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before June 14, 1984, if the contract is
amended or supplemented after June 14,
1984, in significant relevant respect. For
this purpose, a supplement to a contract
is defined as a new contract entered into
after June 14, 1984, that affects the
trigger, amount, or time of receipt of a
payment under an existing contract.

(d)(1) Except as otherwise provided in
paragraph (e) of this A—47, a contract is
considered to be amended or
supplemented in significant relevant
respect if provisions for payments
contingent on a change in ownership or
control (parachute provisions), or
provisions in the nature of parachute
provisions, are added to the contract, or
are amended or supplemented to
provide significant additional benefits
to the disqualified individual. Thus, for
example, a contract generally is treated
as amended or supplemented in
significant relevant respect if it is
amended or supplemented—

(i) To add or modify, to the
disqualified individual’s benefit, a
change in ownership or control trigger;

(ii) To increase amounts payable that
are contingent on a change in ownership
or control (or, where payment is to be
made under a formula, to modify the
formula to the disqualified individual’s
advantage); or

(iii) To accelerate, in the event of a
change in ownership or control, the
payment of amounts otherwise payable
at a later date.

(2) For purposes of paragraph (a) of
this A—47, a payment is not treated as
being accelerated in the event of a
change in ownership or control if the
acceleration does not increase the
present value of the payment.

(e) A contract entered into on or
before June 14, 1984, is not treated as
amended or supplemented in significant
relevant respect merely by reason of
normal adjustments in the terms of
employment relationship or
independent contractor relationship of
the disqualified individual. Whether an
adjustment in the terms of such a
relationship is considered normal for
this purpose depends on all of the facts
and circumstances of the particular
case. Relevant factors include, but are
not limited to, the following—

(1) The length of time between the
adjustment and the change in
ownership or control;

(2) The extent to which the
corporation, at the time of the
adjustment, viewed itself as a likely
takeover candidate;

(3) A comparison of the adjustment
with historical practices of the
corporation;

(4) The extent of overlap between the
group receiving the benefits of the

adjustment and those members of that
group who are the beneficiaries of pre-
June 15, 1984, parachute contracts; and

(5) The size of the adjustment, both in
absolute terms and in comparison with
the benefits provided to other members
of the group receiving the benefits of the
adjustment.

(Q—48: What is the effective date of
this section?

A-48: This section applies to any
payments that are contingent on a
change in ownership or control if the
change in ownership or control occurs
on or after January 1, 2004.

» Par 3.In § 602.101, paragraph (b) is
amended by adding an entry in numer-
ical order to the table to read as follows:

§602.101 OMB Control numbers.

* * * * *

(b]* EE

CFR part or section

where identified and ~ Current OMB con-

described trol No.
1.280G-1 ...oooeeeieieeeeeeen 1545-1851
* * * * *

Robert E. Wenzel,

Deputy Commissioner for Services and
Enforcement.

Approved: July 14, 2003.
Pamela F. Olson,
Assistant Secretary of the Treasury.
[FR Doc. 03—19274 Filed 8-1-03; 8:45 am]
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SUMMARY: This document contains final
regulations on the arbitrage and private
activity restrictions applicable to tax-
exempt bonds issued by State and local
governments. These regulations 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.

DATES: Effective Date: These regulations
are effective October 3, 2003.
Applicability Date: For dates of
applicability, see §§ 1.141-15(b)(3) and
1.148-11(j) of these regulations.
FOR FURTHER INFORMATION CONTACT:
Johanna Som de Cerff (202) 622—-3980
(not a toll-free number).
SUPPLEMENTARY INFORMATION:

Background

This document amends the Income
Tax Regulations (26 CFR part 1) under
sections 141 and 148 of the Internal
Revenue Code by providing rules for
determining whether a prepayment for
property or services results in a private
loan or investment-type property (the
final regulations). On April 17, 2002, the
IRS published in the Federal Register a
notice of proposed rulemaking (REG—
113526—98; REG-105369-00) (67 FR
18835) (the proposed regulations). The
proposed regulations modify §§1.141—
5(c)(2) and 1.148-1(e) of the Income Tax
Regulations to establish which
prepayments for property or services
give rise to a private loan under section
141(c) or investment-type property
under section 148(b)(2)(D). On
September 25, 2002, the IRS held a
public hearing on the proposed
regulations. Written comments
responding to the proposed regulations
were also received. After consideration
of all the comments, the proposed
regulations are adopted as amended by
this Treasury decision. The revisions are
discussed below.

Explanation of Provisions
I Investment-type Property

A. Existing Regulations

The existing regulations, at §1.148—
1(e)(2), contain rules for determining
when a prepayment for property or
services results in investment-type
property. Under that provision, a
prepayment generally gives rise to
investment-type property if a principal
purpose for prepaying is to receive 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 substantially the same
terms are made by a substantial
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percentage of persons who are similarly
situated to the issuer but who are not
beneficiaries of tax-exempt financing
(the customary exception).

B. Business Purpose Exception

The proposed regulations narrow the
scope of the business purpose
exception. Under the proposed
regulations, a prepayment meets the
business purpose exception only if the
primary purpose for the prepayment 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.

Commentators suggested that the
business purpose exception in the
proposed regulations would have
limited usefulness and that the language
in the existing regulations is superior.
However, as discussed in the preamble
to the proposed regulations, the
business purpose exception in the
existing regulations was intended to be
a narrow exception and has raised
difficult interpretive questions. For
example, in many instances it may be
unclear whether the alternatives
available to the issuer are
“commercially reasonable.” The IRS
and Treasury Department have
considered all of the comments relating
to the business purpose exception and
have concluded that a standard that
considers whether one or more business
purposes and/or commercially
reasonable alternatives exist is not an
administrable test for determining
whether prepayments give rise to
investment-type property. Therefore,
based on tax administration
considerations and the broad scope of
the investment-type property concept,
the final regulations delete the business
purpose exception. However, the final
regulations provide that the
Commissioner may, by published
guidance, set forth additional
circumstances in which a prepayment
does not give rise to investment-type

property.
C. Customary Exception

The proposed regulations retain the
customary exception in its present form.
Commentators expressed concern that
the customary exception may be
difficult to apply in some cases. They
suggested that the regulations identify
examples of prepayments that satisfy
the exception. The final regulations
retain the customary exception and
indicate that it generally applies based
on all the facts and circumstances. In
addition, the final regulations contain a
safe harbor under which a prepayment
is deemed to satisfy the customary

exception if: (1) The prepayment is
made for maintenance, repair, or an
extended warranty with respect to
personal property (for example,
automobiles or electronic equipment),
or updates or maintenance or support
services with respect to computer
software; and (2) the same maintenance,
repair, extended warranty, updates or
maintenance or support services, as
applicable, are regularly provided to
nongovernmental persons on the same
terms.

D. Certain Prepayments To Acquire a
Supply of Natural Gas or Electricity

1. Prepayments for Natural Gas

The proposed regulations add an
exception to the definition of
investment-type property for certain
natural gas prepayments that are made
by or for one or more utilities that are
owned by a governmental person, as
defined in § 1.141-1(b) (for example, if
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
natural gas purchased with the
prepayment is to be consumed by retail
customers in the service area of a
municipal gas utility, or used to
produce electricity that will be
furnished to retail customers that a
municipal electric utility is obligated to
serve under state or Federal law (the use
requirement). For this purpose, the
service 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 distribution service, and
any area that is contiguous to such an
area, or (2) any area where the
municipal utility is obligated under
state or Federal law to provide gas
distribution services as provided in
such law.

Some commentators recommended
that the 95 percent threshold be reduced
to 85 percent. These commentators
stated that various factors make it
difficult for municipal gas utilities to
determine in advance the precise
quantity of gas supplies they will need
to serve their customers during a given
period. These factors include a limited
capability to store gas and variations in
demand due to circumstances beyond
the utilities’ control, such as economic
conditions and the weather. In
recognition of these unique factors, the
final regulations reduce the 95 percent
threshold to 90 percent.

Some commentators recommended
that the use requirement apply based on
the issuer’s reasonable expectations as

of the issue date. To ensure that the
prepaid gas is consumed by retail
customers in the service area of the
municipal utility, the final regulations
retain the requirement that the prepaid
gas supply actually be used for a
qualifying purpose.

Some commentators suggested that
the use of natural gas to fuel the
transportation of the prepaid gas supply
on a pipeline should be a qualifying use
under the natural gas exception. The
final regulations adopt this comment.
Under the final regulations, the use of
gas to fuel the pipeline transportation of
the prepaid gas supply is a qualifying
use and is not pro-rated based on the
amount of qualified and nonqualified
use of the remaining prepaid gas.

Commentators indicated that most
municipal gas and electric utilities do
not have an obligation to serve that
arises under state or Federal law. These
commentators suggested replacing the
“obligation to serve” requirement for
municipal electric utilities with a
service area rule that is similar to the
rule for municipal gas utilities. The final
regulations adopt this comment.
Commentators also recommended that
the definition of service area be
expanded to include any area
recognized as the service area of the
municipal utility under state or Federal
law. The final regulations adopt this
comment.

Commentators requested clarification
that sales to governmental persons are
qualifying sales under the use test.
Commentators also requested
clarification that a retail customer of a
municipal utility is a qualifying end-
user even if the prepayment was made
by or for another municipal utility. The
final regulations do not provide that all
sales to governmental persons, or to
retail customers of a municipal utility,
are qualifying sales. Rather, the final
regulations clarify that, in the case of a
natural gas prepayment by or for one or
more municipal utilities (each, the
issuing municipal utility), the use of
prepaid gas is a qualifying use if the gas
is: (1) Furnished to retail gas customers
of the issuing municipal utility who are
located in the natural gas service area of
the issuing municipal utility (other than
sales of gas to produce electricity for
sale); (2) used by the issuing municipal
utility to produce electricity that will be
furnished to retail electric customers of
the issuing municipal utility who are
located in the electricity service area of
the issuing municipal utility; (3) used
by the issuing municipal utility to
produce electricity that will be sold to
a municipal utility and furnished to
retail electric customers of the
purchaser who are located in the
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electricity service area of the purchaser;
(4) sold to a municipal utility if the
requirements of (1), (2) or (3) of this
paragraph are satisfied by the purchaser
(treating the purchaser as the issuing
municipal utility); or (5) used to fuel the
transportation of the prepaid gas supply
on a pipeline. Thus, for example, the
sale of gas or electricity by the issuing
municipal utility directly to customers
of another municipal utility is not a
qualifying use.

Some commentators recommended
that the final regulations define ‘“retail
customer” as a customer that is not
purchasing for resale. The final
regulations provide that a retail
customer is a customer that purchases
natural gas or electricity, as applicable,
other than for resale. The final
regulations also clarify that the
consumption of natural gas by a
nongovernmental person to produce
electricity for sale is not a qualifying use
of natural gas under the 90 percent use
test.

Some commentators requested
clarification of which “contiguous”
areas may be treated as part of a
municipal utility’s service area. One
commentator suggested that contiguous
areas should not be considered part of
the service area. To provide clarity, and
in light of the expansion of the service
area definition to include any area
recognized as the service area under
state or Federal law, the final
regulations eliminate contiguous areas
from the definition of service area.

Some commentators suggested that
the definition of service area should be
expanded to include any area ‘“‘in
which” (rather than “throughout
which”) the municipal utility provided
service during the five-year period. To
ensure that the gas or electricity is
consumed by customers in an area
recognized as the service area of a
municipal utility under state or Federal
law, or throughout which the municipal
utility provided service during the five-
year period, the final regulations do not
adopt this comment.

2. Prepayments for Electricity

Some commentators suggested that
the natural gas exception should be
expanded to include prepayments for
electricity. These commentators stated
that the restructuring of the electric
power industry has affected municipal
electric utilities in a manner that is
similar to the effect that deregulation of
the natural gas industry had on
municipal gas utilities. These
commentators stated that restructuring
has threatened the ability of municipal
electric utilities to obtain a secure
supply of electric power on

commercially reasonable terms, and that
electric power prepayment transactions
are necessary to obtain a guaranteed
supply of electric power on favorable
terms in light of restructuring.

The final regulations add an
exception to the definition of
investment-type property for certain
electricity prepayments that are made
by or for one or more municipal utilities
(for example, if a joint action agency
acquires electricity for one or more
municipal electric utilities). The
exception applies only if at least 90
percent of the prepaid electricity
financed by the issue is used for a
qualifying use. For this purpose,
electricity is used for a qualifying use if
it is to be: (1) Furnished to retail electric
customers of the issuing municipal
utility who are located in the electricity
service area of the issuing municipal
utility; or (2) sold to a municipal utility
and furnished to retail electric
customers of the purchaser who are
located in the electricity service area of
the purchaser.

3. Remedial Actions

The preamble to the proposed
regulations states that issuers may apply
principles similar to the rules of
§1.141-12 to cure a violation of the use
requirement. Commentators requested
clarification regarding which remedies
under § 1.141-12 are available for this
purpose. The final regulations provide
that issuers may apply principles
similar to the rules of § 1.141-12 to cure
a violation of the 90 percent use
requirement, and that the “redemption
or defeasance” remedy in § 1.141-12(d)
and the “alternative use of disposition
proceeds” remedy in § 1.141-12(e) are
available for this purpose.

Some commentators requested
clarification of the amount of
nonqualified bonds that must be
redeemed or defeased under the
“redemption or defeasance” remedy.
Under the final regulations, the amount
of nonqualified bonds is determined in
the same manner as for output contracts
taken into account under the private
business tests, including the principles
of §1.141-7(d), treating nonqualified
sales of gas or electricity as satisfying
the benefits and burdens test under
§1.141-7(c)(1). Commentators also
suggested that the definition of
“nonqualified bonds” under §1.141-12
may require excessive amounts of bonds
to be retired. The IRS and Treasury
Department are considering this
comment in connection with possible
amendments to §1.141-12.

4. Commodity Swap Contracts

The proposed regulations provide that
a transaction will not fail to qualify for
the natural gas exception by reason of
any commodity 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 contract. For this
purpose, the proposed regulations
provide that 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 contract (for example, a
gas supply contract or another swap
contract). Notice 2002-52 (2002—30
I.R.B. 187), provides that a natural gas
commodity swap contract will not fail
to be an independent contract solely
because the swap contract may
terminate in the event of a failure of a
gas supplier to deliver gas for which the
swap contract is a hedge.

Commentators generally agreed with
the provision on swap contracts in the
proposed regulations, as modified by
Notice 2002—52. The final regulations
retain the provision on commodity swap
contracts for natural gas prepayments,
as modified by Notice 2002-52, and
expand it to apply to electricity
prepayments.

E. De Minimis Prepayments

The proposed regulations add an
exception for prepayments made within
90 days of the date of delivery of all the
property or services to which the
prepayment relates. Commentators
recommended that the exception apply
based on reasonable expectations. The
final regulations adopt this comment.
This change to a reasonable
expectations standard is intended to
permit a prepayment to qualify for the
de minimis exception even if an
unexpected event beyond the control of
the issuer causes delivery of the
property or services to be delayed
beyond the 90-day period. The
reasonable expectations standard does
not, however, apply to any change to the
terms of the prepayment other than an
unexpected delay in delivery.

II. Private Loans

The existing regulations, at § 1.141—
5(c)(2)(ii), provide rules for determining
whether a prepayment for property or
services is treated as a loan for purposes
of the private loan financing test. The
existing regulations for private loans are
similar to the existing regulations in
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§1.148-1(e)(2) for determining whether
a prepayment gives rise to investment-
type property, except that the private
loan regulations focus on whether the
prepayment provides a benefit of tax-
exempt financing to the seller. The final
regulations amend the private loan
provisions of § 1.141-5(c)(2) to conform
to the amendments to the definition of
investment-type property in the final
regulations.

III. Tables of Contents

The final regulations amend the tables
of contents in §§1.141-0 and 1.148-0 to
reflect the final regulations and certain
previously issued regulations under
sections 141 and 148.

Effective Dates

The final regulations apply to bonds
sold on or after October 3, 2003. In
addition, issuers may apply the final
regulations to bonds sold before October
3, 2003 that are subject to §§1.141-5
and 1.148-1.

Special Analyses

It has been determined that this
Treasury decision is not a significant
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 Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations, and because the
rule does not impose a collection of
information on small entities, the
provisions of the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.) do not apply.

Drafting Information

The principal authors of these
regulations 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.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Adoption of Amendments to the
Regulations

= Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

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

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

» Par. 2. Section 1.141-0 is amended by
revising the entry for § 1.141-15(b) to
read as follows:

§1.141-0 Table of contents.

* * * * *

§1.141-15 Effective dates.
(b) Effective dates.
(1) In general.
(2) Certain short-term arrangements.
(3) Certain prepayments.
* * * * *

» Par. 3.1In § 1.141-5, paragraph (c)(2)(ii)
is revised and paragraphs (c)(2)(iii) and
(c)(2)(iv) are added to read as follows:

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

(C] N

(2] * x %

(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
services is entered into, is treated as a
loan for purposes of the private loan
financing test if a principal purpose for
prepaying is to provide a benefit of tax-
exempt financing to the seller. A
prepayment is not treated as a loan for
purposes of the private loan financing
test if—

(A) Prepayments 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;

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

(C) The prepayment meets the
requirements of § 1.148-1(e)(2)(iii)(A) or
(B) (relating to certain prepayments to
acquire a supply of natural gas or
electricity).

(iii) Customary prepayments. The
determination of whether a prepayment
satisfies paragraph (c)(2)(ii)(A) of this
section is generally made based on all
the facts and circumstances. In addition,
a prepayment is deemed to satisfy
paragraph (c)(2)(ii)(A) of this section
if—

(A) The prepayment is made for—

(1) Maintenance, repair, or an
extended warranty with respect to
personal property (for example,
automobiles or electronic equipment);
or

(2) Updates or maintenance or
support services with respect to
computer software; and

(B) The same maintenance, repair,
extended warranty, updates or

maintenance or support services, as
applicable, are regularly provided to
nongovernmental persons on the same
terms.

(iv) Additional prepayments as
permitted by the Commissioner. The
Commissioner may, by published
guidance, set forth additional
circumstances in which a prepayment is
not treated as a loan for purposes of the

private loan financing test.
* * * * *

= Par. 4. Section 1.141-15 is amended by
adding paragraph (b)(3) to read as fol-
lows:

§1.141-15 Effective dates.

(b) * % %

(3) Certain prepayments. Except as
provided in paragraph (c) of this
section, paragraphs (c)(2)(ii), (c)(2)(ii)
and (c)(2)(iv) of § 1.141-5 apply to
bonds sold on or after October 3, 2003.
Issuers may apply paragraphs (c)(2)(ii),
(c)(2)(iii) and (c)(2)(iv) of § 1.141-5, in
whole but not in part, to bonds sold
before October 3, 2003 that are subject
to §1.141-5.
= Par. 5. Section 1.148-0 is amended by:
» 1. Adding entries in paragraph (c) for
§ 1.148-1, paragraphs (e)(1) through
(e)(3).
= 2. Adding entries in paragraph (c) for
§1.148-11, paragraphs (b)(4), (h), (i) and

The additions read as follows:

§1.148-0 Scope and table of contents.

* * * * *
(c) Table of contents.
* * * * *
§1.148-1 Definitions and elections.
* * * * *
(B] * % %
(1) In general.
(2) Prepayments.
(3) Certain hedges.

* * * * *

§1.148-11 Effective dates.
(b] * % %

(4) No elective retroactive application for
safe harbor for establishing fair market value
for guaranteed investment contracts and
investments purchased for a yield restricted
defeasance escrow.

* * * * *

(h) Safe harbor for establishing fair market
value for guaranteed investment contracts
and investments purchased for a yield
restricted defeasance escrow.

(i) Special rule for investments purchased
for a yield restricted defeasance escrow.

(j) Certain prepayments.
= Par. 6.In § 1.148-1, paragraphs (e)(1)
and (2) are revised to read as follows:

§1.148-1 Definitions and elections.
* * * * *
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(e) Investment-type property—(1) In
general. Investment-type property
includes any property, other than
property described in section
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—(A)
Generally. Except as otherwise provided
in this paragraph (e)(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
prepayment is made until the time
payment otherwise would be made. A
prepayment does not give rise to
investment-type property if—

(1) Prepayments 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;

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

(3) The prepayment meets the
requirements of paragraph (e)(2)(iii)(A)
or (B) of this section.

(B) Example. The following example
illustrates an application of this
paragraph (e)(2)(i):

Example. Prepayment after contract is
executed. In 1998, City A enters into a ten-
year contract 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.

(ii) Customary prepayments. The
determination of whether a prepayment
satisfies paragraph (e)(2)(i)(A)(1) of this
section is generally made based on all
the facts and circumstances. In addition,
a prepayment is deemed to satisfy
paragraph (e)(2)(i)(A)(1) of this section
if—

(A) The prepayment is made for—

(1) Maintenance, repair, or an
extended warranty with respect to
personal property (for example,

automobiles or electronic equipment);
or

(2) Updates or maintenance or
support services with respect to
computer software; and

(B) The same maintenance, repair,
extended warranty, updates or
maintenance or support services, as
applicable, are regularly provided to
nongovernmental persons on the same
terms.

(iii) Certain prepayments to acquire a
supply of natural gas or electricity—(A)
Natural gas prepayments. A prepayment
meets the requirements of this
paragraph (e)(2)(iii)(A) if—

(1) Tt is made by or for one or more
utilities that are owned by a
governmental person, as defined in
§1.141-1(b) (each of which is referred
to in this paragraph (e)(2)(iii)(A) as the
issuing municipal utility), to purchase a
supply of natural gas; and

(2) At least 90 percent of the prepaid
natural gas financed by the issue is used
for a qualifying use. Natural gas is used
for a qualifying use if it is to be—

(1) Furnished to retail gas customers of
the issuing municipal utility who are
located in the natural gas service area of
the issuing municipal utility, provided,
however, that gas used to produce
electricity for sale shall not be included
under this paragraph (e)(2)(iii)(A)(2)(1);

(i1) Used by the issuing municipal
utility to produce electricity that will be
furnished to retail electric customers of
the issuing municipal utility who are
located in the electricity service area of
the issuing municipal utility;

(iii) Used by the issuing municipal
utility to produce electricity that will be
sold to a utility that is owned by a
governmental person and furnished to
retail electric customers of the
purchaser who are located in the
electricity service area of the purchaser;

(iv) Sold to a utility that is owned by
a governmental person if the
requirements of paragraph
(e)(2)(1ii)(A)(2)(7), (if) or (iii) of this
section are satisfied by the purchaser
(treating the purchaser as the issuing
municipal utility); or

(v) Used to fuel the pipeline
transportation of the prepaid gas supply
acquired in accordance with this
paragraph (e)(2)(iii)(A).

(B) Electricity prepayments. A
prepayment meets the requirements of
this paragraph (e)(2)(iii)(B) if—

(1) It is made by or for one or more
utilities that are owned by a
governmental person (each of which is
referred to in this paragraph (e)(2)(iii)(B)
as the issuing municipal utility) to
purchase a supply of electricity; and

(2) At least 90 percent of the prepaid
electricity financed by the issue is used

for a qualifying use. Electricity is used
for a qualifying use if it is to be—

(i) Furnished to retail electric
customers of the issuing municipal
utility who are located in the electricity
service area of the issuing municipal
utility; or

(i) Sold to a utility that is owned by
a governmental person and furnished to
retail electric customers of the
purchaser who are located in the
electricity service area of the purchaser.

(C) Service area. For purposes of this
paragraph (e)(2)(iii), the service area of
a utility owned by a governmental
person consists of—

(1) Any area throughout which the
utility provided, at all times during the
5-year period ending on the issue date—

(1) In the case of a natural gas utility,
natural gas transmission or distribution
service; and

(i) In the case of an electric utility,
electricity distribution service; and

(2) Any area recognized as the service
area of the utility under state or Federal
law.

(D) Retail customer. For purposes of
this paragraph (e)(2)(iii), a retail
customer is a customer that purchases
natural gas or electricity, as applicable,
other than for resale.

(E) Commodity swaps. A prepayment
does not fail to meet the requirements
of this paragraph (e)(2)(iii) by reason of
any commodity swap contract that may
be entered into between the issuer and
an unrelated party (other than the gas or
electricity supplier), or between the gas
or electricity supplier and an unrelated
party (other than the issuer), so long as
each swap contract is an independent
contract. 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 contract (for example, a
gas or electricity supply contract or
another swap contract); provided,
however, that a commodity swap
contract will not fail to be an
independent contract solely because the
swap contract may terminate in the
event of a failure of a gas or electricity
supplier to deliver gas or electricity for
which the swap contract is a hedge.

(F) Remedial action. Issuers may
apply principles similar to the rules of
§1.141-12, including § 1.141-12(d)
(relating to redemption or defeasance of
nonqualified bonds) and § 1.141-12(e)
(relating to alternative use of disposition
proceeds), to cure a violation of
paragraph (e)(2)(iii)(A)(2) or
(e)(2)(ii1)(B)(2) of this section. For this
purpose, the amount of nonqualified
bonds is determined in the same
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manner as for output contracts taken
into account under the private business
tests, including the principles of
§1.141-7(d), treating nonqualified sales
of gas or electricity under this paragraph
(e)(2)(iii) as satisfying the benefits and
burdens test under § 1.141-7(c)(1).

(iv) Additional prepayments as
permitted by the Commissioner. The
Commissioner may, by published
guidance, set forth additional
circumstances in which a prepayment
does not give rise to investment-type
property.

Par. 7. Section 1.148-11 is amended
by adding paragraph (j) to read as
follows:

§1.148-11 Effective dates.

(j) Certain prepayments. Section
1.148-1(e)(1) and (2) apply to bonds
sold on or after October 3, 2003. Issuers
may apply § 1.148-1(e)(1) and (2), in
whole but not in part, to bonds sold
before October 3, 2003 that are subject
to §1.148-1.

Dale F. Hart,

Acting Deputy Commissioner for Services and
Enforcement.

Approved: July 25, 2003.
Pamela F. Olson,
Assistant Secretary of the Treasury.
[FR Doc. 03-19644 Filed 8—-1-03; 8:45 am]
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DEPARTMENT OF THE TREASURY

Office of Foreign Assets Control

31 CFR Parts 591 and 592

Rough Diamonds (Sierra Leone &
Liberia) Sanctions Regulations; Rough
Diamonds Control Regulations

AGENCY: Office of Foreign Assets
Control, Treasury.

ACTION: Interim final rule.

SUMMARY: The Office of Foreign Assets
Control of the U.S. Department of the
Treasury is amending and issuing
regulations to carry out the purposes of
Executive Order 13312 of July 29, 2003,
which implemented the Clean Diamond
Trade Act and the Kimberley Process
Certification Scheme for rough
diamonds and amended prior Executive
orders that served as the bases for
restricting or prohibiting the
importation into the United States of
rough diamonds from Sierra Leone or
Liberia.

DATES: Effective Date: July 30, 2003.

Comments: Written comments must
be received no later than October 3,
2003.

ADDRESSES: Comments may be
submitted to the Chief of Records,
ATTN: Request for Comments, Office of
Foreign Assets Control, Department of
the Treasury, 1500 Pennsylvania
Avenue, NW., Washington, DC 20220.
Alternatively, comments may be
submitted via facsimile to the Chief of
Records at 202/622-1657 or via OFAC’s
Web site (http://www.treas.gov/offices/
enforcement/ofac/comment.html).

FOR FURTHER INFORMATION CONTACT:
OFAC’s Chief of Policy Planning and
Program Management, tel.: 202/622—
2500, or Chief Counsel, tel.: 202/622—
2410.

SUPPLEMENTARY INFORMATION:

Electronic and Facsimile Availability

This file is available for download
without charge in ASCII and Adobe
Acrobat readable (*.PDF) formats at
GPO Access. GPO Access supports
HTTP, FTP, and Telnet at
fedbbs.access.gpo.gov. It may also be
accessed by modem dialup at 202/512—
1387 followed by typing “/GO/FAC.”
Paper copies of this document can be
obtained by calling the Government
Printing Office at 202-512-1530.
Additional information concerning the
programs of the Office of Foreign Assets
Control is available for download from
the Office’s Internet Home Page at:
http://www.treas.gov/ofac or via FTP at
ofacftp.treas.gov. Facsimiles of
information are available through the
Office’s 24-hour fax-on-demand service:
call 202/622—0077 using a fax machine,
a fax modem, or (within the United
States) a touch-tone telephone.

Background

On July 29, 2003, the President issued
Executive Order 13312, taking into
account enactment of the Clean
Diamond Trade Act (Pub. L. 108-19),
which implements the multilateral
Kimberley Process Certification Scheme
for rough diamonds (KPCS), and recent
developments in Sierra Leone and
Liberia. The Clean Diamond Trade Act
requires the President, subject to certain
waiver authorities, to prohibit the
importation into, and exportation from,
the United States of any rough diamond
not controlled through the KPCS. This
means shipments of rough diamonds
between the United States and non-
Participants in the KPCS generally are
prohibited, and shipments between the
United States and Participants are
permitted only if they are handled in
accordance with the standards,
practices, and procedures of the KPCS

set out in these regulations. Executive
Order 13312 implemented the Clean
Diamond Trade Act and the KPCS and
amended Executive Orders 13194 and
13213, which are described below.

On January 18, 2001, the President
issued Executive Order 13194 (66 FR
7389, Jan. 23, 2001), taking into account
United Nations Security Council
Resolution (UNSCR) 1306 of July 5,
2000. This order declared a national
emergency in response to the role
played by the illicit trade in diamonds
in fueling conflict and human rights
violations in Sierra Leone (RUF) and
prohibited the importation into the
United States of rough diamonds from
Sierra Leone that were not controlled by
the Government of Sierra Leone through
its Certificate of Origin regime.

On May 22, 2001, the President issued
Executive Order 13213 (66 FR 28829,
May 24, 2001), taking into account
UNSCR 1343 of March 7, 2001. This
order expanded the scope of the
national emergency declared in
Executive Order 13194 to respond to,
among other things, the Government of
Liberia’s complicity in the illicit trade
in rough diamonds through Liberia.
Executive Order 13213 prohibited the
direct or indirect importation into the
United States of all rough diamonds
from Liberia, whether or not such
diamonds originated in Liberia.

The United Nations Security Council
decided to allow the ban against the
importation of rough diamonds from
Sierra Leone without a certificate of
origin to expire on June 4, 2003, taking
into account the Government of Sierra
Leone’s increased efforts to control and
manage its diamond industry and
ensure proper control over diamond
mining areas, as well as the
Government’s full participation in the
KPCS. In addition, however, on May 6,
2003, the Security Council renewed for
one year the absolute import ban on
rough diamonds from Liberia based on
evidence that the Government of Liberia
continues to breach the measures
imposed by UNSCR 1343 (2001).

Executive Order 13312 authorized the
Secretary of the Treasury to promulgate
rules and regulations as may be
necessary to carry out the purposes of
the order. To implement the order, the
Office of Foreign Assets Control, acting
pursuant to delegated authority, is
issuing the Rough Diamonds Control
Regulations and revising the Rough
Diamonds (Sierra Leone & Liberia)
Sanctions Regulations.
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