond redemp-
tion are treated as invested in tax-exempt bonds not
subject to the alternative minimum tax. Additionally, 
a refunding bond issue does not generally consist of
hedge bonds if the prior issue met the requirements
for tax-exempt status.

Even if an issue consists of hedge bonds, it will 
generally still be tax-exempt if two requirements are
satisfied. First, at least 95% of the reasonably expected
legal and underwriting costs associated with issuing the
bonds must be paid within 180 days after the issue 
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date, and the payment of such costs must not be con-
tingent upon the disbursement of the bond proceeds.
Second, the issuer must reasonably expect that the net
proceeds of the issue will be allocated to expenditures
for governmental or qualified purposes within the 
following schedule:

■ 10% within 1 year after the date of issuance;
■ 30% within 2 years after the date of issuance;
■ 60% within 3 years after the date of issuance; and
■ 85% within 5 years after the date of issuance.

Refunding of Qualified 
Private Activity Bonds

Under section 1.150-1(d)(1) of the Treasury 
regulations, a refunding bond issue is an issue the 
proceeds of which are used to pay principal, interest,
or redemption price on the refunded issue (a prior
issue), as well as the issuance cost, accrued interest,
capitalized interest on the refunding issue, a reserve 
or replacement fund, or similar cost, if any, properly 
allocable to that refunding issue.

Current and advance refunding issues are distinguished
as follows:

Qualified private activity bonds can be current 
refunded. However, with the exception of qualified
501(c)(3) bonds, section 149(d) of the Code disallows
the advance refunding of qualified private activity
bonds. Thus, with respect to the refunding of tax-
exempt bond issues, governmental bonds and qualified
private activity bonds are distinguished as follows:

Refunding bond issues derive their tax-exempt status
from the original new money issues that they refund.
As such, a refunding issue will generally not be tax-
exempt if the refunded issue was not in full compli-
ance with all applicable federal tax law requirements.

Current

Refunding

Issue

Advance

Refunding

Issue

A refunding issue that is issued not

more than 90 days before the final

payment of principal or interest

(redemption) on the prior issue.

A refunding issue that is issued more

than 90 days before the final payment

of principal or interest (redemption)

on the prior issue.

Current Advance
Refunding Refunding

Governmental
Bonds

Qualified Private
Activity Bonds,
generally

Qualified
501(c)(3)
Bonds

yes yes

yes no

yes yes



14

TEB Information and Services

The office of Tax Exempt Bonds (TEB) offers 
information and services through its voluntary 
compliance programs (including the Voluntary
Closing Agreement Program) and its education 
and outreach programs. You can learn about 
these programs through our Web site at
www.irs.gov/bonds.

Voluntary Closing Agreement Program (VCAP) 

In Notice 2001-60, 2001-40 I.R.B. 304, published
October 1, 2001, the IRS announced the TEB
Voluntary Closing Agreement Program (TEB VCAP).
This program provides remedies for issuers who 
voluntarily come forward to resolve a violation.
Closing agreement terms and amounts may vary
according to the degree of violation as well as the 
facts and circumstances surrounding the violation.

Requests for TEB VCAP closing agreements are
administered by the TEB Outreach, Planning and
Review staff. To encourage issuers and other parties 
to voluntarily come to the IRS to resolve problems,
TEB VCAP permits an issuer or its representative 
to initiate preliminary discussions of a closing 
agreement anonymously. For more information 
about this program or to submit a voluntary closing
agreement request, contact Clifford Gannett, 
Manager of Tax Exempt Bonds, Outreach, Planning
and Review, in Washington, DC, at (202) 283-9798.
Notice 2001-60 is available through our Web site 
at www.irs.gov/bonds.

Customer Education and Outreach 

TEB has reading materials about the tax laws applica-
ble to municipal financing arrangements, tax forms
and instructions, revenue procedures and notices, 
and TEB publications available on our Web site at
www.irs.gov/bonds. For personal assistance, you can
contact TEB directly at (202) 283-2999, or call our
Customer Account Services toll-free at (877) 829-5500,
Monday through Friday, 8:00 a.m. - 6:30 p.m. EST.

Telephone Information:

The Voluntary Closing 
Agreement Program (VCAP): 

(202) 283-9798

The Office of Tax Exempt Bonds:
(202) 283-2999

Customer Account Services, Toll Free:
(877) 829-5500
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Through the TEB Web site www.irs.gov/bonds, you can access
tax-exempt bond-related materials and information on TEB
programs and services including:

■ IRS news releases, publications, notices and announcements

■ basic and advanced student text for training purposes

■ articles (on technical topics, best practices, compliance initiatives
and current developments) issued as part of our continuing profes-
sional education (CPE) technical instruction program

■ the tax-exempt bonds tax kit that includes return and election forms
and instructions; IRM materials; Treasury regulations; and revenue
procedures, all of which relate specifically to tax-exempt bonds

■ private letter rulings and memoranda that are taxpayer-specific 
rulings furnished by the IRS in response to requests made by 
taxpayers and/or Service officials

■ information about TEB voluntary closing agreement program

In addition to these materials, the TEB staff is available to provide
outreach and educational services relating to tax exempt bonds.
Services may include delivering speeches, participating in panel 
discussions, conducting training sessions, and assisting in preparation
of newsletter articles. The Web site posts contacts, email addresses,
and telephone numbers for personal assistance.



Department of the Treasury
Internal Revenue Service

w w w . i r s . g o v

Publication 4078 (5-2004)
Catalog Number 34662G

Call NCMEC at 1-800-THE-LOST (1-800-843-5678) for free child prevention tips. 

Also, call this toll-free number if you have any information whatsoever that could help

lead to the recovery of a child.


