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Bond Proceeds Overview

▷ Arbitrage

▷ Issuance Considerations

▷ Post-Issuance Considerations
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Arbitrage Basics

► General Rule
▷ Investment of bond proceeds in an investment earning a yield materially higher 

than the yield on the bonds causes the bonds to be arbitrage bonds
▷ Federal government is providing a subsidy through lower borrowing costs and 

forgoing tax revenues so governmental issuer should not get a double benefit 
through arbitrage

► Effect
▷ If bonds are arbitrage bonds, the interest on the bonds will not be tax-exempt to 

the holders of the bonds
▷ Problem – The college told bond holders that the interest would be tax-exempt

► Exceptions exist to allow earning arbitrage
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Two Key Arbitrage Questions

► Is it lawful for the College to Earn Arbitrage?
► If yes, is it lawful for the College to Keep the Arbitrage Earned?
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► Three-Year Temporary Period

► Requirements

▷ Time Test: 5% within 6 months

▷ Expenditure Test: 85% within 3 years of issue date

▷ Due Diligence Test: Proceed with due diligence to expend 
proceeds

► Based on reasonable expectations at the time of issuance

Can the College Earn Arbitrage?
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Drawdown Schedule
Quarter

Beginning 
Balance

Plus 
Estimated Investment 

Earnings
Less 

Drawdown
Ending 
Balance

Upon Closing  
(reimbursements)

$_____,000 NA NA $____,000

First (after Closing) _____,000 ___________ ___________ ________
Second _________ ___________ ___________ ________

Third _________ ___________ ___________ ________
Fourth _________ ___________ ___________ ________
Fifth _________ ___________ ___________ ________
Sixth _________ ___________ ___________ ________

Seventh _________ ___________ ___________ ________
Eighth _________ ___________ ___________ ________
Ninth _________ ___________ ___________ ________
Tenth _________ ___________ ___________ ________

Eleventh _________ ___________ ___________ ________
Twelfth _________ ___________ ___________ ________
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► Generally must pay arbitrage profits to federal government
▷ Payment referred to as “rebate”
▷ When?

> Every five years while bonds are outstanding
> At final retirement of the bonds

► Exceptions

▷ Small-Issuer Exception

▷ Spend-Down Exceptions

Can the College Keep Arbitrage Earned?
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Small Issuer Exceptions

►Exempt from rebating arbitrage based on amount of 
bonds issued

►Measured in year the bonds are issued
► Generally $5,000,000 of bonds issued
▷ $15,000,000 for school construction
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Spending Exceptions
► 6-Month Exception – No rebate payment required if all proceeds of the 

issue are spent within 6 months of the issue date.
► 18-Month Spend-down Exception

Period
Spend-down 
Requirement

6 months 15%

12 months 60%

18 months 100%
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Spending Exceptions (continued)

► Two-Year Construction Spend-down Exception
▷ At least 75% of the proceeds must be spent on construction expenditures

►All spend down exceptions exclude 5% reasonable retainage

Period
Spend-down 
Requirement

6 months 10%
12 months 45%
18 months 75%
24 months 100%
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Considerations at the Time of Issuance
▷ Over-Issuance Concern

▷ Did Issuer “burden” the market by borrowing too early
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Ira Weiss Case
► In 2000 a Pennsylvanian School District fraudulently sold $9,600,000 of G.O. Notes.

► The tax-exempt status of the Notes was dependent upon, among other 
matters, the School District reasonably expecting, on an objective basis, to 
spend substantially all of the proceeds of the Notes on capital projects within 
three years of the Notes' issuance.

► School District explicitly advised Weiss that it had not made any final decisions on 
its primary capital projects and that it did not want to be locked into undertaking the 
controversial project of renovating or adding to an existing school building by virtue 
of the financing.

► Weiss reassured the School Board members that as long as they "intended" to 
undertake the aforementioned project, the School District was not actually required 
to spend the money or to do the project to keep the arbitrage profit.

► In reality, the School District intended to use the Note proceeds solely to obtain 
$225,000 of interest rate arbitrage profit.
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Weiss Case (continued)
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Ira Weiss Case (continued)

► Outcomes:

▷ School District

> $150,000 Settlement with the IRS to keep the bonds tax exempt

> $28,000 Fine to the SEC

▷ Ira Weiss

> Found guilty of fraud by the SEC

> $9,500 Fine to the SEC

> $9,000 Penalty to IRS

▷ Investment Banker

> $15,000 Fine to the SEC

> Banned from the securities business
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Bond Proceeds Remaining after Temporary 
Period

► After 3 years from the closing date (upon expiration of the Temporary Period), 
tax-exempt bond proceeds:
▷ must be yield restricted
▷ may not be invested in investments guaranteed by the federal government 

(such as FDIC-insured CDs).  
> Exception: may invest in U.S. Treasury Securities
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Post-issuance compliance tips:
►Arbitrage:

▷ Obtain computation of bond yield and establish procedure to track investments

▷ Monitor compliance with 6-month, 18-month or 2-year spending 

▷ Arrange for timely computation of rebate liability and, if rebate is payable, for 
timely filing of Form 8038-T and rebate payment

▷ May engage outside arbitrage rebate consultants to do computations

►General:
▷ Monitor compliance with temporary period expectations for expenditure of bond 

proceeds (to evidence spending proceeds with “due diligence”)

▷ Have you taken any actions re: the financed project – Sale, leases or 
management contracts
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Questions
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This document has been prepared by Chapman and Cutler LLP attorneys for informational purposes only. It is general in nature and

based on authorities that are subject to change. It is not intended as legal advice. Accordingly, readers should consult with, and seek the 

advice of, their own counsel with respect to any individual situation that involves the material contained in this document, the application 

of such material to their specific circumstances, or any questions relating to their own affairs that may be raised by such material.

© 2022 Chapman and Cutler LLP
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The MMD “AAA” Index

 The Municipal Market Data (MMD) Index is a daily index of 
AAA-rated municipal bond rates

 Issuers’ bond yields are priced relative to the MMD
 The relative difference is called the “spread” to the MMD
 The spread varies due to the following:
 Credit rating

 Bank qualification

 Length of maturity

 Coupon or interest rates
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Recent Variables Impacting the Municipal Bond Market

Municipal
Bankruptcies

(e.g. Detroit, Puerto Rico)

Chicago’s  Fiscal Challenges 
– Pension Issues

State of Illinois Political 
Challenges

Europe

Bank Qualification

FED Reserve Policy
Fed Funds Rate

Global Political Events -
Ukraine

Health of National, State and 
Local Economies

Credit Ratings of State
and Local Governments

Level of Federal and State 
Income Taxes

Municipal Bond
Supply and

Demand

The Municipal 
Bond Market

Inflation Expectations
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As of: 3/31/23
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*The Municipal Market Data “MMD” is a AAA municipal bond market index produced by TM3. As of April 13, 2023.

 The 10yr MMD 20-year average is 2.57% (see red line below). 
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20-year MMD vs. 2-year Treasury Spread

*The Municipal Market Data “MMD” is a AAA municipal bond market index produced by TM3. As of April 13, 2023.
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Investing Bond Proceeds
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Benefits of Investing Bond Proceeds

Increased earned interest

Establishes reliable interest earnings projections

Guided Establishes a scheduled flow of funds
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 An example of a $10,000,000 issuance

 In this example the college district would earn an additional $52,800 
by investing the bond proceeds.

Benefits of Investing Bond Proceeds (Continued)

Keeping Liquid Investing to a spend schedule
Need Date Amount Rate Interest Earned Need Date Amount Rate Interest Earned
05/01/19 $1,000,000.00 2.05% $9,267.12 05/01/19 $1,000,000.00 2.35% $10,623.29
06/01/19 $1,000,000.00 2.05% $11,008.22 06/01/19 $1,000,000.00 2.41% $12,941.37
07/01/19 $2,000,000.00 2.05% $25,386.30 07/01/19 $2,000,000.00 2.45% $30,339.73
08/01/19 $1,000,000.00 2.05% $14,434.25 08/01/19 $1,000,000.00 2.49% $17,532.33
09/01/19 $1,000,000.00 2.05% $16,175.34 09/01/19 $1,000,000.00 2.52% $19,883.84
10/01/19 $500,000.00 2.05% $8,930.14 10/01/19 $500,000.00 2.56% $11,151.78
05/01/20 $1,500,000.00 2.05% $44,734.93 05/01/20 $1,500,000.00 2.70% $58,919.18
06/01/20 $1,000,000.00 2.05% $31,564.38 06/01/20 $1,000,000.00 2.72% $41,880.55
07/01/20 $1,000,000.00 2.05% $33,249.32 07/01/20 $1,000,000.00 2.73% $44,278.36

$10,000,000.00 $194,750.00 $10,000,000.00 $247,550.41
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 First, you will need a spend schedule from your construction manager 
or architect

Open separate account for bond proceeds to be directly deposited into 
at closing
Allows the bond proceeds to be segregated from operating funds.
 Track transfer of expenses against the spend down exceptions.
Ability to keep bond proceeds investments separate from operating 

investments.
Easily compare the interest earned from the bond proceeds versus the 

maximum allowable rate from the issuance (Arbitrage).

How to Invest Bond Proceeds
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Know what investments are allowable under the district’s investment 
policy and Illinois State Statute

Determine how much of the proceeds will need to be liquid in order to 
cover unexpected expenses or changes in the spenddown schedule
 The liquidity can be in a money market account or an investment that offers 

liquidity, such as a government agency or treasury.
 This amount may be different for each issuance but 10-15% is a good rule of 

thumb to have in investments that are more liquid.

How to Invest Bond Proceeds
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http://www.ilga.gov/legislation/ilcs/ilcs3.asp?ActID=496&ChapterID=7


Reporting for Bond Proceeds
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Disclaimer

PMA Asset Management, LLC. (“PMA”) is an investment adviser registered with the U.S. Securities and Exchange Commission. The information presented herein is for general information purposes
only and is not a specific/buy sell recommendation. The analysis or information presented in this presentation is based upon hypothetical projections and/or past performance that may have certain
limitations and is solely intended to suggest/discuss potentially applicable financing applications or investment strategies with you. Any terms discussed herein are preliminary until confirmed in a
definitive written agreement.

Investment in securities involves risks, including the possible loss of the amount invested. In addition, past performance is no indication of future performance and the price or value of investments
may fluctuate. Asset allocation does not assure or guarantee better performance and cannot eliminate the risk of investment losses. You should consider certain economic risks (and other legal, tax,
and accounting consequences) prior to entering into any type of transaction. PMA Asset Management, LLC and its employees do not offer taxor legal advice. You should consult with your taxand/or
legal advisors before makingany taxor legal related investmentdecisions.

Securities, public finance and institutional brokerage services are offered through PMA Securities, LLC. PMA Securities, LLC is a broker-dealer and municipal advisor registered with the SEC and
MSRB, and is a member of FINRA and SIPC. PMA Asset Management, LLC, an SEC registered investment adviser, provides investment advisory services to separately managed accounts and local
government investment pools. All other products and services are provided by PMA Financial Network, LLC. PMA Securities, LLC, PMA Asset Management, LLC and PMA Financial Network, LLC
(collectively "PMA") are under common ownership. Securities and public finance services offered through PMA Securities, LLC are available in CA, CO, FL, IL, IN, IA, MI, MN, MO, NE, NY, OH, OK, PA,
SD, TXand WI. This document is not an offer of services available in any state other than those listed above, has been prepared for informational and educational purposes and does not constitute a
solicitation to purchase or sell securities, which may be done only after client suitability is reviewed and determined.

©2023 PMAAsset Management,LLC. All rights reserved.For institutional use only.
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