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Bonds; Treasury Regulations Section 1,141-12

A tax-exempt governmental bond is any obligation of a state or political subdivision that is not a
“private activity bond.” Bonds are private activity bonds if they meet the private business use
and private security or payment tests. Generally, the private business tests are met if (1) more
than 10% of the proceeds of an issue is used in a trade or business carried on bya
nongovernmental person,' and (2) the payment of prinei pal or interest on more than 10% of the
issue is directly or indirectly secured by or derived from property used or to be used for g private
business use or payment in respect of such property.?

A nongovernmental person will be treated as “using” (each use, a “Private Business Use™)
proceeds of tax exempt obligations to the extent the nongovernmental person:

borrows proceeds of the tax exempt obli gations,
uses any portion of the projects financed with tax exempt obligations as owner,
lessee, service provider, operator or manager,

* acquires the output of such projects, or
enters into any other arrangement that provides a special legal entitlement or
special economic benefit to a nongovernmental person. :

The amount of Private Business Use of bond-financed property is generally determined
according to the average percentage of Private Business Use during the measurement period.
Typically, the measurement period begins on the later of the issue date of the bonds or the date
the property is placed in service and ends on the earlier of the last day of the reasonably expected
economic life of the property or the latest maturity date of any bond of the issye financing (or
refinancing) the property. The average percentage of Private Business Use is the average of the
percentages of private business use during 1-year periods within the measurement period,

! Note that organizations described in Section 501(¢)(3) of the Code and the federal government are considered

nongovernmental persons.
% These 10% limitations are reduced to 5% for private business uses of bond proceeds that are unrelated or

disproportionate to the governmental purposes of the issue.
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Under the Code, a deliberate action that would cause an issue to be characterized as a private
activity bond issue jeopardizes the tax-exempt status of such bonds (see “When a Deliberate
Action Occurs” below) unless all of the following requirements are met and the issuer undertakes
a timely remedial action:

(1)  Reasonable Expectations. The issuer reasonably expected on the date of issue
that the issue would not meet the private activity bond tests for the entire term of the bonds.?

(2)  Maturity Not Unreasonably Long. The term of the issue must not be longer than
reasonably necessary for the governmental purposes of the issue. This requirement will be met if
the bonds satisfied the weighted average maturity limit based on project useful lives when the
bonds were issued.

(3)  Fair Market Value Consideration. Except with respect to the alternative use of
facility remedial action described below, the terms of any agreements that result in satisfaction of
the private activity bond tests are bona fide and arm's length and the new uset/owner pays fair
market value for its use. :

(4)  Disposition Proceeds. The isquer must treat any disposition proceeds as bond '
_proceeds for the purposes of the arbitrage rules imposed by the Code.

(5)  Proceeds Expended. Except with respect to the redemption or defeasance
remedial action described below, the proceeds of the issue affected by the deliberate action must
have been expended on a governmental purpose before the deliberate action.

Remedial Action Options

Treasury Regulations Section 1.141-12 (the “Remedial Action Regulations™) describes
procedures to remediate any use of bond proceeds that would cause the bond issue to meet the
private business tests. The effect of the remedial action is to cure the deliberate action that
causes the issue to meet the private business tests and thus to ensure that the tax-exempt status of
the bonds is maintained.

(1)  Redemption Defeasance Of Nonqualified Bonds.

(a) All of the nongualified bonds (see “Definition of Nongqualified Bonds™ below)
must be redeemed within 90 days of the deliberate action or a defeasance escrow must be
established within such period, using amounts other than proceeds of tax-exempt bonds. If there
is a disposition of bond-financed property exclusively for cash in an amount less than the total
amount of nonqualified bonds (e.g.,as a result of a sale at a loss), the requirements are satisfied

1 [f the issuer reasonably expects to take a deliberate action during the term of the bonds but () the issuer reasonably
expects as of the issue date that the financed property will be used for a qualified purpose for & substantial period
before the action, (b) all nonqualified bonds are required to be redeemed within 6 months of the date of action, and
(c) the issuer does not enter into any arrangement with a nongovernmental person as of the issue date with respect to
the specific action, then the term of the bonds for this purpose may be determined taking into account mandatory
redemption provisions.
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if the disposition proceeds are used to redeem a pro rata portion of the nonqualified bonds within
90 days of the deliberate action or to establish a yield-restricted defeasance escraw within such

period.

(b)  Ifa defeasance escrow is established, the issuer must notify the IRS of the
establishment of the defeasance escrow within 90 days of the date the escrow is established,

ic) waiﬂ}standin g the foregoing, the establishment of a defeasance escrow will not
be considered a remedial action if the period between the issue date and the first call date of the
nonqualified bonds is more than 10.5 years,

) Alternative Use Of Disposition Proceeds. [se of disposition proceeds for
an alternative use is a remedial action, if*

{(a)  The deliberate action involves a transfer exclusively for cash,

(b)  The issuer reasonably expects to s pend the disposition proceeds within 2 vears of
the deliberate action.

(¢)  The disposition proceeds are used in a manner that does not cause the issue to
meet either the private activity bond tests or the private loan financi ng test,

(d)  Any disposition proceeds not so used are used for another remedial action (such
as redemption or defeasance of nonqualified bonds),

(3)  Alternative Use Of Facility. Alternative use of a Tacility is treated as a
remedial action if all of the following are met:

(a) The facility is used in an alternative manner (i e., used for a qualifying purpose by
a nongovernmental person or a 501(c)(3) organization rather than a governmental person),

(b) The nonqualified bonds are treated as reissued as of the date of deliberate action
for certain purposes of the Code pertaining to Lax-exempt bonds, such as information reporting
and public hearings and approvals.

{c)  The deliberate action does not invelve a transfer (o a purchaser that finances the
acquisition with proceeds of tax-exempt bonds.

(d)  Any disposition proceeds other than those arising from an agreement to provide
services are used to pay debt service on the bonds on the next debt service payment date or are
deposited in a yield restricted escrow within 90 days of receipt to pay debt service on bonds on
the next available debt service payment date,

Definition Of Nonqualified Bonds, The nongualified bonds are the portion of the outstanding
bonds in an amount that, if the remaining bonds were issued on the date on which the delibergte
action occurs, the remaining bonds would not meet the private business tests, Allocations to
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nonqualified bonds (i) must be made on a pro-rata basis, or (i) the issuer may treat bonds with
longer maturities as the nonqualified bonds.

When a Deliberate Action Occurs. A deliberate action occurs on the date the issuer enters into a
binding contract with a nongovernmental person for use of the financed property that is not
subject to any material contingencies.

The preceding is a short overview of the federal tax law rules pertaining to remedial actions for
maintaining the tax-exempt status of governmental bonds. Please call Jennifer C. Mendonga at
(617) 239-0845 or Mark-David Adams at (561) 820-0281 if you have any questions about these
rules or about how these rules would apply to the potential sale or lease or your bond-financed

property.

AM 57559333.1
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Sale of Assets Financed with Tax-Exempt Bonds by State and Local Governments and 501(c)(3) Organizations
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Sale of Assets Financed with Tax-Exempt
Bonds by State and Local Governments and 501(c)(3)
Organizations

Governmantal issuers and 501(c)(3) organzabans may use this informetion to establieh practicas fo
mmruwwmmmummumw“ outstandiing. This information is

Generally
To ralse needad funds, state and local gavernments and 501(c)(3) organizations may plan to gedl
Proparty financed with tax-axempt bonds. The sae of such Propedy could causa the bond lssye 40

There are three basic ramedial action opfions &s generally deseribed below;

. Reduwtimormmudvmmed bonds
* Allernative usa of disposilion procascis
* Allernative use of facility
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Qualified 601(c)(3) Bonds Example . . &
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Additionally, use of tax-exampt bond i d property in an L trade or busi| of eny 501
(e)(3) organization, as descibed in soction 513 of e Intamal Revenue Code (tha “Cede”), is
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An axample of gualfied 501(eN3) bmdsll;dybmmopnvahbuclnulmhlhndsdu»
axemye bond financed land {o a faxable corparaion. 8ale 15 & delborale action bacsyes the zals
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(3) bonds faling to meet 1Hs requiramant 15 the saka of the tsc-exempt bond financad fand {0 a
{acable corporation. Accordingly, the bonds are tmabla uniass remedisl acfion is taken s described

below,

Remedial Action under the Treasury Regulations

Tha Reguiations parmit &0 izsuer to 1ake remedisl action to precluda the sale of tax: tond
firanced sssets from causing the bonds fo become txable bonds, There are five basic condtions
that an lssuer must mact to gualify to take a remedial action. The conditions are;

* The Issuer must have reasanably axpected on the isue date that the bonds would not meet

aither the applicable privats business 16818 (including the ownership tast for qualified 631(c)(3}
. bonds) or the private Joan financing test for the enfire term of the bonds.

+ The tarm of the bonds must nct be longer than ressonalbily necessery for the quaied purpesas
of the Issua (a5 & guideline, the term is not graster than 120% of the aversge reascnsbly
expecied economic e of the financed proparty).

+ Genersly, the tarms of a sale must be a bona #ide and srm's-length arrangement for fsir market

valia,

. Dimoemonproooodemdbomabdugma proceeds for arbitrage and rebate purposas.
Disposition pr are-ary pany, derved from the sale, exchangs or
mdup&ﬁmdmcmrﬁb«dﬂmﬂpmﬁy

+ Except for & adion i 0 the red or daf of nonqualified bonds, the

proceeds must hawve been =pant on a qualified purposc belare the dete of the delibarata sction,
that Is, the sale of the bond-financed assels,

Redemption or Defeasance of Nongualified Bonds

Generaly, in the cass of & s&le of bond-financed property, the nongualéied bands are the poricn of

the cut=tanding bon&soqtdhﬂnpamhqadlh:pmdsdﬂnbmdluueﬂmﬂmwwlmt
y. For ple, if 50% of the p of @ bond Issue financad the scld proparty, the

Wimmuwﬂmolmomﬂ-ﬂuﬂm bonds of the kssue & the ime of the sale,

The Sirst typs of dial action avallable Is the redamption or defe e of all of the nenqualfied
" bonds within 90 days of the defberate acion, (G Il ds of her issue of tax-axemnpt
hondsmayndbuuiedbﬂhluedmwm)lmodmmnmmamdlmhmtwum
or dafs slafthe alifed bonds, bul must use all of the dispasiion proceeds to
mdmaproralapcnondnmdnodmmmwmmuboonmooﬁaddduo
after the defiberate action, or if the earfiest call date Is more than 90 days afier the dellberate actian,
the issuer must estabiish a cafeasance escrow within 90 days of the del actian. Def
Is only parmitied as & remedial scsion if the firnst call date is no moes then 10 % years from the Issue
date of the bonds, The Issuer must provide written notice 10 the Commissioner of tha escrow within
60 days of s estabiishment.

Atternative Use of Disposition Procesds

The second type of remeadial action, aveilable when the saller receivea only cash, slows the issuar
bomndﬂudlpomwnpm.dswﬂﬂnmmudlh.dd.o'moadebrmdetmMW:'U
use. The issuer must irest the disposition proceeds as proceeds of the bonds, snd must not take any
action after th= date of the sxle to cawze ether the applicable privale business uss tests or tha
Pvite loan finanding test %o be met, (If tha bonds ara quaified 501(c)(3) bands, the dispesition
procsads must be usad for & qualified purpose under saction 145 of tha Coda.) If the issuer does not
mdmuunwnnfthedapochcnpmuedshboimm.qudrfynypurpouﬁmnmhv
year period, it must use the balance of disposition p (or ) nonqualified
Mnﬂmabﬁhhﬂmwanmﬁdaﬁmdwm

Note: If the proceeds of @ govermmantal bond issue are 1o be subsaquently used by & 501(c)(3)
organizafion, remediation by spending the disposifion proceeds for an alternate uee requires that the
nenqualified bands safisfy al the reguiremants for quaified 501(c){3) bonds beginning on the date of
the sale.

Altornative Use of Facility

The third type of remedial aclion avalabie to the is=wer is when the tax-exempt financad Fadlity will
be used after the sale for a purpoze that is a qualifying purposa for snolher typs of tax-exempt bonds
{provided that the purchaser of tha fRcilty doas not usa 1Rk bond p for its purchase)
Tha nongqualfied bonds must sxlisfy all the requi s for the alt type of tsx: P bonds
beginring on the date of the sale. The issusr must elther apply any disposition proceeds resulting
from the sake 1o pay the debi servce on the bonds on the next svailstie pay date or d the
pcmedshtoanmﬁtﬁn%dayaoﬂhummlmlssuummaﬂmmmthe
Investment yield on the dispesition procesds must be restricted 10 the yield on the bends and the
eacrow used o pay dabt sanvice on the next available payment dats.

Allocation of Disposition Proceeds

For dl thres remedial actions, if 1he property was financed by different sources, the Isswar must frst
alocate dsposition procaads to tha cutstanding bonds in propartion 1o the princigel amourts of the
outstanding bands. ¥ the disposition proceeds are not greatar then the principel amount of
oulslanding bonds dlccated (o the sod praperty, the procesds must first be allocated 1o the
odtstanding bonds bafora ellocating to bands no longer cutstanding or ta not derivad from
bomasing (such as revenues of the issuer).

Remedial Actions-Examples
The fellowing examplas assume that the abowe-described fiva condtions for remedial action e

satisfied. Also, in thase examples, No bond proceeds were used for costs of Issuancs of 1o fund a
reserve fund,
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Emnplﬂ.-kaodllmpmeaedsmhnlhmdw Incipal of the outstanding
bonds ail d to the sold proparty

Issuer izsuas $10 millon of bends to finance the construction of community center., Issuer fatar
al= the center for $5 milon, it= falr mavket value. Al s fime, all $10 milkon of the bonds are stit
cutstanding, The issuar may choose to remediata by using il $5 mifion of disposition procmeds o
redeem within 90 days or estabiish ammooowwbrapmrahpoubnomesio milllon of
nongualified bonds, The remaining ouuhndnyssmlbnofbmawuidadbommmy
bonds bacause the issuer has ramedisted &2 required by the Reguations, R}

O, the issuer could remediate By using the alternathve use of disposition Proceeds optian. Unde, thi

opiarqlheiumummnmmalnmanwmoldllmﬂhnmea,ssm&n.lonulnyhg' "

dhmd{vauuwuhlnmyeus(ormn ] of the 2ty usa of i p s

and redemplion or d lions)

The disposition p ds are ik groes p olmobmdoandeswcharoalbjonlolho '
licablo yiefd restriclion and arb 20 mbanmmpmdvglhalruaoudemm.

Example 2.- Disposition proceads are greater than the pri ipal of the outs o
bonds allocated to the sold Property.
T=zuar Issues $10 milln of bonds 10 finance a school and land, Issuar subsequanty salis o portian

of the kand for $3 milon, At this tims, all $10 millon of the bonds 6 stil outstanding “The principal
amm«oummbmﬁd:muwbhmdpmﬂynszmw, IMtho ssusr choasas 1o
must

femediste by redesming bonds, Mmﬂmﬁmdmmhgbmdsl%sﬁamr
with $1 milien of gross proceeds.
Or.moruwoaﬁnmmbymhdhrmuudmmpmceed.opﬂm.lrao.mo
13suer must apply 1ha total amount of the dlapmmonplocaou $3 million, to 2 qualifying use within
1wo yaars (or uss & combination of the sk uza of disposition ¢ ahd redemplion
defassantce oplicns), ¢

The dispogition pr ane { 1 groas dhebondsmdueu:hmubj:dwme
pplicable yield restr and arbilrag mtammtﬁ&msdﬂmwm

Example 3. - Disposition Proceads are greater than the principal amount of the outstanding
bonds all | to the eold property and the by i the profact In part
with tax-exempt bond proceeds and in partwith an equity contribution,

A501(¢K3)mh°ﬂmwnﬁs obuhdhunilondunahfmnhmmw“odssmlmol
tax-exempl bands to finance & $10 mil xmﬁmd-mmmunmm,ammm'
wnduilWm«mﬂsmﬂmb’"ZmﬂlﬁtAlWlﬂmo.lll”mllen dlhebondlmﬂlly -
outstancing. Thus the issuer has $6 milion of nongualfied bords. Thofwmmmmodhte by
¢ither redeemning al of the $6 milicn nonqualified bands or by requifing the condut bomower 10 use

$12 milicn of disp 2 ds for an il uuvmmvnywc(mm-lrwlmnmh
of quaified 501(c)(3) bands are met).
Of the $12 mifion of dispesition p eds, $6 millon are consk oross of iha bonds

WMwwamwawmemetwmmMemhmm .
use as described akove

Gross Py - Example 2 versus ple 3

mump«bmdnnmmmfswhmmwhmdlhpﬂnﬂpﬂmm
of the outstanding bonds ail to that prop ;.umwmmmwanmmmu
cxessemundepmmmnnraumbon&o(mumehmbsmmh&mb
3, whara tha issuer red, d &l of the ) bonds, the r ining di are
nmgmumceaaaaunhonusma,mafm.mmwrmbawtnehmuxm&uma.
'!hlniebemuuﬂnmmdgmumnmmammﬂnmuma'mmmwbw,
dhlum%mh&mammmlmmwmmmm.m
Iszuor 1l has bonds of the fseue outstancing and thus the additional sitlon procseds are gross

proceeds of the bonds and subject 1o the appi yield ¢ and arbitrage rebate rylag
pencing their use,
Correction of Violations Using TEB Vol ¥ Closing A Program (vcap)

1f & issuer o conduit borrower dizcovers that it hes sald bend finencad 235645 Causing the
q:plbablorﬂvdobnhunlmwhomabmuhﬂuuew 3 through & ramedisl action -
Provision, wa encourage the issuer lo take advantage of tha

mbmbﬂuﬂ&ﬂdﬂmmﬂmbwnwmﬂmmd
IRM section 7.2 3,
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