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Vocabulary - Arbitrage

» Merriam-Webster’s. “The  nearly
simultaneous purchase and sale of
securities or foreign exchange in different

markets Iin order to profit from price
discrepancies.”

Merriam-Webster’s Collegiate Dictionary,
10th Edition (1993)
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Vocabulary — Arbitrage

In the Context of Tax-Exempt Bonds:

» The use of proceeds of an issue of tax-
exempt obligations to acquire higher-
yielding taxable investments.



Yield Restriction —

Required Calculations

» For post temporary period calculations, a
deemed contribution Is calculated at the
end of the temporary period and
subsequent cash flows are FV at the

materially higher yield.

» RRR funds are tested to see if they exceed
the 10% test.

» Escrows are verified at inception.



Yield Restriction —

Application by Regulation

‘ Unrestricted Restricted
Years 0 3
Prior to 9/1/86 Retain Arbitrage
9/1/86 - 6/30/93 Remit Arbitrage
7/1/93 and After Remit Arbitrage Yield Reduction Payment



Consequences of

Yield Restriction

» No credits are applied to the required
YRP.

» Must pay 100% of the YRP amount.

» Possible to pay YRP and not have an
arbitrage liabllity.

»YRP paid amounts are treated as
payments for rebate purposes.



GB Government Entities

Sector

» Government Entities Section monitors compliance
for:

» Tax-exempt bonds
» Federal, State and Local governments
» Indian Tribal governments

» Approximately 300 employees are assigned to the
Government Entities Sector



IRS Enforcement Program

> Random audits
> Issues identified by third parties

> Issues with possible abuses (GICs,
Escrows, etc.)

» Correspondence audits

> Issuer refund requests (refund only)
» Coordination with the SEC

» Form 8038-T questions
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Administering an Arbitrage

Compliance Program
» Develop an Arbitrage Policy

»Define bond year

» Create a rule for determining when bond
proceeds are spent

» ldentify investment rules for bond proceeds

»Determine when bond proceeds are invested
with other funds of the governmental unit
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Administering an Arbitrage

Compliance Program

» Define rules for establishing accounts
» Construction proceeds
»DSF
»DSRF
»Management of deposit of tax receipts
»Management of joint projects
»Use of a Rebate Agent
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Administering an Arbitrage

Compliance Program

» Read and negotiate your no-arbitrage certificate.
Does it include:

» Description of any private use
» Temporary periods

» DSRF and DSF

» Issue price and yield

» Use of interest earnings

» Rebate compliance

» Definition of bond year s



Administering an Arbitrage

Compliance Program

» Develop a L--O--N--G T--E--R--M Calendar:
» Define your bond year

»Mark each payment calculation date

» Mark when data will be available for
calculation

»Mark when filing must be sent to IRS

»Determine if you are going to calculate liability
annually or only on the fifth year
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Administering an Arbitrage

Compliance Program

» Develop and Implement a Record
Retention Policy:

» |dentify records to be kept

» |dentify who keeps each set of records - Is It
centralized or decentralized?

» |dentify how records are to be kept and
retrieved: tape, disc, hard copy.

»How are the records organized?
»How long are records kept? 14



