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A.
Recovery Zone Facility Bonds (RZFBs).

1.
The stimulus bill enacted in February 2009 (“ARRA”) permits issuance of a new category of exempt facility tax-exempt private activity bond for the financing of recovery zone property. The rules governing exempt facility bonds are substantially less restrictive than for small-issue manufacturing bonds. The key restriction is that 95% of the net proceeds of the RZFBs must be used for “recovery zone property”, which is property used in a qualified business in a recovery zone (more details below).

2.
Recovery zone definition:  The term “recovery zone” means: 


(1) any area designated by the issuer as having significant poverty, unemployment, rate of home foreclosures, or general distress; 


(2) any area designated by the issuer as economically distressed by reason of the closure or realignment of a military installation pursuant to the Defense Base Closure and Realignment Act of 1990; and 


(3) any area for which a designation as an empowerment zone or renewal  community is in effect as of the effective date of ARRA, which effective date is February 17, 2009. (In Pennsylvania, only Philadelphia has an empowerment zone or renewal community.)


County may make designation of recovery zones in any reasonable manner as it shall determine in good faith in its discretion.  

3.
Recovery zone property.


(1)
95% of net proceeds of the RZFBs must be used for recovery zone property. (Net proceeds equals sale proceeds plus earnings less debt service reserve fund).


(2)
Recovery zone property must meet all the following requirements:


(a)
Property must be eligible for cost recovery, i.e., tangible property eligible for depreciation ignoring any election to take an immediate write-off. This excludes land and intangible property.


(b)
The property must be constructed, reconstructed, renovated, or acquired by purchase after designation of recovery zone, unless substantial renovation occurs (see (c) below). 


(c)
The original use of the property in the recovery zone must commence with the taxpayer, unless substantial renovation occurs during a 24-month period beginning after the date of the County’s recovery zone designation (substantial being the greater of $5,000 or the taxpayer’s adjusted basis in the property at the beginning of the 24-month period). In other words, the property does not have to be new property, but it cannot have been previously used within the zone (unless there is renovation equal to the cost of the property).


(d)
Substantially all use of the property is in the recovery zone and is in the active conduct of a qualified business. Qualified business is any trade or business except (I) rental of residential rental property (rental of other types of real estate is permitted, and rental of mixed-use property is permitted if less than 80% of the property’s gross income is from rental of residential units) and (II) certain prohibited facilities (private or commercial golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other facility used for gambling, or any store the principal business of which is the sale of alcoholic beverages for consumption off premises). The general list of prohibited facilities for exempt facility private activity bonds also applies (airplane, skybox or other private luxury box, health club facility, facility primarily used for gambling, or store the principal business of which is the sale of alcoholic beverages for consumption off premises).


(3)
An IRS Notice says that the property may be owned (for federal income tax purposes) by an exempt state or local government entity.  This could occur, for example, if the financing is not a traditional conduit financing, but private activity bond status arises by virtue of a lease of the property to a private business or as a result of a management contract which provides a private business a share of net profits from the financed property.

4.
Volume cap allocation. 


Counties (and large cities) have volume cap allocation under the statute; no need to obtain allocation from Pennsylvania. (See IRS web site for amounts by county.) In this outline, “County” is used for simplicity. PA large cities are Philadelphia, Pittsburgh, Allentown and Erie.


County may issue RZFB under its volume cap allocation, or may re-allocate to a conduit issuer, or may re-allocate to a conduit borrower or other ultimate beneficiary, or may waive its allocation (in which case the Commonwealth may re-allocate the volume cap).  


Project must be located within the jurisdiction of the County and of the issuer (if County is not the issuer).

5.
Designation.
The issuer must designate the bonds as RZFBs.

6.
Timing.
RZFBs must be issued before 2011.

7.
Exempt facility private activity bond rules. The rules generally applicable to exempt facility private activity bonds also apply, with the exception of the volume cap requirement and the restrictions on acquisition of used property, because the RZFB provisions have special rules governing these points. Also, the general rule limiting use of proceeds to finance land is irrelevant, because land cannot qualify as recovery zone property. Here is the list of those rules, without discussion: interest not exempt while bonds held by a substantial user; average maturity may not exceed 120% of the economic life of the property financed; certain prohibited property (listed above); TEFRA public approval requirement; maximum 2% costs of issuance may be financed; arbitrage restrictions; registration; federal guarantee not permitted; no advance refunding permitted; information reporting; hedge bond prohibition; and change in use consequences.

8.
No Davis-Bacon.  Unlike for the RZEDBs described below, ARRA does not impose Davis-Bacon prevailing wage requirements on RZFB-financed projects. 

B.
Recovery Zone Economic Development Bonds (RZEDBs)

1.
RZEDBs are issued for qualified economic development purposes within a recovery zone and would otherwise qualify as governmental tax-exempt bonds, but have been designated as RZEDBs and issued before 2011, and so bear interest that is taxable to the holder but provide refundable tax credits to the issuer (periodic direct payments from the US Treasury to the issuer) equal to 45% of the interest paid. The 45% direct payment provides a deeper subsidy than for traditional tax-exempt debt, and a deeper subsidy than the 35% direct payment for ARRA’s “build America bonds” (governmental bonds issued for capital expenditures).

2.
Use of proceeds:


Qualified economic development purposes: expenditures for purposes of promoting development or other economic activity in a recovery zone, including-


(1) capital expenditures paid or incurred with respect to property located in such zone,

 
(2) expenditures for public infrastructure and construction of public facilities, and


(3) expenditures for job training and educational programs.


Some expenditures in the third category might not qualify as a “project” under the Local Government Unit Debt Act, and so might necessitate the use of an authority of some sort.


Up to 2% of the RZEDB proceeds may be used for costs of issuance. A debt service reserve fund is permitted to be funded with RZEDB proceeds. But 100% of all other RZEDB proceeds and earnings on such proceeds must be expended for qualified economic development purposes. 


Unlike for RZFBs, there is no prohibition against financing land acquisition, or acquisition of property previously used in the zone.

3.
Recovery zone definition:  The term “recovery zone” means: 


(1) any area designated by the issuer as having significant poverty, unemployment, rate of home foreclosures, or general distress; 


(2) any area designated by the issuer as economically distressed by reason of the closure or realignment of a military installation pursuant to the Defense Base Closure and Realignment Act of 1990; and 


(3) any area for which a designation as an empowerment zone or renewal  community is in effect as of the effective date of ARRA, which effective date is February 17, 2009. (In Pennsylvania, only Philadelphia has an empowerment zone or renewal community.)


County may make designation of recovery zones in any reasonable manner as it shall determine in good faith in its discretion.  

4.
Volume cap allocation. 


Counties (and large cities) have volume cap allocation under the statute; no need to obtain allocation from Pennsylvania. (See IRS web site for amounts by county.) In this outline, “County” is used for simplicity. PA large cities are Philadelphia, Pittsburgh, Allentown and Erie.


County may issue RZFB under its volume cap allocation, or may re-allocate to a conduit issuer, or may re-allocate to a conduit borrower or other ultimate beneficiary, or may waive its allocation (in which case the Commonwealth may re-allocate the volume cap).  (Note: unlike for RZFBs, conduit borrower cannot be a private business or 501(c)(3) organization; ultimate beneficiary can be a private business or 501(c)(3) organization as long as the bonds are not private activity bonds, i.e., a grant is permitted, but not a loan, to such an entity.)


Project must be located within the jurisdiction of the County and of the issuer (if County is not the issuer).

5.
Designation.
The issuer must designate the bonds as RZFBs.

6.
Timing.
RZFBs must be issued before 2011.

7.
Governmental tax-exempt bond rules apply. Must not be private activity bonds; arbitrage restrictions (take direct payment into account in calculating the yield on the bonds for arbitrage rules); registration; federal guarantee not permitted; information reporting; hedge bond prohibition.

8.
Davis Bacon.
Davis Bacon prevailing wage rules apply to RZEDB-financed projects
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