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I. INTRODUCTION

On November 10, 1988, President Reagan signed into law The Techni-
cal Corrections and Miscellaneous Revenue Act of 1988 (the "Technical
Corrections Act"), the fourth act of the United States Congress since 1982
to impose restrictions on the business of tax-exempt financing.' While
these biennial federal actions have no doubt dramatically limited the vol-
ume of such financings,2 many types of tax-exempt bonds continue to be
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1. Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, 96 Stat. 324;
Tax Reform Act of 1984, Pub. L. No. 98-369, 98 Stat. 494; Tax Reform Act of 1986, Pub. L.
No. 99-509, 100 Stat. 1951; Technical Corrections and Miscellaneous Revenue Act of 1988,
Pub. L. No. 100-647, [75 Extra Edition No. 55] Stand. Fed. Tax Rep. (CCH) 5001-7162
(Nov. 5, 1988).

2. See The Bond Buyer, Nov. 7, 1988, at 24. The total dollar value of tax-exempt obliga-
tions (including tax-exempt bonds and tax-exempt notes) increased steadily during the first
half of this decade. In 1984, $132,949,831,637 of tax-exempt debt was issued as a result of
8,183 offerings. In 1985, the dollar volume increased to $223,446,686,759 from 11,078 issues.
Following the enactment of the Tax Reform Act of 1986, however, the volume has gradually
decreased from the 1985 peak. In 1986, 8,529 tax-exempt financings produced
$162,655,513,008 of tax-exempt debt. In 1987, 7,289 issues resulted in $114,159,150,879 of
debt. Through October 1988, 6,877 offerings have produced $102,773,720,166 in tax-exempt
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issued for such public purposes as housing, manufacturing facilities, and
hospitals, in addition to traditional governmental operations like roads,
sewers, schools, and other public buildings. This article will, therefore,
provide the practitioner with a brief discussion of the evolution of the
federal public finance laws as of the close of the 100th Congress, a synop-
sis of the types of nongovernmental projects that presently may be fi-
nanced with tax-exempt bonds, including a summary of the technical re-
quirements of existing federal law, and a basic, practical outline of the
parties, documents, and decisions required to consummate a bond issue.

II. HISTORICAL OVERVIEW OF MUNICIPAL FINANCE

Municipal securities are, generally stated, debt obligations of local and
state governments or instrumentalities, which became an acceptable
means of financing the development of America's cities in the mid-nine-
teenth century8 Because state and local debt could be structured so that
the interest earned thereon would be exempt from federal income taxa-
tion,4 a governmental entity could realize the benefits of significantly

debt. Id.
3. PUBLIC SEc. Assoc., FUNDAMENTALS OF MUNICIPAL BONDS 1 (1982). The term "munici-

pal" securities has become, by conventional usage, a term that includes all publicly offered
state and local debt. Id.

4. Federal income taxation was established in 1913 with passage of the Sixteenth
Amendment to the United States Constitution. The sixteenth amendment authorizes Con-
gress, in pertinent part, to "collect taxes on incomes, from whatever source derived, without
apportionment." U.S. CONST. amend. XVI. This language, construed with the statutory ex-
emption of state bond interest from federal income taxation (beginning with the first federal
income tax statute (Act of October 3, 1913, ch. 16, § II(B), 38 Stat. 168) and the Tenth
Amendment of the United States Constitution (emphasizing a concern for protecting state
sovereignty), has long been the foundation for the intergovernmental tax immunity doctrine.
Recently, however, in South Carolina v. Baker, 108 S. Ct. 1355 (1988), the Supreme Court,
in upholding the requirement that all newly issued tax-exempt bonds be issued in registered
form, went well beyond the necessary reasoning for its holding and stated that the holding
in Pollock v. Farmer's Loan & Trust, 157 U.S. 429 (1895), that any interest earned on a
state bond was immune from federal taxation, has been overruled by subsequent case law.
108 S. Ct. at 1367. The Court based its holding in Pollock principally on the rationale that
any tax on income received under a contract with the government was a tax on the contract
and thus a tax "on" the government because it burdened the government's power to enter
into the contract. Id. at 1363. The Court stated that this rationale had been repudiated by
modem intergovernmental tax immunity case law, id. at 1365, and that the immunity for
recipients of governmental bond interest was the only premodern tax immunity for parties
to government contracts that had so far avoided being explicitly overruled. Id. at 1366.
Thus, the owners of state bonds no longer have a constitutional entitlement to be free of
taxation on income earned from such bonds, and states have no constitutional entitlement
to issue bonds paying lower interest rates than other issues. Id. at 1367. Rather, states must
find protection from congressional regulation through the national political process, not
through judicially defined spheres of unregulatable state activity. Id. at 1361.
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lower yields than those available with taxable securities or other tradi-
tional borrowing techniques." The most conventional form of municipal
debt was and continues to be the general obligation bond, backed by the
"full faith and credit" and secured by the full taxing power of the appli-
cable issuer.s By the end of the 1970s, however, revenue bonds, typically
issued to support a particular project and paid from the revenues of the
project, emerged as a dominant force in the municipal arena, and munici-
pal debt financed projects such as housing, hospitals, pollution control
facilities, convention centers, and sports stadiums.7 The expanded use of
revenue bonds, however, caused increased congressional scrutiny of the
many uses of tax-exempt financing.$

On September 3, 1982, the Tax Equity and Fiscal Responsibility Act of
1982 was enacted, adding a number of significant procedural require-
ments as a condition of tax exemption. These requirements included re-
gistration,10 approval by the issuing governmental unit,"1 and information

Although the decision in Baker clearly establishes that, in theory, interestearned on mu-
nicipal bonds may be taxed, such a result is unlikely. Specifically, the basis of tax exemp-
tion, section 103 of the 1986 Code, still stands. I.R.C. § 103 (West 1988). Further, the impo-
sition of taxes on municipal bond interest has been placed solely within the congressional
arena in which state and local bond issuers historically have been well represented and in-
fluential. Taylor & Lamiell, The Supreme Court Ruling no Surprise to Municipal Market
Participants, The Bond Buyer, Apr. 21, 1988, at 22, col. 4. Finally, and most importantly
from the perspective of the practitioner, developer, and issuer, the decision in Baker does
not impair the tax-exempt status of existing bonds.

5. PUBLIC SEC. Assoc., supra note 3, at 1.
6. Id. at 2.
7. Id. at 3.
8. Under the Internal Revenue Code of 1954, as amended (hereinafter the "1954

Code"), interest on certain governmental obligations was excluded from the gross income of
a taxpayer. I.R.C. § 103(a) (1954). The 1954 Code required that such an obligation must
have been incurred in the exercise of the borrowing power of an applicable governmental
entity, see United States Trust Co. v. Anderson, 65 F.2d 575 (2d Cir. 1933), and provided
that several governmental or quasi-governmental entities, as well as any political subdivision
of such entities, were authorized to issue tax-exempt debt. Id. From the enactment of the
1954 Code until the late 1960s, therefore, interest on obligations whose proceeds were used
to provide facilities for industrial users ("IDBs") were tax-exempt so long as such obliga-
tions were issued by or on behalf of a state or a political subdivision thereof. See Rev. Rul.
57-187, 1957-1 C.B. 65; Rev. Rul. 58-452, 1958-2 C.B. 37; Rev. Rul. 63-20, 1963-1 C.B. 24. In
response to the concern that tax-exempt status for IDBs was not proper because the pri-
mary obligor of such bonds was the industrial entity rather than the state or local political
subdivision, Congress in 1968 amended the 1954 Code to deny tax-exempt status to all IDBs
except those issued to finance certain exempt facilities under section 103(b)(4) of the 1954
Code and those characterized as exempt small issues under section 103(b)(6) of the 1954
Code. Revenue and Expenditure Control Act of 1968, Pub. L. No. 90-364, 82 Stat. 251.

9. Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, 96 Stat. 466
(codified as amended at scattered sections of I.R.C. (West 1988)) [hereinafter TEFRA].

10. TEFRA, 96 Stat. at 596 (codified as amended at I.R.C. § 103(j) (West 1988)). It
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reporting requirements for industrial development and certain other
bonds."2 Congressional action continued,13 and the Tax Reform Act of
198414 imposed many more restrictions, primarily affecting industrial de-
velopment bonds. For example, Congress instituted a statewide volume
cap limiting the dollar amount of certain types of bonds that state or
local governments could issue.18 Congress also prohibited the financing of
airplanes, skyboxes, gambling facilities, liquor stores, and health facilities
with industrial development bonds." These increased "substantive" re-
strictions and limitations on the issuance of tax-exempt debt culminated
in the adoption of the Tax Reform Act of 1986 and the codification of the
Internal Revenue Code of 1986 (as amended, the "1986 Code").17

The 1986 Code essentially divides tax-exempt bonds into two catego-
ries, governmental bonds and private activity bonds, and sets forth re-
quirements relating to each type. Governmental bonds providing financ-
ing for traditional governmental functions or activities, while still exempt
from federal income taxation, are now more narrowly defined, and the use
of their proceeds is more restricted than under prior law. In summary, no
more than 10% of governmental bond proceeds may be used, either di-
rectly or indirectly, in the business of a person other than a state or local

should be noted that under the Mortgage Subsidy Bond Tax Act of 1980, Pub. L. No. 96-
499, 94 Stat. 2660 (codified as amended at I.R.C. §§ 103, 103A (West 1988)), bonds issued
for multifamily housing under section 103(b)(4)(A) of the 1954 Code and for single-family
home mortgages under section 103A of the 1954 Code were already subject to registration.
Id. at 2669-2700. This requirement continues under the 1986 Code. See I.R.C. § 149(a)
(West 1988).

11. TEFRA, 96 Stat. at 468 (codified as amended at I.R.C. § 103(k) (West 1988)). This
statute required that the applicable elected representatives of the governmental unit ap-
prove certain issues after a public hearing following reasonable public notice or after voter
referendum within the governmental unit. This requirement continues under the 1986 Code.
See I.R.C. § 149(a) (West 1988).

12. TEFRA, 96 Stat. at 469 (codified as amended at I.R.C. § 103(t) (West 1988)). This
provision required the issuer of the bonds to submit a report of all issues to the Secretary of
the Treasury. See infra note 28.

13. See H.R. REP. No. 98-432, 98th Cong., 2d Sess. 2, reprinted in 1984 U.S. CODE CONG.
& ADMIN. NEws 697, 1306. Congress was concerned with the volume of private activity
bonds, which had increased from $6.2 billion in 1976 to $44 billion in 1982, translating into a
projected revenue loss for the federal government of $8.5 billion in 1983. Additionally, the
public perceived the interest rates generated by such bonds as making the financing of
traditional public projects increasingly costly and difficult. Finally, the congressional staff
thought that the ready availability of tax-exempt financing for a broad class of facilities
affected many investment and business decisions independent of the perceived economic
value of the financed facility. Id. at 1305-06.

14. Pub. L. No. 98-369, 98 Stat. 494.
15. Id. at 929-30 (currently codified as amended at I.R.C. § 146 (West 1988)).
16. Id. at 930-31 (currently codified as amended at I.R.C. § 147(e) (West 1988)).
17. Tax Reform Act of 1986, Pub. L. No. 99-509, 100 Stat. 1874.
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governmental unit.18 Further, no more than 10%19 of the principal and
interest payable on any governmental bonds may be either directly or in-
directly secured by any interest in private property or derived from pay-
ments made with respect to private property.20 Finally, a bond will not be
considered a governmental bond if more than 5% or $5,000,000, which-
ever is less, of the bond proceeds are loaned, either directly or indirectly,
to persons other than governmental units. 1

Simply stated, any bonds that are not governmental bonds are private
activity bonds. Unless a private activity bond can be categorized as a
"qualified bond" under section 141(d) of the 1986 Code, the bond will not
be exempt from taxation for federal income tax purposes." Among other
restrictions applicable to private activity bonds, at least 95% (90% for
certain student loan bonds) of the proceeds of such bonds must be spent
for the exempt purpose of the borrowing, 28 and the face amount of most
qualified bond issues must come within the applicable state volume cap
limitations for the calendar year of the issue.2" The bonds must also meet
the applicable requirements of section 147 of the 1986 Code,'8 including
public approval and notice requirements and restrictions on the maturity
of the issue.2' Furthermore, the cost of issuing these bonds (i.e., attorney

18. The private business use test, I.R.C. § 141(b)(1) (West 1988). If 5% or more of bond
proceeds are used for the construction, rehabilitation, or operation of output facilities (e.g.,
gas and electric utilities), the private use test is satisfied if more than 10% or $15 million,
whichever is less, of bond proceeds are used, either directly or indirectly, in the business of a
person other than a state or local governmental unit. In determining whether the $15 mil-
lion limit has been surpassed, the private use of all tax-exempt bonds issued, including
those issued before 1986, must be counted. Id. § 141(b)(4).

19. $15 million, if less than 10%, for output facilities. Id.
20. The private security or payment test, id. § 141(b)(2).
21. The private loan financing test, id. § 141(c)(1). Another test or requirement must be

satisfied in order for bonds to be considered governmental. Under the related use require-
ment, bonds will be considered private activity bonds if (i) more than 5% of the bond pro-
ceeds are used by a nongovernmental person for a use unrelated to the governmental facili-
ties being financed and (ii) more than 5% of the payments made with respect to the
unrelated business use are made directly or indirectly to such person. The determination of
the related use of a facility is made on a case-by-case basis and generally depends upon
whether such a facility is functionally related to the operation of a governmental facility. Id.
§ 141(b)(3).

22. Id. §§ 103(b)(1) & 141.
23. See, e.g., id. § 142(a) (exempt facility bonds); id. § 144(a)(1) (qualified small issue

bonds); id. § 145(a)(2) (qualified 501(c)(3) bonds).
24. Id. § 141(d)(2).
25. Id. § 147.
26. Section 147(b) of the 1986 Code provides that the average maturity of an issue of

tax-exempt obligations may not exceed 120% of the average reasonably expected economic
life of the facilities being financed with proceeds of private activity bonds. Thus, this section
of the 1986 Code affects all private activity bonds, including exempt facilities, small issues,
and refundings. To determine the average maturity of an issue of bonds, the serial maturi-
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fees, underwriter's discount, printing and publishing costs, and other sim-
ilar expenses) paid from the proceeds of the issue may not exceed 2% of
the face amount of the bond issue . 7 Congress also imposed certain other
requirements,' and those applying to particular categories of qualified

ties and principal amounts of such maturities must be taken into account by calculating the
weighted average of the maturities. For example, if $5 million of bonds are issued with $1
million of bonds maturing in five years, $2 million of bonds maturing in seven years, and $2
million of bonds maturing in 10 years, the average maturity of the issue is 7.8 years. A
similar computation must be made to determine the average reasonably expected economic
life of the facilities. If $900,000 of a $1 million issue is used to finance $400,000 of equip-
ment with an expected economic life of 10 years and a $500,000 item of equipment with an
expected economic life of 15 years, the average economic life of the facilities is 12.77 years.
The average maturity of the issue cannot exceed 120% of 12.77 years, or 15.32 years. Id. §
147(b).

Section 147(f) of the 1986 Code imposestcertain public approval requirements on all pri-
vate activity bonds. Two elements will be necessary to meet these requirements: (1) public
hearing following reasonable notice and (2) public approval. Generally, interest on private
activity bonds will be exempt only if the issue has been approved by the governmental unit
that issued the obligation or on behalf of which the obligation was issued. For example, if a
county has established a nonelected industrial development board, the county must approve
bonds issued by the board. In addition, each governmental unit having jurisdiction over the
area in which the bond-financed facilities are located must approve the issue. If, however,
more than one governmental unit within a state has jurisdiction over the entire area in
which the facility is located, only one such unit needs to approve the issue. Id. § 147(f).

27. Id. § 147(g).
28. For example, section 147 of the 1986 Code precludes the use of any portion of bond

proceeds to acquire agricultural land or the use of more than 25% of bond proceeds for the
acquisition of nonagricultural land. The provision applies to all private activity bonds. Cer-
tain exceptions to this prohibition, however, are provided for both agricultural and nonagri-
cultural land. A "first-time farmer," who will be the principal user of land and who will
participate in the operation of the farm, may use up to $250,000 of bond proceeds to acquire
land or property to be used for farming purposes. Id. § 147(c).

Section 147 of the 1986 Code also precludes the use of any private activity bond proceeds
to finance the acquisition of existing property. Under the rehabilitation exception, however,
proceeds of tax-exempt private activity bonds may be used to acquire an existing building
(and the equipment therefor), provided that the cost of rehabilitating the property equals or
exceeds 15% of the portion of the cost of the existing property financed with the proceeds of
the bonds. Congress provided a similar exception for facilities other than a building, except
that the cost of rehabilitating such facilities must exceed 100% of the portion of the cost of
the facilities financed with bond proceeds. Id. § 147(d).

Further, during any time that a private activity bond is held by a substantial user or a
person related to a substantial user, interest on the bond is taxable. Generally, the term
"substantial user" includes any person who is entitled to use more than 5% of the facilities
financed with bond proceeds. Id. § 147(a).

The 1986 Code also imposes certain information reporting requirements on all tax-exempt
bonds. The issuer must submit a report of all such issues to the Secretary of the Treasury.
Section 149(e) of the 1986 Code provides that the report must be submitted prior to the
15th day of the second month after the close of the calendar quarter in which the obligation
is issued. Id. § 149(c).
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bonds are discussed below.
Following the sweeping changes imposed by the 1986 Code, the Techni-

cal Corrections Act further limited the purposes for which certain bonds
could be issued but also contained several provisions that are favorable to
the tax-exempt bond community."' Despite increased regulation from
Congress and, recently, from the Securities and Exchange Commission,s
the municipal marketplace remains a viable financing alternative for
many issuers and companies. While a detailed discussion of the numerous

29. Technical Corrections and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647,
[75 Extra Edition No. 55] Stand. Fed. Tax Rep. (CCH) 11 5001-7162 (Nov. 5, 1988). In
addition to providing limitations on pooled and section 501(c)(3) financings, see infra notes
103-09 and accompanying text, the Technical Corrections Act also extended the "sunset
date" for qualified mortgage or single-family housing bonds from December 31, 1988, until
December 31, 1989. Technical Corrections Act § 4005, [75 Extra Edition No. 55] Stand. Fed.
Tax Rep. (CCH) at 3820. Additionally, and perhaps more importantly with respect to the
future of these bonds, the Technical Corrections Act introduced a provision that would re-
quire borrowers of mortgage loans originated after December 31, 1990, to pay to the United
States of America a portion of any gain realized upon the disposition of a residence financed
by means of qualified mortgage bonds as a recapture of a portion of the borrower's benefit
from tax-exempt financing if such a disposition occurs within 10 years from the date of
purchase. Id. Congress primarily intended this provision to apply to households whose in-
comes have increased substantially since the financings were obtained and who, presumably,
at the time of disposition are no longer in need of, or would no longer be eligible for, the
benefits of tax-exempt bonds. Id. The maximum amount recaptured is 1.25% of the original
balance of the loan for each year the loan is outstanding or 50% of the gain realized on the
disposition, whichever is less. Id. Exact computation of the recapture amount is complex.
The existence of this provision, however, seems to indicate an attempt by Congress to make
reforms in the structure of qualified mortgage bond financing without eliminating the ability
to issue such bonds altogether.

30. Until 1975, the municipal securities industry had been free from direct federal secur-
ities regulation because Congress exempted it from the Securities Act of 1933, ch. 38, 48
Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-77aa (1982)), and the Securities Exchange
Act of 1934, ch. 404, 48 Stat. 881 (codified as amended at 15 U.S.C. §§ 77b-78m (1982)). In
1975, Congress enacted a self-regulatory system for the municipal market, by passing the
Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (codified as amended at
15 U.S.C. 78a (1982)), creating the Municipal Securities Rulemaking Board ("MSRB").
Among other rules published by the MSRB, Rule G-32 requires that any voluntarily pre-
pared issuer disclosure documents must be distributed to investors. See 53 Fed. Reg. 37,788
(1988) (to be codified at 17 C.F.R. pt. 240) (proposed Sept. 28, 1988) for a discussion of
these and other municipal securities disclosure requirements. The Securities and Exchange
Commission recently issued a Report on the Regulation of Municipal Securities concluding
that "the voluntary system of disclosure can fall short of providing full investor protection"
and that "additional regulatory measures ... could improve disclosure . . .without sub-
jecting municipal issuers to the full range of filing and reporting requirements that apply to
corporate issuers." Municipal Securities Disclosure, Exchange Act Release No. 26.100, Fed.
Sec. L. Rep. (CCH) 84.326 (Sept. 22, 1988). To this end, the Commission published Re-
lease No. 34-26100 accompanying its Report, proposing rules for comment and issuing inter-
pretations of existing obligations of municipal underwriters. See 53 Fed. Reg. at 37,778
(1988).
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types of tax-exempt bonds that may be issued is beyond the scope of this
article, the following section will highlight certain categories of private
activity bonds and provide a general discussion of particular tax require-
ments applicable to such bonds."

III. PRIvATE AcTIvITY BONDs-HOSPITALS TO HOUSING

A. Inside the Volume Cap

As discussed above, most private activity bonds are subject to a unified
state volume cap equal to the greater of $50 per resident or
$150,000,000.38 In Georgia, the State of Georgia Bond Allocation System
governs the administration of the volume cap, dividing the cap into the
following shares: (a) housing share; (b) economic development share; (c)
limited purpose share; and (d) department share. 83 In 1987, a total vol-
ume of $448,200,000 was distributed: $211,736,408 for housing
($184,636,408 for single-family housing and $27,100,000 for multifamily
housing); $38,725,000 for economic development, used exclusively for
small issue industrial development bonds; $120,600,320 under the limited
purpose share for the financing of pollution control facilities; and
$77,138,272 for the funding of a proposed domed sports facility." In 1988,

31. Although a technical discussion of the arbitrage and rebate requirements imposed by
the 1986 Code is beyond the scope of this article, the practitioner should be aware of the
concepts. Simply stated, the interest earned on any bond deemed to be an arbitrage bond
will not be excludable from gross income for federal income tax purposes. I.R.C. § 103(b)
(West 1988). An arbitrage bond is any bond that is part of an issue any portion of the
proceeds of which are reasonably expected (at the time of issuance of the bonds) to be used
directly or indirectly to (i) acquire higher yielding investments or (ii) to replace funds that
were used directly or indirectly to acquire higher yielding investments. Id. § 148. A more
detailed analysis of arbitrage rules will be necessary in structuring any type of tax-exempt
financing, and the authors suggest consulting with an expert about such rules. The 1986
Code also imposes certain rebate requirements upon issuers of tax-exempt bonds. Id. §
148(f). Amounts subject to rebate to the United States are generally all earnings in excess of
the yield on the bonds, unless covered by an exception, stated in more technical terms as (i)
those sums that would have been earned if all nonpurpose obligations were invested at a
rate equal to the yield on the bonds (determined without regard to costs of issuance) sub-
tracted from (ii) the amount actually earned on the investment of gross proceeds in nonpur-
pose obligations plus (iii) any amount earned as investment income on the rebate amount.
Id. The rebate amount must be determined at least every year and again upon the retire-
ment of the last obligation of the issue. Although such amount must be determined annu-
ally, the issuer must pay the actual rebate to the United States in installments made at least
once every five years. Id. § 148(f)(3).

32. Id. § 146. Prior to 1987, the cap was $75 per resident or $250,000,000. Id. § 146(d).
33. Georgia Dep't of Community Affairs, State of Georgia Bond Allocation System: Ap-

plicant's Manual (1986).
34. These sums, along with those for 1988 and the projections for 1989, have been pro-

vided by the Georgia Department of Community Affairs.
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total volume decreased to $242,543,000: $102,718,000 was distributed for
housing ($99,088,000 for single-family residences and $3,630,000 for mul-
tifamily housing); $117,225,000 for economic development; and
$22,600,000 under the limited purpose share ($5,600,000 for a pollution
control facility, $4,250,000 for a water and sewer facility, and $12,750,000
for the private activity portion of a governmental use bond"5), with
$62,657,000 being carried forward into the 1989 allocation ($7,800,000 for
multifamily housing and $54,857,000 for construction of a domed sports
facility).

6

These allocations of the volume cap in Georgia indicate that the most
familiar types of private activity bonds currently being issued are those
for qualified mortgages, qualified residential rental projects, qualified
small issues, and water and sewage facilities. Brief discussions of these
types of financings follow, along with descriptions of other possible issues
such as student loan bonds and qualified redevelopment bonds.

Qualified Mortgage Bonds

A qualified mortgage bond must be issued before December 31, 1989,37
and at least 95% of the net proceeds (exclusive of the costs of issuance
and reasonably required reserve fund, if any) must be used to finance
loans to first-time homebuyers, to finance loans to homebuyers in
targeted areas, or to provide qualified home improvement loans and qual-
ified rehabilitation loans.a8 Additionally, the 1986 Code imposes require-
ments dealing with residency, purchase price, and borrower income
limitations."

Principal Residence. All residences financed with proceeds of qualified
mortgage bonds must be single-family residences located within the juris-
diction of the applicable issuer of the bonds. 40 The issuer and the mortga-
gor also must reasonably expect that the residence will become the mort-

35. See generally I.R.C. §§ 146(m)(1) & 141(b)(5) (West 1988).
36. See supra note 34. The allocation figures for 1989 are projected to be $87,080,000 for

the housing share, $155,500,000 for the economic development share, $31,100,000 for the
limited purpose share and $37,320,000 for the department share. The housing share is sub-
ject to change, however, in light of the extension of authority to issue qualified mortgage
bonds from December 31, 1988, through December 31, 1989. See supra note 29.

37. Id.
38. I.R.C. § 143(a)(2) (West 1988).
39. Id. § 143(a)(2)(B). In addition to these requirements, costs of issuance may not ex-

ceed 2% of the face amount of the issue (or 3 V % of the face amount of the issue if $20
million of bonds or less are issued) under section 147(g)(2) of the 1986 Code. See also supra
note 29 for a discussion of certain other provisions imposed by the Technical Corrections
Act.

40. I.R.C. § 143(c)(1)(A) & (B) (West 1988).

19891
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gagor's principal residence within a reasonable time." Additionally,
except with respect to targeted area residences, the mortgagor may not
have had a present ownership interest in a principal residence within the
preceding three years ending on the date the presently contemplated
mortgage is executed.2

Purchase Price Limitations. The purchase price of each residence may
not exceed 90% of the applicable average area purchase price 8 (110%
with respect to residences located in targeted areas)," determined by ref-
erence to the safe harbor limitations issued annually by the Department
of the Treasury for the statistical area in which the residence is located .'
For the period beginning September 26, 1988 (and ending on the date
new safe harbor limitations are published), the average area purchase
price for the Atlanta metropolitan statistical area is $142,600.4 For all
other areas within the State of Georgia, the average area purchase price is
$97,700 as of such date."

Income Limitations. Under the 1986 Code, mortgages must be made to
mortgagors whose family income is 115% or less of the applicable median
family income" (140% or less for targeted areas),"9 which is the greater of
the area median gross income for the area where the residence is located
or the statewide median gross income for the state where the residence is
located.50 Adjusted income limits apply in certain high cost areas, 1 and
the 115% and 140% limits are lowered to 100% and 120%, respectively,
for families of two or less." Before the enactment of the 1986 Code, no
federally imposed borrower income limitations existed. In theory, there-
fore, any mortgagor could use funds derived from the issuance of quali-
fied mortgage bonds regardless of income. Many issuers self-imposed in-
come limitations, however, most often based on existing legislation that

41. Id. § 143(c)(1)(A).
42. Id. § 143(d)(1).
43. Id. § 143(e)(1).
44. Id. § 143(e)(5).
45. Temp. Treas. Reg. § 6a.103A-2(f)(5)(i) (1981), issued under former section 103A(f) of

the 1954 Code (the predecessor of section 143(e) of the 1986 Code) provides that an issuer
may rely upon the average area purchase price safe harbor limitations published by the
Department of the Treasury.

46. Rev. Proc. 88-48, 1988-39 I.R.B. 39. This figure represents a 23% increase from the
previous average area purchase price. Id.

47. Id. This figure represents a 34% increase from the previous average area purchase
price. Id.

48. I.R.C. § 143(f)(1) (West 1988).
49. Id. § 143(f)(3).
50. Id. § 143(f)(4)(A) & (B).
51. Technical Corrections Act, § 5053, [75 Extra Edition No. 55] Stand. Fed. Tax. Rep.

(CCH) 3820 (to be codified at I.R.C. § 143(f)(5)).
52. Id. (to be codified at I.R.C. § 143(f)(6)).
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did not directly address or contemplate single-family mortgages." Thus,
as a practical matter, except for the family size adjustment, the income
requirements for qualified mortgage bonds have not changed substan-
tially as a result of the 1986 Code.

Qualified Residential Rental Projects

The 1986 Code includes as an exempt facility a "qualified residential
rental project" only if, at all times during the qualified project period, the
project satisfies one of two set-aside requirements."' Under these set-aside
requirements, the issuer must elect that either (1) individuals whose in-
come is 60% or less of area median gross income must occupy 40% or
more of the residential units in the project or (2) individuals whose in-
come is 50% or less of area median gross income must occupy 20% or
more of the residential units in the project." The issuer must make an
irrevocable election on or before the bond issue date."

The 1986 Code retains the prior law requirement that the income of
individuals and the area median gross income must be determined in a
manner consistent with determinations of lower-income families and area
median gross income under section 8 of the United States Housing Act of
1937, ' as amended." These income determinations also must include ad-
justments for family size." For example, if an issuer currently elects the
40% set-aside requirement, the income requirements become 60% for a
family of four, 54% for a family of three, 48% for a family of two, and
42% for an individual. If the 20% set-aside requirement is elected, the
adjustments become 50%, 45%, 40%, and 35%, respectively.6 0

The low- and moderate-income occupancy requirement must be satis-
fied continuously during the qualified project period, and the determina-
tion of whether a tenant qualifies as a low- or moderate-income tenant
must be on a continuing basis, rather than only on the date the tenant

53. See, e.g., Urban Residential Finance Authorities Act for Large Municipalities, 1979
Ga. Laws 4662 (codified as amended at O.C.G.A. §§ 36-41-1 to -13 (1987 & Supp. 1988)).

54. I.R.C. § 142(a)(7) & (d)(1) (West 1988).
55. Id. § 142(d)(1).
56. Id. § 142(d)(1).
57. United States Housing Act of 1937, ch. 896, 50 Stat. 889 (codified as amended at 42

U.S.C.A. §§ 1404a-1440 (West 1988)).
58. I.R.C. § 142(d)(2)(B) (West 1988).
59. Id.
60. United States Housing Act of 1937, ch. 896, 50 Stat. 889 (codified as amended at 42

U.S.C.A. § 1437a(b)(2) (West 1988)). This Act authorizes the Department of Housing and
Urban Development to determine the percentages for family size adjustments. POLICY DEv.
AND RESEARCH, U.S. DP'T OF HOuS. AND URBAN Dav., INCOME LIMITS BRIEFING MATERIAL
(1988).
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first occupies a unit in the project." Increases in a tenant's income of up
to 140% of the applicable limit (adjusted for family size) will not result in
disqualification. In the event that a tenant's income increases to a level
more than 140% of the applicable limit (or if the tenant's, family size
decreases so that a lower maximum income applies to the tenant), that
tenant may no longer be counted toward satisfaction of the low- and
moderate-income requirement. Thereafter, any unit of comparable or
smaller size in the project that becomes vacant must be rented to a ten-
ant having low- or moderate-income until the project again is in
compliance."

An owner will be allowed a reasonable period to cure any noncompli-
ance with the rental or income requirement. If the owner does not cure
the deficiency, interest on the bonds becomes taxable from their date of
issue to their final payment. In addition, the owner of the project loses
the interest deduction on the borrowing during the period beginning the
first day of the taxable year in which the failure occurs and ending on the
date the owner cures the failure."" Finally, the owner must file an annual
certification of low- and moderate-income compliance and, while failure
to file the certificate will not affect the tax-exempt status of the bonds,
the owner will be subject to a $100-per-day penalty for each failure to file

61. I.R.C. § 142(d)(2)(A) (West 1988). The "qualified project period" is defined as the
period beginning on the first day on which tenants occupied 10% of the units in the project
and ending on the latest of (1) the date that is 15 years after the date on which tenants first
occupied 50% of the units in the project, (2) the first day on which no tax-exempt bond
issued with respect to the project is outstanding, or (3) the date on which any assistance
provided with respect to the project under section 8 of the United States Housing Act of
1937, as amended, terminates.

62. I.R.C. § 142(d)(3) (West 1988). The 1986 Code creates an exception to the above
limitation that a tenant ceases to qualify as a low- or moderate-income tenant if the tenant's
income increases by more than 40% above the applicant limit for the project. The excep-
tion, however, applies only to projects charging significantly lower than market-rate rents to
low-income tenants ("rent skewing"). Under the exception, a tenant's income may increase
by as much as 70% over the maximum qualifying income limit without loss of low- or mod-
erate-income status if an election is made to satisfy a special two-tier low- or moderate-
income residency requirement. Under this special requirement, which must be elected and
maintained in the same manner as the general set-aside requirements, (1) at least 15% of
the low- or moderate-income units (i.e., 15% of 40% or 15% of 20% of all project units)
must be occupied by tenants who have 40% or less of area median income, (2) the gross rent
charged to each low- or moderate-income resident must not exceed 30% of the applicable
income limitation (40% of median income), and (3) the gross rent charged to each low- or
moderate-income resident must not exceed one third of the average rent charged to non-
low-income residents occupying units of comparable size. Id. § 142(d)(4).

63. Id. § 150(b)(2).
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unless the owner shows reasonable cause for the failure.'

Qualified Small Issue Bonds

While bonds issued after December 31, 1986, for nonmanufacturing
projects, such as industrial and commercial facilities, are no longer tax-
exempt, the 1986 Code provides that interest on qualified small issue
bonds for manufacturing and farming activities will continue to be tax-
exempt until December 31, 1989."5 A small issue bond must have a face
amount of $1,000,000 or less, unless the issuer elects to have the
$10,000,000 limitation apply." In general, an issuer must use 95% or
more of the net proceeds of these bonds to provide a manufacturing facil-
ity or land or property with respect to first-time farmers or to redeem
part or all of a previously issued exempt small issue. 7 Certain small is-
sues are taken into account in determining whether the aggregate face
amount of the bonds exceeds the $1,000,000 limitation imposed by section
144(a)(1) of the 1986 Code. The outstanding amount of prior issues is
aggregated with the face amount of the new issue to reach the $1,000,000
limit if proceeds from the prior issue were or will be used with respect to
facilities located in the same incorporated municipality or in the same
county outside of an unincorporated municipality as the facilities fi-
nanced with the issue in question and the principal users of the facilities
are the same or related persons."s Despite the general rules of aggrega-
tion, that portion of a new small issue that is issued to redeem an out-
standing small issue is not aggregated. 6" For example, if $500,000 of a
$1,000,000 tax-exempt small issue has been repaid, a new $1,000,000 tax-
exempt small issue can'be issued to redeem the remaining $500,000 out-
standing and provide an additional $500,000 to the beneficiary of the fi-
nancing. Further, the cost of the entire facility to be financed is not re-
quired to be limited to $1,000,000, so that the proceeds of a $1,000,000
exempt small issue can be combined with other funds to construct a facil-
ity costing more than $1,000,000. As a result, financings combining the
$1,000,000 exempt small issue with conventional financing are common.

If an issuer makes the $10,000,000 small issue election, certain other
restrictions apply. In computing the allowable amount of any new bond
issue for which the issuer has made the $10,000,000 small issue election,

64. Id. § 142(d)(7).
65. Id. § 144(a)(12)(B).
66. Id. § 144(a)(4).
67. Section 144(a)(12)(C) of the 1986 Code defines a manufacturing facility as any facil-

ity that is used in the manufacturing or production of tangible personal property. Id. §
144(a)(12)(C).

68. Id. § 144(a)(2).
69. Id.
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the issuer must make a deduction not only for any prior exempt small
issues, but also for certain capital expenditures paid or incurred within a
period beginning three years before the date of the new issue and ending
three years after each date.70 In this context, capital expenditures include
those made by any party who becomes a principal user of the facility to
be financed with the bond proceeds (and any related party of such princi-
pal user) during the period beginning three years before the date of the
new issue and ending three years after such date or three years after the
facility financed is placed into service, whichever date is latest 7 1 in con-
nection with all facilities located within the same incorporated municipal-
ity or county.72 For example, if a company (or a principal user or related
party) invested $1,000,000 in a plant from its own funds within three
years of a bond issue, the proposed bond issue would be limited to
$9,000,000, and the company (or a principal user or related party) would
be precluded from further capital expenditures for any facilities located
within the same municipality or county for three years.

Additionally, a $40,000,000 cap exists on the outstanding amount of
qualified tax-exempt industrial development bonds for which the same
company is considered the "beneficiary. ' ' "7 The $40,000,000 limit is distin-

70. Treas. Reg. § 1.103-10(b)(2)(ii)(b) (1972).
71. I.R.C. § 144(a)(4)(A)(ii) (West 1988).
72. Id. § 144(a)(4)(B). The term "principal user" is not defined in the 1986 Code. The

Internal Revenue Service has determined that "principal user" means the user of more than
10% of the facility measured by the value paid by such user for that portion of the facility.
51 Fed. Reg. 6274 (1986) (to be codified at 26 C.F.R. § 1.103-10(h)) (proposed Feb. 21, 1986).
Thus, if a company leases more than 10%, measured by value paid, of a facility financed
with proceeds of the tax-exempt bonds, any capital expenditures and prior outstanding
bond issues of that company during the six-year period made within the political jurisdic-
tion where the financed facility is located must be deducted from the $10 million limit. A
"principal user" should not be confused with a "substantial user." Since the "substantial
user" prohibition concerns the purchase of bonds, see supra note 28, such rules are more
restrictive (5% rather than 10%). The difference in treatment may be illustrated by an
example in which X, a developer, uses the proceeds of a small issue to construct a shopping
center in an incorporated municipality in which space will be leased to A, B, C, and D. A
and B will each lease 40%, by value, of the shopping center; C will lease 15%, by value; and
D will lease 5%, by value. E is "related" to A; F is "related" to D. For purposes of determin-
ing whether the $10 million limitation has been exceeded, the full amount of capital expend-
itures made by X, A, B, C, and E must be included. Since D is not a principal user of the
facility, capital expenditures made by D and F with respect to facilities located in the incor-
porated municipality will not normally be included for purposes of determining whether the
$10 million limitation has been exceeded. However, since D leases 5% of the shopping
center, he is a substantial user. Therefore, neither D nor F, who is a related person, as well
as X, A, B, C, and E, may purchase the bonds on a tax-exempt basis.

73. I.R.C. § 144(a)(10) (West 1988). A company is considered the "beneficiary" of an
issue of bonds if the company is an owner or principal user of facilities financed by such
bonds during a three-year period beginning on the later of (i) the date the facilities are
placed in service or (ii) the date of the bond issue. Id. § 144(a)(10)(D). The Internal Reve-
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guished from the $10,000,000 and $1,000,000 small issue limits in that the
$40,000,000 limit is determined on a nationwide basis by the aggregation
of all industrial development bonds issued by any issuer in the United
States or its territories and possessions for the benefit of the same com-
pany, any principal user, or a related party of the company or principal
user. " This provision does not preclude the issuance of exempt facility
bonds, such as sewage facility bonds, in excess of the $40,000,000 cap;
however, the principal amount of all exempt facility bonds and qualified,
small issue bonds will count toward the $40,000,000 limit in determining
whether one may issue additional qualified small issue bonds."5

Other Exempt Facilities

Interest on private activity bonds will be tax-exempt if the bond pro-
ceeds are used to finance one of several exempt facilities, without regard
to the $1,000,000, $10,000,000, or $40,000,000 small-issue limits." These
facilities include airports; docks and wharfs; mass-commuting facilities;
facilities for furnishing water, electric energy or gas; sewage and solid
waste disposal facilities; facilities for local district heating and cooling;
and qualified hazardous waste facilities.7 All of these bonds must comply
with the 95% use of proceeds and 2% cost of issuance rules.76 A qualified
government unit, for federal income tax purposes, must own bond fi-
nanced property for airports, docks, wharfs, and mass-commuting facili-
ties.' Expenditures for property that is functionally related and
subordinate to an exempt facility, but is not a part of the facility, may be
financed as qualifying costs with the proceeds of exempt facility bonds."'

nue Service takes the position that there can be more than one "beneficiary" of a facility
(the owner and any tenant who uses more than 10% of the facility). 51 Fed. Reg. 6274
(1986) (to be codified at 26 C.F.R. § 1.103-10(h)) (proposed Feb. 21, 1986). However, under
the allocation rules of section 144(a)(10) of the 1986 Code, a company must take into ac-
count only its "allocated amount" of the aggregate face amount of all tax-exempt industrial
development bonds as to which it may be considered a "beneficiary" that are outstanding at
the time of the proposed issuance of the new small issue. I.C. § 144(a)(10)(C) (West 1988).
The "allocated amount" for a company will be the pro rata amount of the bonds outstand-
ing based upon its percentage of ownership or use of the facilities. Id. However, all entities
or persons who are related to each other under section 144(a)(3) of the 1986 Code will be
treated as one person for purposes of the allocation. Id. § 144(a)(10)(E).

74. 51 Fed. Reg. 6270 (1986) (to be codified at 26 C.F.R. § 1.103-10(i)) (proposed Feb. 21,
1986).

75. Id.
76. See supra notes 65-75 and accompanying text.
77. 1.R.C. § 142(a) (West 1988).
78. See supra notes 23-28 and accompanying text.
79. I.R.C. § 142(b)(1) (West 1988).
80. Id. § 142(b)(2); Trees. Reg. § 1.103-8(a)(3) (1975). Office space may be financed as

functionally related and subordinate property if it is located at the exempt facility and is of
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Further, all exempt facilities must serve the general public or be available
on a regular basis for public use.81 Finally, one should note that all ex-
empt facility bonds except those for airports, dock and wharf facilities,
and governmentally-owned solid waste disposal facilities are subject to
the unified volume cap.82

Qualified Student Loan Bonds

The practitioner also should be aware that private activity bonds may
be issued to finance certain student loans. The term qualified student
loan bond means any obligation of which at least 90% of the proceeds are
used to finance guaranteed student loans or parent loans for undergradu-
ate students as provided in the Higher Education Act of 1965.88 In addi-
tion, bonds issued to finance certain supplemental student loans under a
program of general application approved by a state but that does not fall
within the applicability of the Higher Education Act of 19658" may be
tax-exempt. Among other factors, at least 95% of the proceeds of the
bonds must be used to finance such loans, and the loans financed may not
exceed the difference between the total cost of attendance and the forms
of student assistance for which the student borrower may be eligible.8s

Further, the borrowing student must be a resident of the state from
which the volume cap limitation was allocated or enrolled at an educa-
tional institution located in such state."'

Qualified Redevelopment Bonds

Redevelopment bonds for blighted areas may provide another potential
use for tax-exempt financing. In general, 95% or more of the net proceeds
of any qualified redevelopment bond must be used for one or more rede-
velopment purposes in any designated blighted area. The issuer must is-
sue the bonds pursuant to an applicable state law authorizing the issu-
ance of tax-exempt debt for redevelopment purposes in blighted areas,
and thepayment of debt service on the bonds must be secured primarily
by taxes of general applicability imposed by a general purpose govern-

a size necessary, for the day-to-day operations of the facility. I.R.C. § 142(b)(2) (West 1988).
81. Id. § 142(b)(2); Tress. Reg. § 1.103-8(a)(2) (1975).
82. I.R.C. § 146(g) & (h) (West 1988). Pollution control facilities are no longer consid-

ered exempt facilities and may not be financed with tax-exempt bonds unless such bonds
are governmental bonds or small-issue bonds. Compare .R.C. § 103(b)(4)(F) (1954) with
I.R.C. § 142(a) (West 1988).

83. I.R.C. § 144(b)(1)(A) (West 1988); The Higher Education Act of 1965, Pub. L. No.
89-329, 79 Stat. 1219.

84. Id.
85. I.R.C. § 144(b)(1)(B) (West 1988).
86. Id. § 144(b)(3).

[Vol. 40



19891 MUNICIPAL BONDS

mental unit or by certain other tax increases specifically provided to fund
such debt service. s7 Redevelopment purposes under the 1986 Code in-
clude (i) the acquisition of real property in a blighted area by a govern-
mental unit; (ii) the clearing and preparation for redevelopment of any
such property by a governmental unit; (iii) the rehabilitation of such
property by a governmental unit; and (iv) the relocation of occupants of
such property, but do not include any new construction (except relating
to any rehabilitation) of any such property or the enlargement of an ex-
isting building.8" Additionally, the disposition of the real property both to
the governmental unit and by the governmental unit to another person
must be made at fair market value.8s Finally, restrictions and prohibitions
against use of proceeds for specified purposes must be met."

B. Outside the Volume Cap

The 1986 Code, while imposing a state volume limitation on a majority
of private activity bonds, also specifically excludes certain bonds from the
volume cap,'" the most commonly issued of which is the qualified
501(c)(3) bond.2 In general, qualified 501(c)(3) bonds consist of both
qualified hospital bonds and qualified nonhospital bonds. Qualified
nonhospital bonds are bonds 95% or more of the net proceeds of which
are used by a section 501(c)(3) organizatione3 or a governmental unit; pro-

87. Id. § 144(c)(1), (2)(A) & (B).
88. Id. § 144(c)(3).
89. Id. § 144(c)(2)(C).
90. See id. § 144(c)(6); id. § 144(c)(4)(A), (B) & (C). In order to determine the need for

qualified redevelopment bond financing, certain facilities must exist that create a "desig-
nated blighted area" under state law, as determined by the governing body of the local
general purpose governmental unit in which such area is located. Id. § 144(c)(2). Factors
taken into consideration include, but are not limited to, the existence of excessive vacant
land, abandoned buildings and substandard structures, and delinquent payment of real es-
tate taxes. Id. § 144(c)(4)(B). The aggregate designated blighted area, in turn, may not con-
tain real property the assessed value of which exceeds, in the aggregate, 20% of the assessed
value of all real property located within the jurisdiction of the applicable governmental unit.
Id. § 144(c)(4)(C).

91. See id. § 146(g) (providing an exemption for qualified veterans' mortgage bonds,
qualified 501(c)(3) bonds, exempt-facility bonds for airports under section 142(a)(1) of the
1986 Code and exempt-facility bonds for docks and wharfs under section 142(a)(2) of the
1986 Code); see also id. § 146(h) (providing an exemption for exempt-facility bonds for solid
waste disposal facilities under section 142(a)(6) of the 1986 Code if all of the property to be
financed by the net proceeds of the bond issue is to be owned by a governmental unit).

92. These bonds, however, are subject to, among other requirements, the 1986 Code pro-
visions dealing with bond maturity, the 2% cost of issuance prohibition, public approval and
notice requirements, and prohibitions against the use of bond proceeds for skyboxes, air-
planes, and gambling establishments. See supra notes 23-28 and accompanying text.

93. Under section 501(c)(3) of the 1986 Code,
corporations, and any community chest, fund, or foundation, organized and oper-
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vided, however, that (i) none of such proceeds are used either directly or
indirectly in any trade or business carried on by any person who is not a
section 501(c)(3) organization or governmental unit or in any unrelated
trade or business of a section 501(c)(3) organization; (ii) no more than 5%
of the principal or interest on the bonds is secured or paid by payments
made with respect to property used in a private or unrelated trade or
business;" and (iii) all of the property to be provided from the net pro-
ceeds of such bonds must be owned by a section 501(c)(3) organization or
a governmental unit.es Additionally, a bond is not a qualified 501(c)(3)
nonhospital bond if the aggregate amount of the issue allocated to any
section 501(c)(3) organization that is a test-period beneficiary (deter-
mined under rules similar to those for the small issue exemption),es plus
outstanding tax-exempt nonhospital bonds of such organization or other
organizations under common management or control, exceeds
$150,000,000.91 A test-period beneficiary includes any owner or other
principal user of the bond financed facilities at any time during a three-
year period beginning on the later of the date the facilities were placed in
service or the date of the issue."8 Facilities financeable with qualified
nonhospital bonds include educational and training facilities, nursing
homes, ambulatory care facilities, and research facilities, if such facilities
are used in furtherance of the exempt purpose of a section 501(c)(3) or-
ganization and not in an unrelated trade or business.

The 1986 Code also provides for the issuance of qualified hospital
bonds. Qualified hospital bonds are bonds 95% or more of the net pro-
ceeds of which are used with respect to a hospital."s Designation as a hos-

ated exclusively for religious, charitable, scientific, testing for public safety, liter-
ary, or educational purposes, or for the purpose of fostering national or interna-
tional amateur sports competition (but only if no part of its activities involve the
provision of athletic facilities or equipment), or for the prevention of cruelty to
children or animals, no part of the net earnings of which inures to the benefit'of
any private shareholder or individual, no substantial part of the activities of which
is carrying on propaganda, or otherwise attempting, to influence legislation, (ex-
cept as otherwise provided in subsection (h)), and which does not participate in,
or intervene in (including the publishing or distributing of statements), any politi-
cal campaign on behalf of (or in opposition to) any candidate for public office

are organizations (i) considered exempt from federal income taxation under section 501(a)
of the 1986 Code and (ii) which may use proceeds of tax-exempt financing pursuant to sec-
tion 145 of the 1986 Code. I.R.C. § 501 (West 1988).

94. Id. § 145(a); see also id. § 141(b).
95. Id. § 145(a).
96. Id. § 144(a)(10)(C) & (D).
97. Id. § 145(b) (aggregation applies to other qualified 501(c)(3) bonds and certain prior

law bonds, excluding bonds being currently refunded).
98. Id. § 145(b)(4); id. § 144(a)(10)(C) & (D).
99. Id. § 145(c).
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pital depends in large part upon the following criteria: (1) accreditation
or official approval as a hospital; (2) the existence of specified in-patient
services under the supervision of physicians for injured, disabled, and sick
patients; (3) the existence of physician supervision of patients; and (4)
the existence of 24-hour nursing care with qualified supervision. ' " In this
context, a hospital does not include rest or nursing homes, day-care cen-
ters, or medical school facilities. Additionally, qualified hospital bonds are
not taken into account in determining the previously described
$150,000,000 limit. 01

When one of the tax-exempt purposes of a section 501(c)(3) organiza-
tion includes providing housing, these organizations sometimes use quali-
fied 501(c)(3) bonds to finance residential rental housing without regard
to the low-income tenant occupancy requirements otherwise applicable to
multifamily housing financing under section 142 of the 1986 Code.'0 , The
Technical Corrections Act, however, has extended these tenant occupancy
requirements to qualified 501(c)(3) bonds issued to acquire existing resi-
dential housing, but not those for newly constructed projects.103

In the past, issuers have frequently used qualified 501(c)(3) bonds, as
well as certain governmental bonds, in pooled financings, whereby the
bond proceeds were used to make or finance loans for more than one bor-
rower or project. Before the passage of the Technical Corrections Act,
pooled financings were extremely popular because no statutory provisions
or restrictions existed relating to prior identification of the borrowers or
the facilities to be financed or relating to the period during which loans
could be originated.10 The Technical Corrections Act, however, has spe-
cifically addressed pooled financings and has added section 149(f) to the
1986 Code.105 Congress has defined a pool financing bond as any bond
issued as a part of an issue in which more than $5,000,000 of the proceeds
are reasonably expected (at the time of issuance of the bonds) to be used
directly or indirectly to make or finance loans to two or more ultimate
borrowers.106 Under this new requirement, the applicable issuer must rea-
sonably expect that, within three years after the date of issue, at least
95% of the net proceeds of the issue will have been used, either directly

100. H.R Rap. No. 3838, 99th Cong., 1st Sess., at 541 (1985).
101. I.R.C. § 145(b) (West 1988).
102. H.R. CoNF. Rzp. No. 4333, 100th Cong., 2d Sess., at 126 (1988). See supra notes 54-

64 and accompanying text.
103. Technical Corrections Act § 5053 [75 Extra Edition No. 55] Stand. Fed. Tax. Rep.

(CCH) 3800. Property that is substantially rehabilitated is treated as new construction.
H.R. CoNy. REP. No. 4333, at 126.

104. H.R. CoNF. REP. No. 4333 at 121.
105. Technical Corrections Act § 5051, [75 Extra Edition No. 551 Stand. Fed. Tax. Rep.

(CCH) 3790.
106. Id. at 5059 (to be codified at I.R.C. § 149(f)(4)(A)).
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or indirectly, to make or finance loans to ultimate borrowers. 0 7 Reasona-
ble expectations may not be furthered by the fact that future increases in
general interest rates or changes in the tax law may cause the loans from
the bond issue to be more attractive to potential borrowers, but other
factors must evidence the likelihood that loans will be originated.'"1 Bond
counsel will probably now require a reasonably accurate demand survey
to establish the issuer's reasonable expectations. Congress imposed an ad-
ditional restriction dealing with payment of costs of issuance. Specifically,
the payment of legal and underwriting costs associated with the issuance
cannot be contingent upon originating loans, and at least 95% of such
costs must be actually paid within six months after the date of issu-
ance.' 9 This provision presumably ensures that the issuer intends to
make loans, for these costs of issuance must be paid even if no loans have
actually been made and no borrowers have agreed to repay the loans and
these related costs.

IV. STRUCTURING A PRIVATE AcTivITY BOND TRANSACTION

In view of the types of facilities that may be financed with tax-exempt
debt under existing law, the remainder of this article analyzes the process
of issuing private activity tax-exempt bonds. While each proposed issue
will have its own unique characteristics, most issuers and developers
should consider the following factors: (i) the financial structure that
should be employed; (ii) the parties to the transaction; and (iii) the neces-
sary documentation.

A. Structure

In simple terms, a municipal bond is a promise from a state or local
governmental entity to repay a loan made to the entity by the purchaser
of the bond. The bond purchaser may be an individual or an institutional
investor, such as a bank, a public fund, or an insurance company. If the
bond is a governmental bond, the municipal entity will use the proceeds
for their intended purpose, such as construction of a road, sewer, or
school. In the private activity bond setting, a developer typically borrows
the funds from the issuer and then uses the bond proceeds for their au-
thorized purpose.

State law governs the initial determination of whether the bond issue

107. Id. (to be codified at I.R.C. § 149(f)(2)(A)). One should note that the provision does
not require that unused bond proceeds be used to redeem bonds. In other words, the actual
loan origination period may extend beyond the three year expectation period.

108. Id. (to be codified at I.R.C. § 149(f)(2)(B)).
109. Id. (to be codified at I.R.C. § 149(f)(3)).
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should be structured as a loan or lease transaction. State legislation such
as that applicable to local housing authorities in Georgia11 allows the is-
suer to loan the bond proceeds to a developer who will own the facility to
be financed. The developer will enter into a loan or financing agreement
and execute a promissory note whereby the developer agrees to repay
principal and interest on the bonds, as well as other related expenses.
The facility typically will serve as security for the developer's obligations
under the note and loan agreement, and the developer will deliver a mort-
gage or security deed encumbering the facility, enabling the issuer to
foreclose on the facility in the event of a default. If state law does not
authorize a loan transaction, a lease financing may be a feasible alterna-
tive. 1 Under this structure, the cost of constructing the applicable facil-
ity will be paid from the bond proceeds, and the issuing entity will actu-
ally own the facility. The issuer will then lease the facility to the
developer for the term of the bonds, sometimes granting the developer an
option to purchase the facility at the end of the lease term. The rental
payments received from the lease will be essentially equal to the debt
service on the bonds, and the issuer will pledge the rental to the payment
of such debt service. In the event the developer defaults in the payment
of rent, the issuer may terminate the lease and, similar to a loan transac-
tion, the facility will serve as security for the obligations of the developer.

After determining the proper financing vehicle, the issuer must make
other decisions concerning such factors as bond maturity, the use of a
fixed or floating interest rate, mandatory and optional redemptions, and
additional collateral. In many instances, an issuer or developer will work
with an investment banker or other financial advisor who has experience
with tax-exempt financing in making these decisions, taking into consid-
eration whether the issuer will sell the bonds to the public or place the
issue with one or more private institutional investors. A discussion of
these business terms follows.

Maturity of the Bonds

Both state and federal law determine the maximum maturity of a bond
issue. Typically, the stated maturity date will range from twenty to forty
years after the date of issuance, with a thirty year maturity being the
most common, but section 147(b) of the 1986 Code provides the overrid-
ing mandate that the average maturity of an issue of exempt obligations
may not exceed 120% of the average reasonably expected economic life of

110. Housing Authorities Law, 1937 Ga. Laws 210 (codified as amended at O.C.G.A. §§
8-3-1 to -137 (1982 & Supp. 1988)).

111. See, e.g., Health Facilities Authorities Law, FLA. STAT. ANN. §§ 154.201-.246 (West
Supp. 1988).

19891



MERCER LAW REVIEW

the facilities being financed with the proceeds of private activity bonds."' 2

Further, even though the stated maturity of the bonds may be as long as
forty years from the date of issue, the issuer or developer may desire to
structure the financing with a shorter term remarketing provision provid-
ing, essentially, that the issuer will or may purchase the bonds from the
original investors on a date well in advance of the maturity and, depend-
ing upon market conditions, resell them to other investors at the current
market rate. By using this kind of structure, the issuer or developer re-
tains more flexibility than with a long-term maturity date. Similarly, a
shorter term bond likely will bear a lower interest rate than is required to
attract investors to purchase bonds having a long-term maturity.113

An issuer also may structure an issue with serial maturities, whereby a
number of bonds in varying principal amounts mature in each year, ena-
bling the borrower to spread the principal debt service on the bonds over
a period of time rather than with one lump sum payment. These serial
bonds typically will bear a lower interest rate, again depending upon each
bond's maturity, than the term bonds that mature on one date after all
serial bonds have become due. For example, a $10,000,000 issue may be
comprised of serial bonds in the aggregate amount of $1,200,000, ranging
in principal amounts from $60,000 to $150,000, and maturing from 1990
to 1999. The interest rate borne by the various maturities of serial bonds
might vary from 6 1/2 to 8%. The $8,800,000 balance of the issue, the term
bonds, might then mature or be subject to remarketing in 2002 and would
bear a slightly higher interest rate than the serial bonds having the long-
est maturity.

Interest Rate, Payment Dates and Denominations

While an issue of bonds may bear a simple fixed interest rate over the
entire term of the issue, careful consideration also must be given to
whether a floating rate of interest might be more beneficial under current
market conditions. For example, the interest rate may be set on the date
of issuance and then may be adjusted on a weekly, monthly, or semian-
nual basis. The floating rate may be tied to an index of comparable tax-
exempt bonds or may be determined by a remarketing agent as the mini-

112. See supra note 26.
113. Of course many other factors affect the interest rate of tax-exempt bonds, including

collateral tax consequences to the investor such as whether the interest will be included as a
separate preference item for purposes of calculating the alternative minimum tax on indi-
viduals and corporations. Generally, interest on private activity bonds issued after August 7,
1986, will be included in the alternative minimum tax base, unless the bonds are current
refundings of bonds originally issued before August 8, 1986, and the aggregate amount of
the refunding bonds does not exceed the aggregate amount of the refunded bonds. See
I.R.C. §§ 55 & 56 (West 1988).
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mum rate necessary to enable the remarketing agent to sell the bonds at
their principal amount without premium or discount. Alternatively, an
issue may bear a floating rate initially, but also may be structured so that
the interest rate could be converted to a fixed rate upon the occurrence of
certain conditions. These conditions might include market factors de-
scribed in the bond documents, such as the prevailing rate in the munici-
pal industry for similar bonds reaching a certain designated level, in
which case the conversion could be automatic. The conditions might in-
clude simply the developer's desire to change to a fixed rate. An opinion
of nationally recognized bond counsel might be required for such a
conversion."

In a typical floating rate transaction, the developer provides for a letter
of credit, guaranty, standby bond purchase agreement, or other similar
device, all known as liquidity facilities, to provide the- holders of bonds
with a readily available source for paying the purchase price of bonds if a
bondholder elects to tender bonds for purchase. The bondholder in some
circumstances has the option of tendering bonds for purchase for any rea-
son upon advance notice, while some tenders will be required, such as
those based upon the developer's delivery of a substitute credit devicel1 5

for the bonds that results in a change in the bonds' rating. The developer
also will enter into an agreement with the provider of such a liquidity
facility whereby the developer will be obligated to compensate the liquid-
ity provider if the provider is required to purchase and hold bonds that
are not able to be remarketed to other investors. The terms of the issue,
particularly in the case of a private placement with one institutional in-
vestor, also may be structured so that the interest rate will be adjusted in
the event of future changes in the law. '

Issuers typically issue fixed rate tax-exempt bonds in denominations of
$5,000, but usually issue floating rate bonds, frequently held on a short
term basis by institutional investors, in denominations of $100,000. Inter-

114. The major concern in any interest rate conversion is whether the conversion will
cause a "reissuance" of the bonds such that the law existing on the date of conversion,
rather than the law existing on the date of original issuance of the bonds, will thereafter
apply, possibly causing the bonds to lose their tax-exempt status. See I.R.S. Notice 88-130,
1988-52 I.R.B. 12.

115. See infra note 119 and accompanying text.
116. For example, many industrial development bonds issued in 1984 and 1985 con-

tained so-called "gross-up" provisions whereby the interest rate could be increased if the
tax-exempt benefits to the institutional investor were affected by changes in the income tax
laws applicable to such investor. Many of these changes did occur with the enactment of the
1986 Code, such as those relating to the alternative minimum tax, see supra note 113,
changes in the corporate tax rate, see I.R.C. § 11 (West 1988), and the denial of the interest
deduction that banks and other financial institutions had previously enjoyed for the cost of
borrowing funds to purchase or carry tax-exempt obligations. See I.R.C. § 265 (West 1988).
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est may be paid monthly or semi-annually, and large investors may ar-
range to have interest payments made from the bond trustee or paying
agent by wire transfer rather than by the typical check. Because bonds
now must be issued in registered form, the bond trustee or registrar main-
tains a bond register containing information on all bondholders.1 1 7

Redemptions

Bonds are often subject to redemption (either optional or mandatory or
both), enabling or requiring the issuer or developer to repay the bonds in
advance of their stated maturities. In many cases, the developer also may
be required to pay a percentage premium on any optional redemption to
compensate the bondholder for the early payment, and the premium will
decrease as the redemption date approaches a regularly scheduled
remarketing date or the maturity date. In a floating rate transaction,
however, the developer probably will retain the right to prepay at any
time without penalty, since holders of floating rate bonds consider those
securities to be short-term investments.

In addition to optional redemption, a bond transaction often has many
mandatory redemption features. Bonds normally are subject to
mandatory redemption without a premium upon the occurrence of events
of default under the bond documents, or the occurrence of a condemna-
tion action or a natural disaster affecting the facility being financed. If a
determination of taxability occurs, i.e., interest on the bonds is no longer
tax-exempt for reasons such as failure to comply with arbitrage or rebate
regulations," s the bonds may be subject to mandatory redemption with
or without a premium.

Additional Collateral

If a bond issue is to be sold to the public, most issuers require the
developer to provide a form of credit enhancement so that the bonds will
be given an investment grade rating'1 ' from one of the national rating
services, such as Standard & Poor's Corporation or Moody's Investors

117. See supra note 10. It is interesting to note that a significant portion of the owner-
ship interests in securities is now held at central registered securities depositories, such as
The Depository Trust Company, as registered owner or custodian. See Municipal Bond Re-
demptions, Exchange Act Release No. 23,856 [1986-1987 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 84,047 (Dec. 3, 1986).

118. See supra note 31.
119. Generally, these investment grade ratings range on long-term bonds from BBB to

AAA for Standard & Poor's Corporation (A-1 for bonds with demand features) and from A
to Aaa for Moody's Investors Service (MIG/VMIG for best quality short-term bonds).
MOODY'S INVSTORS SERV., MOODY'S MUN. & Gov'T MANUAL Vol. 1 (1988); STANDARD &
PooR's CORP., STANDARD CORP. DascmvPrIONS, Vol. 49, No. 18, § 3 (Sept. 29, 1988).
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Service. While credit enhancement may increase the cost to the devel-
oper, the enhancement also will result in a lower interest rate for the
bonds. Examples of credit enhancement include a personal or corporate
guaranty, an insurance policy or surety bond from a nationally recognized
insurance company, or a letter of credit from a large bank that is rated by
the applicable rating agency. In essence, the bondholders will have as se-
curity for the repayment of principal and interest on the bonds not only
the facility financed with the bond proceeds but also the promise or guar-
anty of the rated entity.120 Again, the developer will be required to enter
into an agreement with the provider of the credit enhancement to com-
pensate the provider for serving as an additional level of security for the
repayment of the bonds.

B. Parties

The necessary parties to a transaction will vary according to the struc-
ture of the bond issue. The following participants are likely to be
required:

Issuer

The issuing entity may be a state or any political subdivision of a state
authorized by law to issue bonds. Typical issuers are housing authorities,
industrial development boards, certain non-profit corporations, and au-
thorities specifically created under state law for the purpose of issuing
tax-exempt debt. For example, the following entities may issue qualified
mortgage bonds in Georgia: (i) local housing authorities (either city or
county);' 21 (ii) the Georgia Residential Finance Authority (the only au-
thorized state agency); 2 2 and (iii) the Urban Residential Finance Author-
ity (the only authorized urban residential authority which, by statute,
may only exist in a city with a population of more than 400,000
people).

1 23

Developer

The developer is primarily responsible for using bond proceeds in a
manner consistent with the underlying bond documents so that the facil-
ity is constructed and interest on the bonds remains tax-exempt. Addi-
tionally, because the developer is the ultimate borrower in the transac-
tion, the developer remains responsible for the repayment of principal

120. See infra note 127 and accompanying text.
121. See supra note 110.
122. Georgia Residential Finance Authority Act, 1974 Ga. Laws 975 (codified as

amended at O.C.G.A. §§ 8-3-170 to -189 (1982 & Supp. 1988)).
123. See supra note 53.
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and interest on the bonds. The developer typically bears most of the
other costs of the transaction as well.

Trustee, Registrar, and Paying Agent

The trustee is normally the trust department of a local banking institu-
tion, which also may serve as the registrar and paying agent for the bond
issue. The trustee may hold, invest, and disburse bond proceeds to the
developer as construction of a facility progresses, and the trustee also will
receive the principal and interest payments made by the developer for
the benefit of the bondholders under the appropriate bond documents.
The trustee, or paying agent, will then pay the bondholders pursuant to
the terms of such documents. The trustee is also responsible for the re-
bate of any arbitrage profits," 4 although the developer typically agrees to
be responsible for making the necessary arbitrage calculations.

Underwriter or Financial Advisor

The role of the underwriter, typically an investment banking firm or
bank authorized to deal in municipal securities, will vary depending upon
whether the issue will be sold on a competitive or negotiated basis. In a
competitive offering, the underwriter will bid for the right to purchase the
bonds and, if successful, will then resell them to investors. If the sale is
negotiated, the underwriter likely will be selected well in advance of the
sale and will assist the issuer and other parties with all aspects of the
transaction. For example, the underwriter may test the marketplace to
determine at what interest rate and bond maturity and under what other
terms the bonds should be sold to the public or privately placed with an
institutional investor. The underwriter often assists the developer in ob-
taining credit enhancement or a liquidity facility for the transaction. The
underwriter also works closely with the rating agency, if applicable. The
underwriter's fee may be paid as a fixed negotiated amount, or the under-
writer may make a profit based upon the difference, or spread, between
the price at which the underwriter purchases the bonds and the price at
which they are sold to the public.20 While the functions of an under-
writer and financial advisor may overlap at times, the financial advisor
typically will be most involved in a competitive deal, assisting the issuer
and developer with the structure of the transaction. Other professionals
who may be involved are feasibility consultants, accountants, engineers,
architects, and specialists in particular types of financings, such as public

124. See supra note 31.
125. For a more complete discussion of the underwriting process, see PUBLIC SEC. Assoc.,

supra note 3, at 65-77.
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transportation or health care.'

Remarketing Agent

A remarketing agent may be employed to remarket or resell bonds to
the public when a bondholder has elected or is required to tender its
bonds upon the occurrence of certain events, such as a change in the in-
terest rate on the bonds. The remarketing agent receives a fee for these
services and may be, and often is, the original underwriting entity in the
transaction.

Credit Provider

Tax-exempt private activity bond issues frequently include additional
security for the bond purchaser, so that the bondholder bases its decision
to purchase a particular bond or bonds upon the quality of the additional
security rather than upon the quality of the underlying project itself. In
this manner, the provider of the additional security, called the credit pro-
vider, bears the project or real estate risk in the event the project is not
successful, while the bondholder will continue to receive its principal and
interest payments from the credit provider even if the developer defaults
in its payment obligations. Typical credit facilities are letters of credit
from highly rated domestic or foreign banks, corporate guaranties from
strong parent companies, insurance policies or surety bonds from major
life insurance companies, or guaranties from one of several municipal
bond insurers.17

Bond Counsel

An opinion of bond counsel, which is essential to ensure the marketa-
bility of the bonds, will accompany all bond issues. This opinion states, in
general, that all state and local requirements have been met and, proba-
bly most important, that the interest on the bonds will be excluded from
the gross income of bondholders for federal income taxation purposes.12 8

In order to be able to deliver such an opinion, bond counsel typically will
draft most of the necessary bond documents (except the offering or un-
derwriting documents discussed below, which are normally drafted by
counsel to the underwriter) and the related closing documents (called the
transcript), review all financial aspects of the transaction for their tax im-

126. Id. at 34.
127. See supra note 115 and accompanying text regarding liquidity devices in a floating

rate transaction.
128. This language became common following the enactment of the 1986 Code, in which

the term "tax-exempt" was defined, with respect to bonds, to mean that the interest on such
bonds is excluded from gross income. I.R.C. § 150(a)(6) (West 1988).
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plications, and, finally, make certain that all documents are properly
signed and the bonds are validly issued. Bond counsel also will handle the
validation procedure, if applicable.12 9 Additionally, bond counsel, in its
supplemental opinion, normally provides an opinion that the bonds are
exempt from registration under the Securities Act of 1933180 and that the
trust indenture pursuant to which the bonds are issued is exempt from
qualification under to the Trust Indenture Act of 1939.111

Other Counsel

Underwriter's Counsel. An underwriter frequently will engage separate
counsel to draft the documentation relating to the offering of a bond issue
and to monitor the transaction generally on behalf of the underwriter.
Most importantly, underwriter's counsel will draft the official statement,
offering document, or private placement memorandum that will be used
to sell the bonds to investors. The offering document discloses informa-
tion determined to be material to an investor making an investment deci-
sion, outlines the structure of the financing, and describes many of the
bond documents as well as providing detailed information on the credit
for the transaction. Additionally, underwriter's counsel will render an
opinion, based upon information and materials provided by other parties
to the transaction, that the offering document is, in essence, complete and
accurate and fairly discloses the material terms of the transaction."' 2 Un-
derwriter's counsel also determines the requirements for complying with
state securities laws (blue sky laws) and prepares the necessary blue sky
filings with state securities commissioners. The underwriter's counsel also
may prepare the agreement between the underwriter and the issuer for
the purchase of the bonds.

Issuer's Counsel. Issuer's counsel typically will be responsible for en-
suring that all the procedural steps relating to the valid authorization and
issuance of the bonds have been followed Jby the issuer. Issuer's counsel
will normally opine that these procedures have been properly followed,

129. O.C.G.A. §§ 36-82-20 to -28 (1987 & Supp. 1988). In summary, after an issuer passes
its resolution authorizing bonds, see generally infra note 132 and accompanying text, the
superior court of the applicable jurisdiction must confirm and approve the issuance before
the bonds may constitute valid debt obligations of the issuer.

130. Securities Act of 1933, ch. 38, 48 Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-
77aa (1982)).

131. Trust Indenture Act of 1939, ch. 411, 53 Stat. 1149 (codified as amended at 15
U.S.C. §§ 77aaa to 77bbbb (1982)).

132. Opinions of any counsel in a bond transaction will, of course, be limited and quali-
fied in many respects and may be based upon certain assumptions and upon the knowledge
of the counsel. A complete discussion of opinions is beyond the scope of this article, but
typically this area provides great debate and negotiation in a bond transaction, as in any
other transaction.
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that the issuer has been validly created and validly exists, that the issuer
is duly authorized to issue the bonds, and that the bond documents to
which the issuer is a party are binding, legal, and enforceable documents
of the issuer (assuming, of course, that they are legal, valid, binding, and
enforceable obligations of the other parties thereto). Issuer's counsel also
often serves as a liaison for the issuer and its commissioners or board
members.

Developer's Counsel. Developer's counsel is primarily concerned with
those aspects of the transaction relating to the developer's ability to con-
struct and operate the project and pay debt service on the bonds. Addi-
tionally, developer's counsel usually will be responsible for the real estate
portions of the transaction, such as title insurance, zoning, building per-
mits, and recording. Developer's counsel normally provides an opinion
concerning the due creation and existence of the developer and the due
authorization of the developer to enter into the bond documents to which
it is a party.

Credit or Bank Counsel. The credit or bank counsel typically serves the
same role as lender's counsel in a traditional real estate transaction, pre-
paring the mortgage or security deed, security agreements, financing
statements, and other real estate security documents. Further, the credit
counsel will prepare the appropriate letter of credit or guaranty, and re-
lated reimbursement, indemnity, or pledge agreement, as well as provid-
ing an enforceability opinion concerning the credit facility itself.

C. Documents and Closing

The tax exemption for exempt facility bonds, including qualified small
issue bonds, is based on the use of the bond proceeds "to provide" the
facilities. These bonds, therefore, will qualify for tax exemption only if
the issuer adopts a bond resolution or takes "some other similar official
action" toward the issuance of the bonds prior to the commencement of
construction, reconstruction, or acquisition of the facility being fi-
nanced.'8" A bond resolution is the resolution pursuant to which the is-
suer actually issues the bonds, and such a resolution is not ordinarily ob-
tained prior to the commencement of construction of the project. The
timing requirement, therefore, is usually satisfied when the issuer adopts
an intent or inducement resolution (sometimes called a "SOSOA" for
"some other similar official action") prior to commencement of construc-
tion of the project by the developer. An intent resolution is a resolution
or ordinance adopted by the issuer of the bonds indicating that the issuer
will at some future time issue bonds in an objectively ascertainable dollar
amount to provide facilities that are identified or described at least gener-

133. Treas. Reg. § 1.103-8(a)(5)(v) (1975).
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ally in the resolution. After the adoption of an intent resolution, the de-
veloper may expend funds on the facilities and be reimbursed from bond
proceeds for any moneys expended after the adoption of the intent
resolution.

After the inducement resolution has been adopted, bond counsel, and
in some cases underwriter's counsel, will begin, and thereafter remain pri-
marily responsible for, drafting the appropriate bond documentation.
Bond counsel may distribute documents many times to the parties to the
transaction for comments and suggestions as the deal progresses and
before the final documents are ready for signature. A discussion of several
typical documents normally found in a bond financing follows.

Financing or Loan Agreement

The financing agreement, between the issuer and the entity responsible
for the use and repayment of bond proceeds, may take the form of a loan
agreement or lease agreement.'" In a loan transaction, the issuer agrees
to loan the proceeds of the issue to the developer, and the developer
agrees to use the proceeds in a manner that will preserve the tax-exempt
status of the bonds and to repay the proceeds, with interest, pursuant to
the terms of the loan agreement. The financing agreement specifies how
the developer will pay debt service on the bonds and also provides for the
payment of additional fees and expenses, outlines specific events of de-
fault and remedies for such default, and may give the developer the right
to prepay the loan under various circumstances.

Trust Indenture

Under the trust indenture, the issuer agrees with the trustee to issue
the bonds and then grants and assigns to the trustee, as security for the
payment of principal and interest on the bonds to the bondholders, all of
the issuer's interest in the trust estate, including moneys held by the trus-
tee under the indenture, the issuer's interest under the financing agree-
ment and related promissory note, and the issuer's rights under any
credit instrument, such as a letter of credit, a mortgage, or deed to secure
debt. Additionally, the trustee acknowledges its fiduciary relationship
with the bondholders and agrees to act on their behalf and to represent
their interests. The indenture also describes the structure of the transac-
tion, including the interest rate, the payment dates, the remarketing and
redemption provisions, the mechanics of exchanging bonds, and other
similar provisions. The indenture also may authorize the issuance of addi-
tional bonds for completing construction if the original bond proceeds

134. See supra notes 110 & 111 and accompanying text.

650 [Vol.,40



MUNICIPAL BONDS

prove to be insufficient. The indenture establishes various funds and de-
scribes how the bond proceeds are to be distributed or invested. Typical
funds are a bond fund into which payments made pursuant to the financ-
ing agreement are deposited and from which the related payments of
principal and interest due on the bonds are made. The indenture may
also establish a reserve fund, a construction fund, and a rebate fund. Fur-
thermore, the indenture (along with the financing agreement) might pro-
vide the framework by which disbursements will be made for construction
of the particular project. The indenture also provides an analysis of the
security or credit enhancement (if any), establishes the method by which
payments will be made, if necessary, under the applicable security instru-
ment to the bondholders and for any other needs, and specifies the matu-
rities of the bonds. Events of default and related rights and remedies of
the bondholders and the trustee are set forth in great detail, and the in-
denture will contain amendment and other miscellaneous procedures,
such as the appointment of a successor trustee and methods for discharg-
ing the lien of the indenture upon payment of the bonds.

Bond Purchase Agreement

The bond purchase agreement between the issuer and the underwriter
(and usually also signed by the developer) contains the issuer's agreement
to sell the bonds to the underwriter and the underwriter's agreement to
buy the bonds from the issuer subject to certain terms-and conditions.
These terms and conditions include the delivery, at closing, of various
closing documents, certificates, and opinions to the underwriter by the
parties to the~transaction. The parties also may make certain representa-
tions and warranties to each other concerning due authorization, accuracy
of the offering documents, and indemnification for later costs and ex-
penses that may be incurred. When the bond issue will be sold to a lim-
ited number of investors, an offer of purchase may be substituted for the
more comprehensive bond purchase agreement.

Official Statement or Private Placement Memorandum

In a typical public offering, the underwriter initially attempts to deter-
mine a marketable interest rate on the bonds by pricing the bonds
through the distribution of a preliminary official statement or "red her-
ring." The preliminary official statement is not yet in final form and does
not constitute an offer to sell the bonds or the solicitation of an offer to
buy the bonds on behalf of the underwriter. Language to this effect is
printed in red on the top and left side of the cover page. When the under-
writer and the parties to the transaction have negotiated all the terms
relating to the transaction, the underwriter will print and distribute a fi-
nal official statement for selling the bonds to the public. The official
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statement is similar to a prospectus in a corporate transaction and pro-
vides accurate disclosures, in summary form, of the terms needed by a
reasonable person to make a reasonable investment decision concerning
the bond issue. The official statement also contains a brief, yet thorough,
description of the issuer, the project or facility being financed, the devel-
oper, the bonds, all of the bond documents, and any additional security or
credit enhancement for the repayment of principal and interest on the
bonds. Additionally, an official statement will often contain financial
statements of the developer and the credit enhancer as appendices or ex-
hibits. If the bonds are privately placed, the parties may distribute a pri-
vate placement memorandum having many of the same provisions found
in an official statement, or the bond purchaser may sign an investor letter
acknowledging various terms and conditions of the transaction.

Other Documents

In a typical transaction in which a letter of credit, surety bond, or guar-
anty provides additional security for the repayment of the bonds, the
credit provider will require other documents such as the credit facility
itself, a reimbursement or indemnity agreement, personal guaranties, and
real estate security documents. Additionally, depending upon the type of
bonds being issued, the transaction may include such documents as a
land use restriction or regulatory agreement for multifamily housing, a
rebate agreement, a remarketing agreement, and a tender agent agree-
ment. Finally, numerous closing certificates from all parties to the trans-
action will cover such subjects as the intended use of the bond proceeds,
parties authorized to execute documents, and information necessary to
ensure compliance with arbitrage restrictions.

Soon after the parties to the transaction approve the bond documents,
the issuing entity adopts a bond resolution. The bond resolution approves
the documents, approves the sale of the bonds to the underwriter, and
authorizes the bond issuance. When the issuer adopts the bond resolu-
tion, the documents presented to the issuer are in substantially final
form, and only minor corrections may be made thereafter.

Because of the complexity of most bond transactions, both a preclosing
and closing of the transaction will often be held over a two day period. At
the preclosing, the parties may review any final changes to the documents
and then execute the documents and any certificates for which they are
responsible. At the closing, bond counsel delivers its opinion that the
bonds are valid and that the interest earned thereon will not be includ-
able in the gross income for federal income tax purposes of the parties
who hold the bonds, other counsel deliver their opinions, and any credit
facility will be delivered to the trustee. When the parties execute and de-
liver all the documents, certificates, and opinions, the underwriter trans-
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fers money to the trustee for purchase of the bonds, the issuer delivers
the bonds to the underwriter for sale to the public, and the transaction
will be complete.

V. CONCLUSION

Despite the limitation on tax-exempt financing resulting from recent
legislative action, the need for financing of public purpose facilities con-
tinues. At least through 1989, mortgage revenue bonds and small issue
bonds for manufacturing facilities should continue to provide opportuni-
ties for creative issuers or developers. Recent legislation has substantially
curtailed multifamily housing, but as developers become familiar with the
more stringent income limitations, and especially in light of the severe
shortage of housing for low-income persons, issuers should also continue
to issue these kinds of bonds, perhaps combined with some form of gov-
ernmental grant or project-based assistance. Other areas of opportunity
may include educational facilities as institutions compete for a decreasing
number of students, waste water treatment facilities as more stringent
federal environmental requirements are imposed, and garbage disposal fa-
cilities as many landfills meet or exceed existing capacity. Professionals in
the municipal marketplace seem likely to continue to devote increasing
time and attention to these legitimate needs of the public.
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