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SUMVARY: Thi s document contains proposed regul ations

nodi fying the standards for treating paynents in |ieu of
taxes (PILOIs) as generally applicable taxes for purposes
of the private security or paynent test under section 141
of the Internal Revenue Code (Code). The proposed
regul ati ons provide State and | ocal governnental issuers of
t ax- exenpt bonds w th gui dance for applying the private
security or paynent test. The proposed regul ations affect
State and | ocal governnmental issuers of tax-exenpt bonds.
Thi s docunent al so provides notice of a public hearing on
t hese proposed regul ati ons.

DATES: Witten or electronic comments nust be received by

January 16, 2007. Qutlines of topics to be discussed at the



publ i c hearing schedul ed for February 13, 2007, at 10 a.m,
nmust be received by January 16, 2007.

ADDRESSES: Send subm ssions to: CC PA:LPD: PR (REG 136806-
06), Internal Revenue Service, PO Box 7604, Ben Franklin
St ati on, Washi ngton, DC 20044. Subm ssions nmay be hand-
delivered to CC: PA: LPD: PR (REG- 136806- 06), Courier’s Desk

I nternal Revenue Service, Crystal Mll 4 Building, 1901 S.
Bell Street, Arlington, Virginia or sent electronically,

via the IRS Internet site at ww.irs.gov/regs or via the

Federal eRul enmaking Portal at ww.regul ations.gov (I RS REG

136806-06). The public hearing will be held in the
auditorium Internal Revenue Service, New Carrollton
Federal Building, 5000 Ellin Road, Lanham Maryland 20706.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ations, Vicky Tsilas or Carla Young, at (202) 622-
3980; concerning subm ssions of comrents, the hearing
and/or to be placed on the building access list to attend
the hearing, Kelly Banks, at (202) 622-0392 (not toll-free
numbers) .
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to the
| ncone Tax Regul ations (26 CFR part 1). Final regulations

(TD 8712) under section 141 of the Code were published in



t he Federal Register on January 16, 1997 (62 FR 2275) to
provi de conprehensive gui dance on nost aspects of the
private activity bond restrictions. This docunent anends

t he I ncone Tax Regul ati ons under section 141 of the Code by
proposi ng nodifications to the standards for treating
paynents in lieu of taxes as generally applicable taxes for
purposes of the private security or paynent test under
section 141. These regul ati ons are published as proposed
regul ations to provide an opportunity for public review and
conment .

Expl anati on of Provisions

| . | nt r oducti on.

In general, interest on State and | ocal governnental
bonds is excludable fromgross incone under section 103 of
the Code. Interest on a private activity bond, other than
a qualified bond under section 141(e), is not excludable
fromgross incone. Section 141(a) classifies a bond as a
private activity bond if it is part of an issue that neets
both the private business use test under section 141(b)(1)
(the private business use test) and the private security or
paynment test under section 141(b)(2) (the private paynent
test). In addition, section 141(a) independently treats a
bond as a private activity bond if it is part of an issue

that nmeets the private | oan test under section 141(c).



Section 141(b)(2) provides generally that an issue
nmeets the private paynent test if the paynent of the debt
service on nore than 10 percent of the proceeds of such
issue is (under the terns of such issue or any underlying
arrangenent) directly or indirectly (1) secured by any
interest in property used or to be used for a private
busi ness use, or paynents in respect of such property, or
(2) to be derived from paynents (whether or not to the
i ssuer) in respect of property, or borrowed noney, used or
to be used for a private business use.

1. Private Paynent Test in Ceneral.

Sections 1.141-4(c) and 1.141-4(d) of the Inconme Tax
Regul ati ons provi de broad general rules for purposes of
application of the private paynent test. Private paynents
general ly include any paynents nade, directly or
indirectly, by any nongovernmental person that is a private
busi ness user of proceeds during a period of private
busi ness use and any paynents made with respect to property
financed with proceeds of an issue during a period of
private business use, whether or not nmade by a private
busi ness user. In addition, private paynents incl ude
property and paynents in respect of property that are used

or to be used for private business use to the extent that



any interest in that property or paynents serves as
security for the paynent of debt service on an issue.

I11. Generally Applicable Taxes Excepti on.

Section 1.141-4(e) provides an exception to the
ot herwi se- broad scope of paynents taken into account under
the private paynent test in the case of “generally
applicable taxes.” 1n general, the purpose of the
general ly applicable taxes exception is to allow eligible
tax paynments nmade with respect to property or services to
be used to pay debt service on an issue w thout causing
private paynents. For this purpose, 81.141-4(e)(2) defines
a generally applicable tax to nean an enforced contribution
exacted pursuant to legislative authority in the exercise
of the taxing power that is inmposed and collected for the
purpose of raising revenue to be used for governnent al
purposes. To qualify as a generally applicable tax, a tax
must have a uniformrate that is applied to all persons of
the sane classification in the appropriate jurisdiction and
the tax must have a generally applicabl e manner of
determ nation and collection. By contrast, under 81.141-
4(e)(3), a paynent does not qualify as a generally
applicable tax if it is a special charge for a special
privilege granted or service rendered (for exanple, a

paynment limted to property or persons benefited by an



i nprovenent). Sections 1.141-4(e)(4)(ii) and (iii) set
forth certain perm ssible and i nperm ssi bl e agreenents that
bear upon whether or not a tax has a generally applicable
manner of determ nation and collection. For exanple, an
agreenent to reduce or Iimt the anmbunt of taxes coll ected
to further a bona fide governnental purpose is a
perm ssi bl e agreenent.

V. Certain Paynents in Lieu of Taxes Treated as Generally

Appl i cabl e Taxes

In addition, existing 81.141-4(e)(5) treats certain
tax equival ency paynents or PILOls as generally applicable
taxes if (1) the paynents are comrensurate with and not
greater than the amounts inposed by the statute for a tax
of general application, and (2) the paynents are designated
for a public purpose and are not special charges (as
described in 81.141-4(e)(3)). Existing 81.141-4(e)(5)
further provides an exanple which states that a PILOT nade
in consideration for the use of property financed with tax-
exenpt bonds is treated as a special charge.

The Treasury Departnent and the I RS are concerned that
addi ti onal gui dance may be needed regardi ng the existing
standards for treating PILOTs as generally applicable taxes
and that those existing standards potentially could be

interpreted in an unduly broad manner to provide favorable



treatnment for certain PILOTIs which may have an insufficient
link to generally applicable taxes. Conversely, the
Treasury Departnment and the IRS are concerned that the | ast
sentence of existing 81.141-4(e)(5)(ii), which provides as
an exanpl e of a special charge a PILOT paid in
consideration for the use of property financed with tax-
exenpt bonds, could be interpreted in an unduly restrictive
manner to prevent any PILOls with respect to property
financed wth tax-exenpt bonds frombeing treated as
general ly applicabl e taxes.

To address these concerns, the Treasury Departnent and
the I RS propose to nodify the standards to better assure a
reasonably close relationship between eligible PILOT
paynents and generally applicable taxes. The proposed
clarification provides that an eligible PILOT paynent nust
represent a fixed percentage of, or reflect a fixed
adj ustnent to, the anount of generally applicable taxes in
each year, based on conparable current val uation
assessnments. In addition, the Treasury Departnent and the
| RS propose to elimnate the exanple in the | ast sentence
of 81.141-4(e)(5)(ii). Regarding this |atter proposal, the
Treasury Departnment and the IRS believe that the existing
definition of special charge under 81.141-4(e)(3)

adequat el y addresses this principle.



The proposed standards for treating PILOIs as
general ly applicable taxes generally contenplate PILOTs
based on property taxes. The Treasury Departnent and the
| RS al so seek public comment regardi ng whet her any speci al
rules are needed to address PILOls based on ot her taxes,

i ncludi ng sal es taxes.
Proposed Effective Date

The proposed regul ations are proposed to apply to
bonds that are sold on or after February 16, 2007.

Speci al Anal yses

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as
defined in Executive Oder 12866. Therefore, a regul atory
assessnent is not required. It also has been determ ned
that section 553(b) of the Adm nistrative Procedures Act (5
U.S.C. chapter 5) does not apply to these regul ations, and
because the regul ati ons do not inpose a collection of
information on snmall entities, the Regulatory Flexibility
Act (5 U S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, this proposed regul ati on has
been submitted to the Chief Counsel for Advocacy of the
Smal | Business Adm nistration for conment on its inpact on

smal | busi ness.



Comments and Public Hearing

Bef ore these proposed regul ations are adopted as fi nal
regul ati ons, consideration will be given to any witten (a
signed original and eight (8) copies) or electronic
coments that are submtted tinely to the IRS. The
Treasury Departnment and the I RS specifically request
comments on the clarity of the proposed rules and how t hey
may be nade easier to understand. Al comments will be
avail abl e for public inspection and copyi ng.

A public hearing has been schedul ed for February 13,
2007, at 10 a.m in the auditoriumof the Internal Revenue
Service, New Carrollton Federal Building, 5000 Ellin Road,
Lanham Maryland 20706. Due to building security
procedures, visitors nust enter at the New Carrollton
Federal Building main entrance. |In addition, all visitors
nmust present photo identification to enter the building.
Because of access restrictions, visitors will not be
adm tted beyond the i Mmedi ate entrance area nore than 30
m nutes before the hearing starts. For information about
havi ng your nanme placed on the building access list to
attend the hearing, see the “FOR FURTHER | NFORVATI ON
CONTACT” section of this preanble.

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

hearing. Persons who wsh to present oral comments at the



heari ng nmust submit witten or electronic comments and an
outline of the topics to be discussed and the anmount of
time to be devoted to each topic (signed original and eight
(8) copies) by January 16, 2007. A period of 10 m nutes
wll be allotted to each person for making coments. An
agenda showi ng 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 regulations are Rebecca
L. Harrigal, Vicky Tsilas, and Carla Young, Ofice of
Di vi sion Counsel / Associ ate Chief Counsel (Tax Exenpt and
Governnment Entities), IRS. However, other personnel from
the RS and the Treasury Departnent participated in their
devel opnent .
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng
requiremnents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended
as follows:

PART 1--1 NCOVE 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 1.141-4(e)(5) is revised to read as
fol |l ows:

81.141-4 Private Security or Paynent Test.

* * * * *

(e) * * %

(5) Paynents in lieu of taxes--(i) In general. A tax

equi val ency paynent or other paynent in lieu of a tax
(PILOT) is treated as a generally applicable tax if—

(A) The paynment is comrensurate with and not greater
than the anounts inposed by a statute for a generally
applicable tax in each year; and

(B) The paynent is designated for a public purpose and
is not a special charge (as described in paragraph (e)(3)
of this section).

(ii) Comrensurate standard. For purposes of this

par agraph (e)(5), a paynent is "comensurate” wth
generally applicable taxes only if the anpunt of such
paynent represents a fixed percentage of, or reflects a
fi xed adjustnent to, the anount of generally applicable
taxes that otherwi se would apply to the property in each

year if the property were subject to tax. For exanple, a



paynent is commensurate with generally applicable taxes if
it is equal to the anmount of generally applicable taxes in
each year, less a fixed dollar amunt or a fixed adjustnent
determ ned by reference to characteristics of the property,
such as size or enploynent. A paynent does not fail to be
a fixed percentage or adjustnent as a result of a single
change in the level of the percentage or adjustnent
foll owi ng conpl eti on of devel opnent of the subject
property. The paynment nust be based on the current
assessed val ue of the property for property tax purposes
for each year in which the PILOls are paid and that
assessed val ue nust be determ ned in the same nmanner and
wi th the sane frequency as property subject to generally
applicable taxes. A paynent is not commensurate if it is
based in any way on debt service on an issue or is
otherwi se set at a fixed dollar anobunt that cannot vary
with the assessed value of the property determned in the
manner described in this paragraph (e)(5)(ii).
* * * * *

Par. 3. Section 1.141-15 is anended by addi ng
paragraph (m to read as foll ows:

8§1.141-15 Effective Dates.

* * * * *



(m Effective date for certain regulations relating to

paynents in lieu of tax. The rules of 81.141-4(e)(5) apply

to bonds sold on or after [DATE THAT IS 120 DAYS AFTER

PUBLI CATION OF THI S DOCUVENT | N THE Federal Register], that

are subject to section 141.

Mark E. Matthews
Deputy Conmi ssioner for Services and Enforcenent



