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Extra, Extra, Read all about it!

THE BOND BUYER

THE DALY NEWSPAPER OF PUBLIC FINANCE

IRS Plans Full Audits of Advanced Refundings, Other Debt

= HE Bon BUYER

THE DALY NEWSPAPER OF PUBLIC FINANCE

IRS: Governments Lacking in Post-Issuance Compliance Procedures

Thursday, July 14, 2011

THE BOND BUYER

THE QALY MEWSFAPER OF PLBLIC FINBHCE

IRS Asking 300 About Advance Refundings, Post-Issuance Compliance

THE BOND BUYER

THE DALY NEWSPAPER OF PUBLIC FINANCE
ENFORCEMENT

IRS Begins BAB Audits, Asks Issuers About Their Buyers

Monday, October 25, 2010
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Post-Issuance Tax Compliance

* Post-issuance tax compliance begins with the debt issuance process and
provides for a continuing focus on the investment of bond proceeds and the

use of bond-financed property.

* Elements of an Effective Post-Issuance Tax Compliance Program include:

— Written policies and procedures

— A Team assigned to manage the compliance process

— Record Retention

— Arbitrage Rebate and Yield Restriction Compliance
— Private business use Compliance

— Periodic review of the process

— Staff training and education

* The Advisory Committee on Tax-Exempt and Governmental Entities
published a report on this issue titled: After the Bonds are Issued Then
What?
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A Change In IRS Focus

* Prior focus on pre-issuance type compliance problems

— Is the project financeable with tax-exempt bond proceeds?
— Less focus on post-issuance compliance, such as arbitrage rebate

* Beginning in 2007, shift in focus to post-1ssuance compliance

— “Soft contact” surveys have been sent to 501(c)(3) organizations and
governmental entities to assess post-issuance compliance

— Significant increase in IRS audits

— Emphasis on written policies and procedures to manage post-issuance
compliance

— Change in IRS Forms to include acknowledgement of written procedures

* Arbitrage rebate is a significant part of post-issuance compliance

— Also includes private business use compliance and related requirements
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What is Arbitrage Rebate?

Federal tax law requirement - Section 148 of Internal Revenue Code

— Arbitrage Rebate & Yield Restriction Compliance

— Opverlapping requirements — “Belt & Suspenders”

Tax law and related regulations are intended limit use of tax-exempt bonds

— Prevent issuance of more bonds than are necessary
— Prevent issuance of bonds earlier than is necessary (hedge bonds)
— Prevent bonds from remaining outstanding longer than is necessary

— In other words, borrow what you need, when you need it, for an
appropriate duration based on what is being financed.

Tax law and regulations create financial disincentives (i.e., arbitrage rebate) to
prevent abuses

Applicable to every tax-exempt borrowing unless exceptions apply

I




How is Arbitrage Measured?

* Based on reinvestment of bond proceeds in taxable securities

* Actual investment earnings on bond proceeds (-) Earnings at Arbitrage Yield

— “Positive Arbitrage” = Actual Earnings > Earnings (@ arbitrage yield
— “Negative Arbitrage” = Actual Farnings < Earnings (@ arbitrage yield

* Measured on an issue-by-issue basis

— Within an issue, aggregated among funds




Funds Subject to Rebate

Proceeds Category Funds

Sale Proceeds / Investment Project / Construction Funds
Proceeds Capitalized Interest Funds
(“Proceeds”) Debt Service Reserve Funds

Escrow Funds
Costs of Issuance Funds

Transferred Proceeds (“Proceeds’”)  Any of the above

Cash / Revenue Funded Debt Service Funds
(“Replacement Proceeds”) Debt Service Reserve Funds
Any “Pledged” Fund

Proceeds + Replacement Proceeds = Gross Proceeds
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Arbitrage Rebate — An Example

$200 -
$150
$150 -
$100 -
$50 -
$0 -
($50) -
($100) -
($100)
($150) -
Project Fund  Cap.Int.  Costs of Iss. Escrow Fund Debt Service Bond Issue
Fund Fund Reserve Fund  Arbitrage
Rebate
Liability
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Exceptions to Arbitrage Rebate

* The Small Issuer Exception
* The Spending Exceptions
— 6-month spending exception
— 18-month spending exception
— 2-year spending exception
* “Bona Fide” Debt Service Fund exception

* Electing to pay the 1.5% penalty in lieu of rebate

* Investing in tax-exempt obligations




Small Issuer Exception

Calendar year exception

— $5 million of governmental bonds for municipalities

— $15 million per year for public school construction

Requirements

— General taxing powers
— Governmental bonds (not private activity bonds)

— At least 95% of the proceeds must be used for local governmental
activities

Exclusion of current refunding issue in certain circumstances




Spending Exceptions

m 6-Month Exception M 18-Month Exception # 2-Year Exception
100% 100% 100%

100% ~

90%o

80%o 5%
70%

60%

60% -

50% - 5%
40% -

30% -

20% - 15%

10%
10% -
0% -

6-Months 12-Months 18-Months 24-Months

e Small balance & retainage exceptions may apply at the end of the spending
period
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“Bona Fide” Debt Service Fund Exception

* Depleted at least annually except for greater of:

— Previous year’s earnings in the fund, or

— 1/12th of previous yeat’s principal and interest payments

* Private Activity Bonds

— Fund has annual earnings of less than $100,000, or

— Average annual debt service does not exceed $2.5 million




What is Yield Restriction?

* Like rebate, restriction against investing above the arbitrage yield
* Only applies to proceeds that are subject to yield restriction
* Exceptions apply

— Temporary periods

— Exception for “Reasonably Required” Reserve Fund

— Minor Portion




Temporary Periods

Fund Type Temporary Period

Typically 3-Y 5- ith
Construction Fund ypically ears, o-years wi

certification
Bona Fide Debt Service Funds 13-Months
Advance Refunding Proceeds 30-Days
Current Refunding Proceeds 90-Days
Investment Proceeds 1-year from date of receipt
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Yield Restriction Impact — Unspent Proceeds

* Yield restriction liability calculation
— cannot blend negative arbitrage on unrestricted proceeds with positive arbitrage on
restricted proceeds (can blend for rebate liability calculation)
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Yield Restriction Compliance Methods

e Active Yield Restriction

— Investments must be purchased at fair market value

* Yield Reduction Payments

— Rebate like payments

— Limited availability for advance refunding issues

* Other Options

— Longer construction fund temporary period (5-years vs. 3-years)

— Waiver of temporary period at 1ssuance




Calculation & Filing Requirements

Payment due no later than 60 days after the
computation date

— No later than 5-years after the issue date,
and every 5-years thereafter until the final
maturity date

— At least 90% of the liability
— As of final maturity date, 100% of the

liability
Submit check & IRS Form 8038-T

Do not submit calculations

No filing required if no payment 1s due




I RS Form 803 8_ I e 8038-T Arbitrage Rebate, Yield Reduction
{Rew. April 2011) and Penalty in Lieu of Arbitrage Rebate OMB N, 15451218

o cfths T * Under Sactions 143g){3) and 1
iAot Vet and Saction 103(c)(5)(D) of the Intarnal v e B of 1054

Reporting Authority Check box if Amended Beturn® [
1 Issusrs ram= 2 lssuer's employer identification number [EIN}
3 HMumber and sire2dior F2O box ne. iFrmal s not deliversd to sires1 address] Acomfzute [ 4 Feport number For IRS Uhe D)
(1111
H City, fown, or pozloffice, sbais, and AP cods B Diabe of izoue
T Mame of Bous B CLUZIP rumber
9 Mame and fitks of officar of the isswsr or other parson whom ths IRS may call for mers infarmation 10 Talsphone numbsr of officer or other person
11 Typsofissush lssue prics & 1]
Arbitrage Rebate and Yield Reduction Payments Amount
12 Computation date to which this payment relates (MEDDOYYY) .
13 Arbitrage rebate payment (sse instructions) [ check box if lees than 1|;.;m5. a‘r\ebate amount . . . 12
14 ¥iek reduction payment fsse instructions) [ check bo if lees than 1009 of yiakd reduction amount 14
15 Rsbats payment from Cualified Zore Academy Bord (DZAB) defeazance escrow (5= instructions) . . i
L g4l  Penalty in Lieu of Arbitrage Rebate
16 Number of months since date of issue:
Oesmes  Oizmes O 1amos O 24mes O other. Mo of mos®
17 Peraltyinlisucfrabate . . . e e e e e e e e e e 17
12 Date of terminatizcn dection IMI'.l-'DDﬁ"‘r"r‘rj e e
19 Penalty upon temination . . S e e e 10
I Late Payments
2 Doss failure to pay timely qualify for waiver of peralty {sss instructions) . . Yas [ Mo [
21 Peralty for failurs to pay on time (ses instructions) . . . . . . o L L L o o L L. i
2 Imtersst onundepayment fsseinstuctions) . . . L L L 0 L 0 0 L L0 L w0 L L. 22
IE2ad  Total Payment
23 Total payment. Add lines 13, 14, 15,17, 19,21, and 22, Enter totalhere . . . . . . . . .  [a3]
Miscellaneous
24 Unspent procseds as of this computation date 24
25 Proceeds used to redssm bonds [ 25
% Gross proceeds ussd for qua]rﬁvad a.d'mnsu'a'uu'e cc-sts fer guamm:ae-:l |n'u&a1n'usrrt cu:-mmctz. [GIGs] and
defeagance escrows . L L e e e e e e e e e e e e 26
2T Fees paid for a qualifiad g.laramae Coh e e e e 27
Yes [ No
2 bkthebsueavarable rateissus? . . . . L 0 L L L 0 0 0 0 0 L e e e e e e e e 28
2 Didthe issusr enter into a hadge? Mame of provider
Tarm of hedge 249
30 Were gross procsede nvested ina GICT  Mame of provider
Tarm of GIC 30
3 Woere any gross procseds invested beyond an availablk temporary period? . . . L L 0 L L 0 0 0 L L ER
32 Calcuations for filing of this form prepared by O ksusr I Preparer:
Urder panafiiss of prrury, Td=clare thal Thave examined 1hiz reburn, ard accompan soheddes and sixlemenis, and 1o ths Best of my krowledas and
. Eesliad, they are true, correct, and compleds. | further declars that| consant to the IRS's disclosurs of the Bsuer's return information, as necsssary fo
slﬂl'lﬂtl.l"ﬂ pmcuuu this rebum, 1o the perzon | have authonized above.
and
Sigraturs of issuer's authonized repraseniative Dlate Typs or prind namee and title
Paid PrintTypa praparer's name Prapairer's signafurs [WETH Chsok i FTH
Preparer self2mpicyed
Use Dnly- Fim's name Firm's EIN &
Fim's address & Phens ne.
For Paperwork Reduction Act Motice, ses the separate instructions. Cat. Mo 11545 Form BO038-T Rev. 4-2011)
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Late Payments

Governmental bonds (including qualified 501(c)(3) bonds)

— 50% of rebate amount, plus interest

Private activity bonds

— 100% of rebate amount, plus interest

Interest computed (@ underpayment rate (reset quartetly)
Late payment explanation required
Penalty (excluding interest) is typically waived 1f:

— Liability plus interest 1s paid within 180 days after the date the failure was
discovered

— Bonds not under audit

— Late payment not caused by “willful neglect”

www.pfm.com




Refunds

* Bond issues may be eligible for a refund
— Rebate payment made after first 5-year period, offsetting negative
arbitrage thereafter
— Computational error

* Request must be filed no later than 2 years after the final computation date

— Issues w/final computation dates prior to 6/24 /2008 had until
7/1/2010 to file a Refund Request

— File 2a Form 8038-R
* Prior 8038-T (proof of prior payment)
* Calculation related to payment

* Additional documents generally requested by the IRS

* May want to consider potential audit risk before filing




Accounting For Bond Proceeds

* Significant factor in determining arbitrage rebate and yield restriction liabilities

* Permitted to use any reasonable, consistently applied accounting method to
account for gross proceeds, investments, and expenditures of an issue
— Examples: FIFO, direct tracing, ratable allocation, gross proceeds spent first
— Proceeds are allocated to an 1ssue until they are spent (actual cash outlay)
* Expenditure reallocations are permitted, however there are time limits
— Expenditure allocations must be made no later than 18-months after the later
of the expenditure date or the date the project is placed in service

— Must be made no later than 60 days after five-year anniversary/final maturity
date

* Proceeds of working capital financings (e.g., TANS, TRANS) subject to “proceeds-

spent-last” requirement




Record Retention Requirements

Requirements are burdensome and may not be consistent with document
destruction policies

— Life of the Bonds + 3 years
— If the Bonds are refunded, life of refunding bonds + 3 years

Consider separate document collection, storage and destruction policies for
bond related records

Consider electronic storage systems




Examples — Records to Retain

* Board minutes, resolutions

* Appraisals

* Bond transcripts

* Newspaper ads, misc. correspondence
* Investment records

* Expenditure histories

e IRS Filings

* Records related to acquisition of investment agreements and interest rate
swaps

* Payments for credit facilities

* Arbitrage rebate and yield restriction compliance reports
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One Size Does Not Fit All

e Tax Regulations provide flexibility that may reduce liabilities

— Investment Valuations
— Accounting approach
— Computation Dates, particularly for variable rate bonds

— Various other optional elections

Variable Rate Bond Issue - Yield Period Optimization

1-1-1-1-1
1-2-1-1
2-1-1-1
1-1-2-1
1-1-1-2
2-2-1
2-1-2
1-2-2
1-3-1
3-1-1
1-1-3
4-1

1-4

3-2

2-3

0 50,000 100,000 150,000 200,000 250,000 300,000 350,000 400,000 450,000
Rebate Liability
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Tips for a Smooth Calculation Process

* Be familiar with your documents — especially the tax or non-arbitrage certificate
located in the bond transcript.

* Create a file to retain information needed for the calculation right after the bond
closing.
— Avoids having to find records from 5-years ago
— Consider hiring a consultant when the bonds are issued
* Schedule your calculation — 60 days after the calculation date is not a lot of time,

we suggest starting the process at least 60 days in advance of the calculation date.

* Know the exceptions — if your bond counsel indicates you are eligible for an
exception, find out which one, and what that means for the issue.

* Keep your calculations current — consider having calculations prepared more
frequently then at the 5-year date

— Can help in keeping and eye on spending exceptions
— Allows you to plan for a future liability
e Ask Questions!
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Final Thoughts & Considerations

* 'The IRS 1s focused on post-1ssuance compliance
— Attempting to influence issuers to create/adopt/implement written post-
issuance compliance procedures
e Audits, “soft-contact” surveys
* Changes to 8038 series forms
* Arbitrage rebate and yield restriction compliance is an integral part of post-

issuance compliance

— Keeping good records, making timely allocations, and proactively
monitoring arbitrage rebate and yield restriction liabilities will mitigate audit

risk
— Arbitrage rebate & yield restriction compliance can be very complicated and
costly if liability reduction strategies are not considered

* Regulations provide methodological flexibility

* Evaluate permissible alternative approaches before cutting a check to
the IRS
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THANK YOU!
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