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Introduction 
1. December 2003 - IRS announces it will work on arbitrage 

issues to a great extent.
2. Arbitrage - Under section 148, an "arbitrage bond" is not tax- 

exempt.
3. An arbitrage bond is "any bond issue whose proceeds are 

invested, over the term of the bond issue, at a rate of return 
that is materially higher that the interest rate on the bonds." 

4. Rebate - The IRS requires the arbitrage profits be rebated 
unless there is a rebate exception applicable to the issue.

5. No economic benefit - The Borrower does not get the 
economic benefit for investing bond proceeds above the bond 
yield unless the issue qualifies for a rebate exception. 
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Higher Yielding Investments 
1. Definition - Depends whether the investment property is a 

"purpose" or "non-purpose" investment.
2. "Purpose investment“ - An investment that is acquired to carry 

out the governmental purpose of an issue such as building a 
new library, courthouse, fire station etc. 

3. "Non-purpose investment“ - An investment property that is 
NOT a purpose investment (it may include the debt service 
reserve fund).

4. Definition of Investment property
any Security (165 g-2-a);  
any obligation; or
any annuity contract

It also includes property principally held as a passive 
vehicle for the production of income. 
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Higher Yielding Investments, cont.

5. Materially higher yielding (thus an arbitrage bond) - 
if the yield on the investments exceeds the yield on 
the bond issue of which they are proceeds by more 
than .125 percent (this is one-eighth of one percent 
above the bond yield).  However, purpose 
investments involving loans to organizations 
described in Section 501(c)(3) of the Code or loans 
to substantial number of persons representing the 
general public by more than 1.5 percent.

6. Qualified costs - for a purpose investment are 
included if paid by the borrower (costs to sell the 
investment, costs of issuing or repaying the issue, 
cost to sell or retire the investment, costs of 
issuance and underwriter's discount). 
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Higher Yielding Investments, cont.
7. Qualified costs - for a non-purpose investment, 

these include qualified administrative costs that are 
"reasonable" direct administrative costs, other 
carrying costs, brokerage commissions but not 
legal and accounting fees, record keeping or 
similar costs.  This does not include overhead. 

8. Reasonable costs - if the administrative costs are 
comparable to the administrative costs that would 
be charged for the same investment, or a 
reasonably comparable investment if acquired with 
a source of funds other than gross proceeds of tax 
exempt bond. 
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Three to Five Year Temporary Periods 
1. Unexpended Proceeds - may be invested without restrictions 

to yield during an initial temporary period but will still be 
subject to rebate, unless there is a spending exception to 
rebate. 

2. Temp period of three years - From the date of issue of the 
bonds if the conduit borrower incurs within 6 months of the 
date of the issuance of the bonds a substantial obligation to a 
third party to expend at least 5 percent of the new sale 
proceeds of the issue on the capital projects. (Not binding if it 
is subject to contingencies within the control of the borrower.)

3. 85% net sale proceeds must be allocated - for expenditures on 
capital projects by the end of the 3 year temporary period.

4. Reasonable required reserve or replacement fund - May be 
invested without restriction as to yield, although the investment 
earnings will be subject to rebate, whether or not funded from 
bond proceeds, if the size limitation imposed on this type of 
fund is satisfied. 
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Three to Five Year Temporary Periods, cont.

5. The reserve may not exceed the lesser of 1) 10 
percent of the principle amount of the bonds, or 2) 
the maximum annual principal and interest 
requirements on the issue or 125 percent of the 
average annual principal and interest requirements 
on the issue. 

6. 13 month temporary period - amounts in the bona 
fide debt service fund. 

7. Minor portion - Lesser of 5 percent of the proceeds 
of the issue or $100,000 may be invested without 
restriction as to yield but will be subject to rebate.



January 30, 2009

YIELD
1. Not equivalent to the interest rate.

2. Also depends on the purchase or issue price paid 
(premium, discount, or par and the term of the 
bond issue).  

3. Need to know the issue price - first price at which a 
substantial number of bonds (more than 10%) are 
sold to the public.  

4. Yield must be calculated to at least 4 decimal 
places.
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Exceptions to Arbitrage Rebate 

1. Small Issuer ($5,000,000) exception - Not available 
for private activity bonds, only governmental bonds.

2. Bona Fide Debt Service Funds - Investment 
earnings on a bona fide debt service fund to the 
extent such earnings are less than $100,0000 
during such bond year (deemed met if the average 
annual debt service in respect of an issue does not 
exceed $2.5 million). 
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Exceptions to Arbitrage Rebate, cont.
3. 6-month exception to Rebate - Rebate need not be 

paid to the federal government if all the proceeds 
of the bonds are spent within 6 months following 
the issue date of the bonds.

4. 18-month exception to Rebate - If the bond 
proceeds are spent in accordance with the 
following spend schedule:

At least 15 percent within 6 months,
At least 60 percent within 12 months, and 
100 percent within 18 months.
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Bonds &

Office

Condos
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Advantages of Bond Financing
1. Interest on Bonds is exempt from 

federal income tax as well as from 
state and local taxes within the state 
of issuance.

2. Generally, interest rates are one to 
two percentage points below 
conventional market rates.
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What are examples of the types 
of 501(c)(3) financings that can 
be done?

What is new in this area?
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Examples:

Associations – 501(c)(3) organizations
Tax Exempt Bonds
1. Purchase a building – may use less than 

all of the building
2. Renovate a building – may use less than 

all of the building
3. New Construction – may purchase a floor 

in an office condo
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National Association for the 
Education of Young Children

Building Acquisition with Tax Exempt Bonds
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Center for Community Change
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The Pew Charitable Trusts

Non Profit Village
901 E. Street, NW

200 Million Dollars of Tax Exempt Bonds
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901 E Street, NW
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501(c)(4) or (6)

Trade Associations
Enterprise Zone 

Bonds
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National Association of Realtors

Purchase and Lease of Balance of the Building
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Office Condos
Tax exempt bonds can be used to buy a 
floor in an office condo.  

Acquisition and Renovation Cost

2% costs of issuance

Examples
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The New 
York 
Times
Wednesday, October 10, 2007

Office Condos 
Present 
Nonprofits With 
New Alternatives 
For Purchases In 
The District
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1430 K Street, NW
American Education 
Research Association 
Tax Exempt Bonds

American 
Sociological 
Association            
Tax Exempt Bonds
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1016 16th Street
The Fordham 
Foundation       
Tax Exempt Bonds

The Jesuit 
Conference, Inc. 
Tax Exempt Bonds
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111 K Street, NW
New Eleven-Story 
Class A Office 
Condominiums
(90,000 square feet)

J Street 
Development

NOMA District
Roof-top terrace
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The End
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