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IRS Provides More Flexibility for Arbitrage Rebate
Refunds

On Aug. 26, 2017, the Internal Revenue Service (IRS) released , which
liberalizes the time frame for requesting a refund of an overpayment of arbitrage rebate, yield-reduction,
or penalty-in-lieu of rebate payments. In particular, the Revenue Procedure provides additional time to
file an overpayment claim with respect to payments made after the general payment deadline.

Background

Tax-exempt bonds must comply with the arbitrage rules, including the yield restriction rules and
arbitrage rebate rules under section 148 of the Internal Revenue Code of 1986, as amended.

Arbitrage Rebate

Under the arbitrage rebate rules, unless an issuer elects to pay a penalty-in-lieu-of rebate (which is rarely
done), an issuer investing bond proceeds and earning a positive net yield on that investment may be
required to rebate (i.e., pay) that positive yield to the United States. An issuer is required to compute
rebate, under a cumulative computation, at least every five years (on a computation date) and pay the
amount owed within 60 days of the computation date to which it relates. An issuer may make a rebate
payment more than 60 days after the computation date, but interest and penalties may apply. Arbitrage
rebate is paid in installments, with 9o percent of the rebatable amount being paid in each installment.
When the bonds are redeemed or mature, the issuer must pay the incremental rebate owed within 60 days
so that 100 percent of arbitrage rebate owed on the bonds is paid. This process also applies if an issuer
elects to pay penalty-in-lieu-of rebate.
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Yield Reduction

The yield-restriction rules generally provide that a bond will not be tax-exempt if the issuer reasonably
expects or takes an action to invest bond proceeds in a materially higher yielding investment. For certain
types of transactions, the regulations allow the issuer to “reduce” the yield on an investment to the yield
permitted under those rules, by making a yield reduction payment to the United States. The procedures
for computing and making these payments generally follow the procedures for arbitrage rebate.

Overpayment Claims

Because the computations under the arbitrage rebate rules are cumulative, it is possible for an issuer to
experience positive investment yield in one computation period and make a payment based on that
computation, and experience a lower investment yield in a later computation period that results in the
prior total payments exceeding the amount then owed. The Code and regulations provide rules under
which an issuer may seek a refund of these overpayments. Refunds are permitted for arbitrage rebate,
yield-reduction payments, and payment of a penalty in lieu of rebate.

Old Rule

Payments of rebate owed or paid under the arbitrage rules are not treated as payments of tax; the IRS
cannot assess and collect these amounts from the issuer. This has resulted in some difficult procedural
questions for the IRS. One area of difficulty is what refund procedures should apply to these payments,
including the time in which a refund claim must be filed. In , the IRS
provided procedures for requesting refunds of arbitrage rebate, yield-reduction payments, or penalty-in-
lieu-of rebate. Section 3.02 of Revenue Procedure 2008-37 required that the refund claim be filed within
two years of the final computation date (not two years from the date the payment was required to be
made). The rules in Revenue Procedure 2008-37 were added to the regulations under Section 148 of the
Code at Regulations §1.148-3(i)(3) in 2014. Under these procedures, an issuer that paid rebate late may
not have been able to claim a refund of overpaid rebate.

Revenue Procedure 2017-50

The IRS has now modified Revenue Procedure 2008-37 to provide administrative relief to issuers
claiming refunds under Regulations §1.148-3(i)(3), because it viewed the prior rules as not providing
adequate opportunity for issuers to recover overpayments for late payments. The IRS, using its authority
under Treasury Regulations Section 1.148-10(g), which provides the Commissioner with the authority to
waive regulatory limitations in certain circumstances and for sound tax administration, modified the
refund claim period by (i) starting the two-year period 60 days after the final computation date for
payments made timely and (ii) providing that issuers that file late would have two years from the date the
late payment is made to file a refund claim.

Effective Date: The new procedures apply to a claim for refund pending or filed with the Internal Revenue
Service on or after Aug. 25, 2017; an issuer that made payment after the final computation date but prior
to Aug. 25, 2017, will be deemed to have made the payment on Aug. 25, 2017.

This means that an issuer with a final computation date of Aug. 1, 2015, that timely paid its final rebate
payment on Sept. 20, 2015, but did not file a refund claim, can now file a refund claim. This also means
that an issuer with a final computation date of Aug. 1, 2015, that did not pay the rebate owed until Aug. 15,
2017, would now be entitled to request a refund under the new procedure. It is unclear whether an issuer
that already had a refund claim denied, because it was filed more than two years after the computation
date (but not more than two years and 60 days after the computation date), could now file another claim
as timely. An issuer in such position may want to file a refund claim asserting the claim is now timely
under the relief provided by the Revenue Procedure.
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