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OVERVIEW

The American Recovery and Reinvestment Act of 2009 (the OActO) vgasigned into law
on February 17, 2009. The Act was hastily drafted and contains many errors and omissions.
Clarification of a number of issues may be necessary before some or all of the bonds
authorized by the Act may be issued. The IRS recently published 5 Notices (ONoticesO)
providing interim guidance for the new bonds authorized under the Act and allocating volume
caps for some of those bonds requiring volume cap. Further guidance is needed but is not
expected in the near future.

This memorandum summarizes the provisions as contained in the Act, its legislative
history and the Notices. This is only a summary and not a detailed analysis of the Act. Further
IRS and U.S. Department of Treasury (OTreasuryO) guidance may result in modifications of the
conclusions set forth in this memorandum. For questions regarding the application of these
provisions to specific transactions please contact Dave Walton, tax partner at Jones Hall or
another Jones Hall attorney.
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The Act contains a number of provisions intended to improve the marketability of
municipal obligations. In addition, the Act expands or adds new types of taxable obligations
and expands provisions for existing tax-exempt obligations. The general categories of these
provisions are as follows:

¥ New Tax Credit Bonds - NCREB, QECB, NQZAB, QSCB and BAB.

¥ New Direct Pay Subsidy Bonds - DPBAB and RZEDB

¥ Expansion of Private Activity Bonds - RZFB added and intangibles included
as manufacturing for qualified small issue bonds.

¥ Improvements to Marketability - Repeal of the AMT as a preference item,
increase of bank qualified limit to $30 million and addition of a 2% safe harbor for
banks.

Tax credit bonds that do not pay interest but, instead, provide the holder with a federal
tax credit have been around for some time in the form of qualified zone academy bonds
(QZABs) and clean renewable energy bonds (CREBs). A bondholder who receives a tax credit
applies the credit against any federal income tax liability (with certain limitations) he or she may
have for the calendar year in which the tax credit was received. For example, assume the
holder of a tax credit bond receives a tax credit worth $1,000 in 2009, and the holder has a total
tax liability of $25,000 on his Federal tax return for 2009. The bondholder simply applies the
$1,000 tax credit against the $25,000 tax liability thereby reducing it to $24,000".

Proposals to expand tax credit bonds have been around for some time. Some
economists believe that a tax credit in lieu of tax-exempt interest is a more efficient subsidy to
municipal issuers. The thinking behind this is that a tax credit will appeal to a wider range of
investors because its value does not vary based on the bondholderOs marginal tax rate. For
example, tax-exempt interest is more valuable to a bondholder in the 35% Federal tax bracket
than it is to a bondholder in the 15% tax bracket. However, the value of a tax credit is the same
for any bondholder, regardless of tax bracket, as long as the bondholder has a tax liability equal
to or in excess of the tax credit.

PROVISIONS RELATED TO MARKETABILITY

Alternative Minimum Tax (57(a)(5)(C))

1. Bonds Issued in 2009 and 2010 Generally Exempt from AMT. Generally, tax-
exempt interest on private activity bonds (other than qualified 501(c)(3) bonds and certain

1 It doesn®t matter if the bondholder OowesO any tax because taxaere withheld to cover the $25,000 tax
liability; application of the tax credit will simply increase the tax refund that the bondholder gets. However, these tax
credits are not Orefundable®. This means if the tax credit exceeds the bondholderOs taxbiiity, the amount of such
excess is not eligible for an increased tax OrefundO but, is instead carried forward to the following years. For example,
assume a bondholder has a tax liability of $10,000 for 2009 and receives $15,000 worth of tax credits with respect to
a tax credit bond. The bondholder may only apply $10,000 of the tax credits against the 2009 federal tax liability and
the remaining $5,000 is carried forward to 2010.
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multifamily housing bonds) is treated as a preference item for purposes of the alternative
minimum tax (the OAMTO). The Act exempts tagxempt interest from treatment as a preference
item for purposes of the AMT for all bonds, including private activity bonds, issued in 2009 and
2010. The intent behind this provision is to increase demand for tax-exempt debt by making
such debt more attractive to investors who would otherwise be subject to the AMT.

2. Refundings Treated as Issued as of the Date of the New Money Bonds. The Act
imposes a special rule for refundings under which a refunding bond is deemed to be issued as
of the date that the original Onew moneyO bonds in the series of refundings were issued (the
ORefunding Nev Money RuleO) for purposes of the AMT exemption. For example, if a 2009
bond refunds a new money bond issued in 2000, the 2009 bond would be deemed to have been
issued in 2000 and would not be exempt from the AMT. However, this rule is subject to an
exception for refundings of bonds issued in 2004 through 2008 as described below.

3. Exception for Refundings Issued in 2004 - 2008. A refunding of a bond issued in
2004 through 2008 will not be deemed to be issued prior to its actual issue date in 2009 or
2010. For example, assume that an issuer issues new money bonds in 2005 which are
refunded on a current basis in 2009. Because the 2009 bonds refund a bond issued between
2004 - 2008, the 2009 bonds are not deemed to be issued before 2009 and are exempt from the
AMT.

However, assume an issuer issued new money bonds in 2000 and advance refunded
those bonds in 2005. Assume that the issuer issues current refunding bonds in 2009 to refund
the 2005 bonds. Under the exception, do you look to the 2005 bonds for the 2004 - 2008 issue
measurement or do you look to the new money bond issued in 2000? The exception ostensibly
modifies the Refunding New Money Rule which states that you look at the date of issue of the
new money bonds. Under this reading, the 2000 new money bonds would disqualify the 2009
refunding bonds from the AMT exception. However, the exception refers to the refunding of
Oany bondO and therefore there is an argument that you only look at the bond being refunded,
which, in the example, would be the 2005 bonds. To further complicate matters, the legislative
history to the AMT provision implies that this exception to the Refunding New Money Rule only
applies to current refundings. A U.S. Department of Treasury (OTreasuryO) official at a recent
conference indicated that he was aware of these two issues and that they were under
consideration.

4. Refundings of Post 2009 and 2010 Bonds. There is no guidance on whether
refunding bonds issued after 2010 which refund bonds issued in 2009 and 2010 which were
exempt from the AMT will be exempt from the AMT. The Act only provides the exemption from
AMT for qualifying bonds issued in 2009 and 2010. The IRS and Treasury are aware of this
issue and presumably will provide guidance on this in the future.

Bank Ownership of Tax -Exempt Bonds (265(b))

1. Bank Qualified Bonds Limit Increased to $30 Million for 2009 and 2010 . The
bank qualified limit under Section 265(b)(3) of the Internal Revenue Code of 1986 (the OCodeQ)
is increased from $10 million to $30 million for governmental and certain qualified 501(c)(3)
bonds. This new limit allows the conduit 501(c)(3) borrower of proceeds of a qualified 501(c)(3)
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bond to be treated as the issuer of the bonds?. Therefore, a governmental issuer will not use up
any of its $30 million limit when it makes a loan to a 501(c)(3) organization.

2. Banks Allowed a 2% De Minimis Amount of Tax-Exempt Bonds for 2009 and
2010. The Act extends the 2% de minimis safe harbor previously only available to certain
corporations to Banks and other financial institutions for bonds issued during 2009 and 2010.
Under this provision, a bank can ignore its investments in tax-exempt bonds issued in 2009 and
2010 for purposes of the disallowance of deduction rules under Section 265 of the Code to the
extent such bonds do not exceed 2% of such investments.

There is some question as to whether bank qualified bonds held by the bank are
included in the 2% safe harbor. For example, assume that a bank acquires $10 million of non-
bank qualified bonds and $20 million of bank qualified bonds in 2009. Assume that the 2% limit
applicable to the bank is $12 million. If the bank is required to count the $20 million of bank
gualified bonds against its 2% limit, it will be subject to an interest deduction disallowance with
respect to $18 million of the tax-exempt debt it owns. If it is allowed to disregard the bank
gualified bonds as tax-exempt bonds, it has no interest deduction disallowed. A Treasury
official at a recent conference indicated that he thought it was intended that the 2% limit is a
separate exception and does not include bank qualified bonds. This issue may need further
clarification.

3. Conduit and Pooled Bonds. In the case of conduit loans through pooled financing
issues, each conduit borrower is treated as the issuer for purposes of the $30 million bank
gualified exception. If each conduit borrower in a pooled financing issue is a qualified small
issuer (i.e., under $30 million), the entire pooled financing issue is bank qualified. However, if
one of the conduit borrowers is not a qualified small issuer, then the entire pooled bond is not
treated as bank qualified.

Expansion of Private Activity Bonds

Expansion of Small Issue Private Activity Bonds

Manufacturing Facilities Include Intangible Property. Small issue private activity
bonds are limited to the financing of manufacturing facilities defined as facilities for the
manufacturing or production of tangible personal property. Under the Act, for bonds issued in
2009 and 2010, the definition of manufacturing is expanded to include a facility which is used in
the creation or production of certain intangible property.

Expansion of High Speed Intercity Rail Facilities

Operating Speed Clarified. The provision allowing exempt facility bonds to be issued
to finance high speed rail facilities is amended to clarify that trains must Obe capableO of attaining

2 Although the Act refers to 501(c)(3) organizations who ObenefitO from thénancing, a Treasury official at a
recent conference stated that he was interpreting this provision as probably only applying to conduit loans to
501(c)(3) borrowers. For example, assume an issuer uses proceeds of a qualified 501(c)(3) bond to construct a
facility and enters into a bad management contract with a 501(c)(3) corporation to manage the facility. Because there
was no conduit loan to the 501(c)(3) organization, the issuer will most likely have to count the bonds towards its $30
million limit. This issue needs further clarification from IRS and Treasury.
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a maximum speed in excess of 150 miles per hour instead of being Oreasonably expectedO to
achieve such speeds.

Recovery Zone Facility Bonds (RZFB)

New Category of Exempt Facility Bond. The Act creates RZFBs as a new category of
exempt facility bond subject to its own volume cap. These bonds are discussed under the
individual bond discussion below.

Provisions Relating t o Indian Tribes

The Act contains special rules and volume allocations with respect to Indian tribal issues
for a number of the new credit bonds. These provisions are not discussed in detail in this
memorandum.
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RULES APPLICABLE TO GENERAL TAX CREDIT BONDS

NCREBs, QECBs, NQZABs and QSCB (OGeneral Tax Credit BondsO) are new
categories of tax credit bonds that are subject to the same general tax credit bond requirements.
BABs, DPBABs, RZEDBs and RZFBs are new types of other tax credit and subsidy bonds
(OacsBO) that share some of the same general bond requirements as General Tax Credit
Bonds. Below is a summary of the requirements applicable to all General Tax Credit Bonds
unless otherwise noted. The column entitled OTCSB indicates which, if any, of the other tax
credit and subsidy bonds are subject to the provision.

General Provision OTCSB

¥ The tax credit rate is set at a rate which allows the bonds to sell at par. BAB rate: 35% of
interest payable

¥ The bondholder is allowed to claim the tax credit quarterly at 25% of the | Interest payment date
annual rate”. for BAB

¥ The tax credit cannot exceed the holderOs regular tax liability less othe| BAB

credits.
¥ Any unused tax credit may be carried over to future tax years. BAB
¥ The tax creditmay be stripped (separated from the bonds and sold). BAB

¥ The amount of the credit is treated as taxable interest to the bondholder and | BAB
any interest on the bond is also treated as taxable interest.

¥ Regulated Investment Companies, S corporatims, partnerships and real | BAB
estate investment trusts may pass through the tax credit as a distribution.

¥ The maximum term of the bonds may not exceed the term published by the | None
Treas;ury.5

% Tax credit rates for all General Tax Credit Bonds are posted by the Bureau of Public Debt on its Internet
site at: https://www.treasurydirect.gov/govt/rates/irs/rates_qtcb.htm. IRS Notice 2009-15 provides guidance on how
the tax credit amount is determined as follows: Pending further notice in a manner described in this notice, the
Treasury Department will determine and announce credit rates for tax credit bonds daily for purposes of
Sections 54, 54A, 1400N(l), and other similar provisions, based on its estimate of the yields on outstanding
bonds from market sectors selected by the Treasury Department in its discretion that have an investment
grade rating of between A and BBB for bonds of a similar maturity for the business day immediately preceding
the sale date of the tax credit bonds. The credit rate is adjusted daily and is determined as of the date there is
a binding contract to purchase the bonds (normally the sale date). Credit rates for original QZABS are at:
https://lwww.treasurydirect.gov/SZ/SPESQZABRate. Credit rates for original CREBS are at:
https://lwww.treasurydirect.gov/SZ/SPESRates?type=CREBS. Note, for NCREBs and QECBSs, the credit rate is
70% of the par credit rate determined for a General Tax Credit Bond.

4 The credit allowance dates are March 15, June 15, September 15 and December 15. For bonds issued
between credit allowance dates, the credit on the next succeeding credit date is the ratable portion of the credit
during that quarter.

® The maximum term for General Tax Credit Bonds is published daily at the same Bureau of Public Debt
website (https://www.treasurydirect.gov/govt/rates/irs/rates_qtcb.htm) as the tax credit rate is published.
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¥ All available procee’dsb must be spent for qualified purposes within the
Oexpenditure periodO being the-8ear period beginning on the date of issue
(unless extended by the IRS)7.

General tax-exempt
bond rules apply

¥ The issuer or borrower must enter into a binding commitment to a third party
to spend at least 10% of available proceeds within 6 months of the date of
issue.

BAB, DPBAB and
RZEDB

¥ Costs of issuance financed with bond proceeds may not exceed 2% of sale
proceeds. Excess costs of issuance may be paid out of other non-bond
sources.

DPBAB and RZEDB

¥ Any available proceeds unspent after the 3year expenditure period (unless
extended) must be used to redeem bonds within 90 days.

General tax-exempt
bond rules apply

¥ Bond proceeds may be used to reimburse expenditures paid after a vdume
cap allocation is received if (i) prior to the expenditure the issuer declared its
intent to reimburse with proceeds of a qualified credit bond, (ii) within 60
days of the expenditure the issuer adopts an official intent to reimburse with
tax credit bond proceeds, and (iii) the reimbursement is made within 18
months of the expenditure being paid.

General tax-exempt
bond rules apply

with special rules for
DPBAB and RZEDB

¥ Bonds are subject to arbitrage limitations under Section 148 (yield restricton
and rebate). Proceeds of the bonds invested during the expenditure period
are not subject to the arbitrage limitations.

General tax-exempt
bond rules apply

¥ A reserve/sinking fund expected to be used to repay the bonds is not subject
to arbitrage limitations if (i) it is funded no faster than equal annual
installments, (ii) it is funded such that it is not expected to exceed the
amount necessary to repay the bonds, and (Siii) it is invested at a yield no
greater than the permitted sinking fund yield". A reserve/sinking fund may
not be financed with proceeds of the bonds.

General tax-exempt
bond rules apply

¥ The issuer must certify that (i) applicable State and local law requirements
governing conflicts of interest are satisfied with respect to the bonds and (ii)
that it meets additional conflict of interest rules as determined by the
Treasury.

None

¥ The issuer must file a Form 8038.

DPBAB & RZEDB,
8038-G & 8038-CP

¥ The federal DavisBacon prevailing wage rules apply.

RZEDB

® OAvailable proceedsO are sale proceedless costs of issuance (not exceeding 2% of the actual sale
proceeds of the bonds) paid with bond proceeds plus investment earnings.

" The IRS may extend the 3-year expenditure period upon a showing that the failure to expend is due to
reasonable cause and future expenditures will proceed with due diligence.

® The permitted sinking fund yield for General Tax Credit Bonds is published daily at the same Bureau of
Public Debt website (https://www.treasurydirect.gov/govt/rates/irs/rates_qtcb.htm) as the tax credit rate is published.
The permitted sinking fund yield is 110% of the long-term adjusted applicable federal rate (AFR). The AFR is used for
a number of purposes in the Code and generally is a measure of fair market interest rates.

A PROFESSIONAL LAW CORPORATION www.joneshall.com



JONES HALL

Summary of 2009 Tax Provisions
Page 8

NEW CLEAN RENEWABLE ENERGY BONDS (NCREB)
(Internal Revenue Code Section 54C)

1. NCREB Basic Requirements. A NCREB is a bond:

¥ Issued by a Qualified Issuer,
¥ For which a Volume Cap allocation has been received,
¥ 100% of the available proceeds® are used for capital expenditures with

respect to a Qualified Renewable Energy Facility owned by a public
power provider, a governmental body or a cooperative electric company,
and

¥ Designated by the qualified issuer as a NCREB.

2. Reduced Credit Rate. The credit rate is 70% of the credit rate that would allow the
NCREB to sell at par.

3. Qualified Issuer Defined. A Qualified Issuer is a public power provider, a
cooperative electric company, a governmental body, a clean renewable energy bond lender, or
a nonprofit electric utility which has received a loan or loan guarantee under the Rural
Electrification Act. These entities are defined as follows:

¥ Public Power Provider means a State utility with a service obligation as
defined in section 217 of the Federal Power Act.

¥ Governmental Body means a State or Indian tribal government or any
political subdivision thereof.

¥ Cooperative Electric Company means a mutual or cooperative electric
company described in section 501(c)(12) or 1381(a)(2)(C) of the Code.

4. Volume Cap. There is a $2.4 billion national one-time NCREB volume cap. This
limitation will be allocated 33.3% to public power providers, 33.3% to governmental units, and
33.3% to cooperative electric companies. Notice 2009-33 released by the IRS on April 6, 2009,
continues the practice (originally applicable to pre-2009 CREBS) of having the IRS administer
the NCREB volume cap. Applications for NCREB volume cap are attached as an exhibit to
Notice 2009-33 and are also available for download at the IRS website at:
http://www.irs.gov/taxexemptbond/article/0,,id=206034,00.html.  Only a Qualified Issuer can
apply for NCREB volume cap and applications must be filed with the IRS by August 4, 2009.
Notice 2009-33 indicates that NCREB volume cap will be allocated to the smallest projects first
and that previous CREB volume cap allocations will be taken into account. Allocations of
volume cap are valid for 3 years after the date of the letter from the IRS granting the allocation.
Unused or expired volume cap will revert back to the IRS and will be reallocated by the IRS

° See footnote 6 above.
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pursuant to procedures to be published in the future. Notice 2009-33 indicates that the IRS will
not allocate or reallocate any unused or unallocated volume cap attributable to pre-2009

CREBs.

5. Qualified Renewable Enerqy Facility Defined. A Qualified Renewable Energy
Facility must be owned by a public power provider, a governmental body or a cooperative
electric company. Joint ownership of these facilities with non-qualified owners is permitted in

certain circumstances.

Proceeds of a NCREB may generally not be used to acquire existing

facilities, to refund existing debt or to fund a reserve fund or sinking fund. A Qualified
Renewable Energy Facility is one of the following:

¥

¥

Certain wind facilities.

Certain closed-loop biomass facilities.
Certain open-loop biomass facilities.
Certain geothermal or solar energy facilities.
Certain small irrigation power facilities.
Certain landfill gas facilities.

Certain trash facilities.

Certain qualified hydropower facilities.

Certain marine and hydrokinetic renewable energy facilities.
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QUALIFIED ENERGY CONSERVATION BONDS (QECB)
(Internal Revenue Code Section 54D)

1. QECB Basic Requirements. A QECB is a bond:

¥ Issued by a State or local government,
¥ For which a Volume Cap allocation has been received,
¥ 100% of the available proceeds'® are used for Qualified Conservation

Purposes, and
¥ Designated by the issuer as a QECB.

2. Reduced Credit Rate. The credit rate is 70% of the credit rate that would allow the
QECB to sell at par.

3. Qualified Issuers. Eligible issuers include a State, political subdivision (as generally
defined for tax-exempt bond purposes), on-behalf of issuers and issuers with authority to make
conduit loans in the jurisdiction of the conduit borrower. A conduit lender can use a volume cap
allocation received by a conduit borrower. An Indian tribal government is treated as a
governmental unit for purposes of QECBs.

4. Volume Cap. There is a $3.2 billion national one-time volume cap for QECBs. The
volume cap is required to be allocated to qualified projects as follows (i) 33.3% to public power
providers, (ii) 33.3% to governmental bodies, and (iii)) 33.3% to cooperative electric companies.
Notice 2009-30 released by the IRS on April 3, 2009, allocates $381,329,000 of QECB volume
cap to the State of California. Each state is required to allocate a pro-rata portion of its volume
cap allocation to Gdrge local governmentsO (a municipality or county with a popudtion of
100,000 or more) based on the stateOs population. The State of California has not currently
adopted procedures for allocations of the QECB volume cap.

5. 70% of Volume Cap for Governmental Purposes. At least 70% of an allocation to
a State or large local government must be used for a governmental purpose. There is no
volume cap carryforward provision and only a single volume cap amount is authorized under the
Act. Neither the Act nor the legislative history mention a time period during which QECBs must
be issued. However, it is expected that allocations of volume cap to specific projects may
contain an issuance date deadline.

6. Private Activity Bonds Permitted. The remaining 30% of an allocation to a State or
large local government may be used for a purpose that would cause the bonds to be private
activity bonds. Note that there is no limit similar to this for NCREBs. Proceeds of bonds used to
provide loans, grants or other repayment mechanisms for capital expenditures to implement
green community programs are not treated as a private activity purpose. This includes loan

19 see footnote 6 above.
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programs wherein assessments pay for solar panels to be installed on private homes and
businesses.

7. Qualified Conservation Purpose. A Qualified Conservation Purpose means:

¥ Capital expenditures with respect to any of the following:
¥ Reducing energy consumption in publicly-owned buildings by at
least 20%.
¥ Implementing green community programs including loans, grants

or other repayment mechanisms (e.g., solar panel loans).

¥ Rural development involving the production of electricity from
renewable energy resources.

¥ Any of the qualified renewable energy facilities permitted for
NCREBs:
¥ Certain wind facilities.
¥ Certain closed-loop biomass facilities.
¥ Certain open-loop biomass facilities.
¥ Certain geothermal or solar energy facilities.
¥ Certain small irrigation power facilities.
¥ Certain landfill gas facilities.
¥ Certain trash facilities.
¥ Certain qualified hydropower facilities.
¥ Certain marine and hydrokinetic renewable energy
facilities.
¥ Expenditures with respect to research facilities and grants to support

research in any of the following:
¥ The development of cellulosic ethanol or other nonfossil fuels.

¥ Technologies for the capture and sequestration of carbon dioxide
produced through the use of fossil fuels.

¥ Increasing the efficiency of existing technologies for producing
nonfossil fuels.
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¥ Automobile battery technologies and other technologies to reduce
fossil fuel consumption in transportation.
¥ Technologies to reduce energy use in buildings.
¥ Mass commuting facilities and related facilities that reduce the
consumption of energy, including expenditures to reduce pollution from
vehicles used for mass commuting.
¥ Demonstration projects designed to promote the commercialization of the
following:
¥ Green building technology.
¥ Conversion of agricultural waste for use in the production of fuel or
otherwise.
¥ Advanced battery manufacturing technologies.
¥ Technologies to reduce peak use of electricity.
¥ Technologies for the capture and sequestration of carbon dioxide
emitted from combusting fossil fuels in order to produce electricity.
¥ Public education campaigns to promote energy efficiency.

8. Capital Expenditure Rule for Private Activity Bonds. If proceeds of a QECB are
used in a manner that causes the bonds to be private activity bonds, 100% of available
proceeds must be used for capital expenditures.
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(NEW) QUALIFIED ZONE ACADEMY BONDS (NQZAB)
(Internal Revenue Code Section 54E)

1. NQZAB Basic Requirements. A NQZAB is a bond:

¥

¥

¥

¥

¥

2.

Issued by a State or local government within the jurisdiction of the academy,
For which a Volume Cap allocation has been received,

100% of the available proceeds* are used for Qualified Purposes with respect to
a Qualified Zone Academy established by an Eligible Local Education Agency,

Which meets the Private Business Contribution Requirement, and

Designated by the issuer as a QZAB.

Volume Cap. There is a $400 million national volume cap for 2008, $1.4 billion

volume cap for 2009 and $1.4 billion volume cap for 2010. Notice 2009-29 released by the IRS
on April 6, 2009, allocates to the State of California $44,364,000 of NQZAB volume cap for 2008
and $155,275,000 of NQZAB volume cap for 2009. NQZAB volume cap allocations to the
State of California are administered by the State Department of Education. The State
Department of EducationOs website does not currently contain an application form for 2008 or
2009 NQZAB volume cap (see: http://www.cde.ca.gov/ls/fa/qz/). The volume cap may be
carried forward for 2 years after the original allocation year.

3. Qualified Zone Academy Defined. A Qualified Zone Academy is any public school
or academic program within a public school established and operated under the supervision of
an Eligible Local Education Agency to provide education or training below the postsecondary
level meeting the following requirements:

¥

The school or program is designed in cooperation with business to
enhance academic curriculum, increase graduation and employment
rates and prepare students for college and the workforce.

The school or program is subject to the same academic standards
applied to other students educated by the Eligible Local Education
Agency.

The comprehensive education plan of the school or program is approved
by the Eligible Local Education Agency.

The public school is located in an empowerment zone or enterprise
community or there is a reasonable expectation as of the date of issue of
the bonds that at least 35% of the students attending the school or

1 see footnote 6 above.
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participating in the program will be eligible for free or reduced-cost
lunches under the National School Lunch Act.

4. Eligible Local Education Agency Defined. An Eligible Local Education Agency is
an agency defined in section 9101 of the Elementary and Secondary Education Act of 1965.
Under this Act a Local Education Agency is generally defined as a Opublic board of education or
other public authority legally constituted within a State for either administrative control or
direction of, or to perform a service function for, public elementary schools or secondary schools
in a city, county, township, school district, or other political subdivision of a State, or of or for a
combination of school districts or counties that is recognized in a State as an administrative
agency for its public elementary schools or secondary schools.O

5. Qualified Purpose Defined. A Qualified Purpose means the following:

. Rehabilitating or repairing the public school facility in which the academy is
established.

¥ Providing equipment for use at the academy.

¥ Developing course materials for education to be provided at such academy.

¥ Training teachers and other school personnel in such academy.

6. Private Business Contribution Requirement Defined. The Private Business
Contribution Requirement is met if the Eligible Local Education Agency that established the
Qualified Zone Academy has, as of the date of issue, written commitments from private entities
to make qualified contributions having a present value of not less than 10% of the proceeds of
the issue. Qualified contributions are the following:

¥ Rehabilitating or repairing the public school facility in which the academy
is established.

¥ Providing equipment for use at such academy.

¥ Developing course materials for education to be provided at the academy.
¥ Training teachers and other school personnel in the academy.

¥ Internships, field trips or other educational opportunities for students

outside the academy.

¥ Any other property or service specified by the eligible local education
agency.
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QUALIFIED SCHOOL CONSTRUCTION BONDS (QSCB)
(Internal Revenue Code Section 54F)

1. QSCB Basic Requirements. A QSCB is a bond:

¥ Issued by a State or local government within the jurisdiction where the
school is located,

¥ For which an allocation of volume cap has been received,

¥ 100% of the available proceeds12 are to be used for the construction,
rehabilitation, or repair of a public school facility or for the acquisition of
land on which such facility is to be constructed with a portion of the
proceeds of the QSCB, and

¥ Designated by the issuer as a QSCB.

2. Volume Cap. The volume cap is $11 billion nationwide for each calendar year 2009
and 2010. States will receive an allocation of the volume cap from the U.S. Department of
Treasury based on amounts the State is eligible to receive under section 1124 of the
Elementary and Secondary Education Act of 1965. Notice 2009-35 released by the IRS on April
3, 2009, allocates $773,525,000 of QSCB volume cap to the State of California for 2009. The
Act requires that 40% of volume allocations be made to Large Local Educational Agencies
(defined below). In compliance with this requirement, Notice 2009-35 allocates additional
QSCB volume cap to the following Large Local Educational Agencies in the State of California:

Bakersfield City Elementary $15,720,000
Compton Unified $18,559,000
Fresno Unified $41,398,000
Long Beach Unified $37,905,000
Los Angeles Unified $318,816,000
Oakland Unified $26,326,000
Sacramento City Unified $21,251,000
San Bernardino City Unified $27,790,000
San Diego City Unified $38,877,000
Santa Ana Unified $19,269,000
Stockton City Unified $16,055,000

Another special rule allocates $200,000,000 in each calendar year 2009 and 2010 to
Indian schools. Notice 2009-29 indicates that Indian tribal government QSCB volume cap will
be allocated by the United States Secretary of the Interior for purposes of the construction,
rehabilitation, and repair of schools funded by the Bureau of Indian Affairs. Unused volume cap
may be carried forward to the following year.

2 see footnote 6 above.

A PROFESSIONAL LAW CORPORATION www.joneshall.com



JONES HALL

Summary of 2009 Tax Provisions
Page 16

3. Large Local Educational Agency Defined. A Large Local Educational Agency is
an agency among the 100 local educational agencies with the largest numbers of children aged
5 through 17 from families living below the poverty level all as determined by the Treasury. A
school district is a local government within the meaning of this provision.

4. Public_School Facility Uses. The only guidance in the Act and the legislative
history regarding permitted uses of proceeds of a QSCB is that such proceeds must be used for
the construction, rehabilitation or repair of a public school facility or for the acquisition of land on
which the public school facility is to be constructed. Notice 2009-35 clarifies that the acquisition
of equipment to be used in the school facility being constructed, rehabilitated or repaired, is a
gualified use of QSCB proceeds. If proceeds of the QSCB are used to acquire land, apparently,
proceeds of the QSCB must also be used to construct the public school situated on the acquired
land. Although the volume cap allocation for Large Local Educational AgencyOs is based on the
number of K-12 aged students in the AgencyOs jurisdiction, there appears to be no prohibition on
the use of QSCBs for post secondary public schools such as community colleges and state
colleges. Notice 2009-35 indicates that qualified issues or QSCBs include political subdivisions
as defined for tax-exempt financings. Community College districts qualify as political
subdivisions under this definition. Clarification of this issue may be needed.
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BUILD AMERICA BONDS (BAB)
and
DIRECT PAY BUILD AMERICA BONDS (DPBAB)
(Internal Revenue Code Section 54AA)

1. BAB Basic Requirements. A BAB is a bond:

¥ That meets all of the tax-exemption requirements under section 103,
¥ Is issued before January 1, 2011, and
¥ The issuer irrevocably elects to apply the BAB rules to the bond.

2. A BAB Is an Otherwise Tax-Exempt Bond with a Tax Credit or Subsidy. A BAB
is a bond that would otherwise qualify for tax exemption except, in exchange for the receipt of a
federal tax credit or direct payment from the federal government, the issuer elects to issue the
bonds as taxable obligations (whereby interest is taxable to the bondholder).

3. Issuer Can Elect a Federal Tax Credit to the Bondholder (BAB). If the issuer
elects to treat the bonds as a BAB, the holder of the BAB receives taxable interest payments
from the issuer and a federal income tax credit equal to 35% of the interest payable by the
issuer on the bonds. It is anticipated that the tax credit will allow BABs to be sold at a taxable
interest rate approximately equal to a tax-exempt rate. The legislative history to this provision
indicates the interest rate on a BAB with a Federal tax credit should be approximately 74.1% of
the interest rate on comparable taxable obligations. Private activity bonds, including qualified
501(c)(3) bonds, are not eligible to be BABs and DPBABS.

4. Issuer Can Elect to Receive a Federal Payment in Lieu of the Bondholder Credit
(DPBAB). The issuer of a BAB may elect to receive a payment (referred to as a Orefundable
creditO or Odirect paymentO) from the U.S. Departmteof Treasury equal to 35% of the interest
payable on the DPBAB. The federal payment is expected to be made on each date interest is
payable on the bonds. In this case, the bondholder does not receive a federal tax credit but
only receives taxable interest on the bonds. It is anticipated that a DPBAB will bear interest at a
fully taxable rate and may be more marketable to bond purchasers which are not subject to
federal and State income taxation such as pension funds and nonprofits.

Issues have been raised as to the reliability of a continued Federal subsidy for the entire
30-year term of an issue. Notice 2009-26 released by the IRS on April 3, 2009, indicates that
the direct payments for DPBABs and RZEDBs are treated as overpayments of tax for federal
income tax purposes. In other words, filing for a direct payment is similar to filing for a tax
refund. However, Notice 2009-26 also notes that rules relating to overpayments of tax and tax
refunds also apply to these direct payments and; therefore, the IRS may be able to withhold
direct payments if it determines that the issuer is liable for other taxes or was ineligible for past
or future direct payments. Notice 2009-26 states that the IRS may develop special rules
regarding the nature of direct payments and refundable credit payments/refunds.
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5. Procedure For Receiving Direct Federal Payment. Notice 2009-26 indicates that
the IRS will send the refundable credit payment to the issuer or to any person who makes
interest payments on behalf of the issuer (e.g., the bond trustee)'®. Currently there is no
electronic payment procedure in place for the direct payment, although the IRS has indicated
that it is working on an electronic platform to make these payments similar to that used for
SLGs. Therefore, under present procedures, the payment will be paid by check on the date of
the interest payment for fixed rate issues and quarterly in the case of variable rate bonds.
Issuers of fixed rate DPBABs must file Form 8038-CP requesting payment of the federal credit
no later than 45 days before, and no earlier than 90 days before, the next interest payment date
(this filing is required for each interest payment date). Issuers of variable rate DPBABs must file
Form 8038-CP requesting payment of the federal credit no later than 45 days after the last
interest payment date within the quarterly period. Except for DPBABs issued before July 1,
2009, Form 8038-G filed with respect to the issuance of the DPBAB must filed at least 30 days
before the first 8038-CP is filed. This means that the first interest payment date for a DPBAB
should probably be scheduled at least 31 days after the date of issue of the bonds.

6. Modification of Certain Tax-Exempt Requirements Pertaining to Federal
Guaranty, Arbitrage Yield Calculation and De Minimis OIP Issue Price. A BAB or DPBAB
must generally meet all the requirements applicable to tax-exempt bonds. However, certain
general tax rules governing tax-exempt governmental bonds are modified for BABs and
DPBABS as follows:

¥ The 35% bondholder credit or direct payment to the issuer is not treated as a
federal guaranty.

¥ If the 35% bondholder credit is elected, the amount of the tax credit is not treated
as additional interest on the bonds for purposes of arbitrage and rebate
calculations. If direct payment is elected, the amount of the direct payment is
treated as a reduction in the interest paid on the DPBAB for purposes of
arbitrage and rebate calculations.

¥ A BAB and DPBAB may not be issued with more than de minimis original issue
premium. Original issue premium is de minimis if it is less than 2% of the face
amount of the bonds.

7. Use of Proceeds and Refunding Limitations for DPBABs. DPBABs have the
following additional limitations:

¥ 100% of the Oavailable project proeedsO must be spent on capital expenditures.
Unlike other tax credit bonds (not including BABSs), available project proceeds for
purposes of a DPBAB is computed as sale proceeds less costs of issuance (not
exceeding 2% of sale proceeds) less bond proceeds used to fund a reasonably
required reserve fund plus investment earnings on the available project
proceeds. In the case of tax-credit BABs, there is no 2% limit on costs of
issuance and generally up to 5% of the proceeds of the bonds may be spent on

'3 Notice 2009-26 indicates that payments will be sent to the requested recipientOs Olast known addressO on
file with the IRS, which may not be the address indicated on the Form 8038-CP filed with the IRS. The last known
address can be verified by calling the IRS and can be changed by filing Form 8822.
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certain non-capital expenses (working capital) related to the bond-financed
project (e.g., initial start-up expenditures of the facility).

¥ The proceeds of a DPBAB may only be used to finance governmental Onew
moneyO projects and may not be used to refund otler debt obligations.**

¥ The proceeds of a DPBAB may only be used to reimburse previously paid capital
expenditures if, in addition to meeting the reimbursement rules applicable to tax-
exempt bonds, the expenditures were paid or incurred after February 17, 2009,
and were financed with cash or temporary financing issued after February 17,
20009.

8. Proceeds of BABs Used for Refundings. Proceeds of BABs may be used for any
refunding purpose permissible for tax-exempt governmental obligations.

9. BABS Share Other Credit Bond Provisions Regarding the Tax Credit. BABs (but
not DPBABs which provide no bondholder tax credit) are subject to the following provisions
regarding treatment of the tax credit:

¥ Regulated investment companies, S corporations, partnerships and real estate
investment trusts may pass through the credit as a distribution.

¥ The credit may be stripped (separated from the bonds and sold).

¥ Any unused credit may be carried over to future tax years.

10. No Volume Cap on BABs or DPBABs. There is no limit on the amount of BABs or
DPBABs that may be issued, the only limits being those imposed under the general rules

applicable to tax-exempt governmental debt. However, BABs and DPBABs may only be issued
in calendar years 2009 and 2010.

! Notice 2009-26 indicates that DPBABs may not be issued to OrefinanceO capital expenditures such as in a
refunding or refinancing.
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RECOVERY ZONE ECONOMIC DEVELOPMENT BONDS (RZEDB)
(Internal Revenue Code Section 1400U-2)

1. RZEDB Basic Requirements. A RZEDB is a type of DPBAB that:

¥ Meets all the requirements applicable to a DPBAB,

¥ Available proceeds of which are used for a Qualified Economic
Development Purpose,

¥ Is issued before January 1, 2011,
¥ Receives an allocation of volume cap, and
¥ Is designated by the issuer.

2. 45% Direct Payment from Federal Government. Similar to a holder of a DPBAB
who receives a 35% direct payment/refundable credit from the Federal government, the issuer
of a RZEDB receives a direct payment from the Federal government equal to 45% of the
interest payable on the bonds.

3. Volume Cap. There is a single $10 billion RZEDB volume cap. The RZEDB volume
cap will be allocated by the Treasury in proportion to each StateOs 2008 employment decline.
Each State is guaranteed a minimum allocation of .9% of the national limitation. States are
required to reallocate allocation received among counties and large municipalities in the State in
proportion to the 2008 employment declines in each. There is no volume cap carryforward
provision and only a single volume cap amount is authorized under the Act. Notice 2009-26
indicates that that Treasury intends to issue separate guidance regarding allocation of the
RZEDB volume cap.

4. Large Municipalities Defined. A large municipality is a municipality with a
population of more than 100,000.

5. Qualified Economic Development Purpose Defined. As is the case with DPBABS,
available proceeds are computed as sale proceeds less costs of issuance (not exceeding 2% of
sale proceeds) less amounts deposited in a reasonably required reserve fund plus investment
earnings on the available proceeds. All available proceeds must be used for one or more
Qualified Economic Development Purposes. A Qualified Economic Purpose means an
expenditure for purposes of promoting development or other economic activity in a Recovery
Zone including:

¥ Capital expenditures paid or incurred with respect to property located in
the Recovery Zone.

¥ Expenditure for public infrastructure and construction of public facilities.
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¥ Expenditures for job training and educational programs.

6. Recovery Zone Defined. A Recovery Zone is any area designated by the issuer:

¥ As having significant poverty, unemployment, rate of home foreclosures
or general distress.

¥ 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.

¥ For which a designation as an empowerment zone or renewal community
is in effect.

7. Modification of Certain Tax-Exempt Requirements Pertaining to Federal
Guaranty, Arbitrage Yield Calculation and De Minimis OIP Issue Price. An RZEDB must
generally meet all the requirements applicable to tax-exempt bonds. However, certain general
tax rules governing tax-exempt governmental bonds are modified for RZEDBs as follows:

¥ The 45% bondholder direct payment to the issuer is not treated as a federal
guaranty.

¥ An RZEDB may not be issued with more than de minimis original issue premium.
Original issue premium is de minimis if it is less than 2% of the face amount of
the bonds.

¥ 100% of the Oavailable project proceedsO must bepent on capital expenditures.

Available project proceeds are computed as sale proceeds less costs of issuance
(not exceeding 2% of sale proceeds) less bond proceeds used to fund a
reasonably required reserve fund plus investment earnings on the available
project proceeds.

¥ The proceeds of a RZEDB may only be used to finance governmental Onew
moneyO projects and may not be used to refund other debt obligations>

¥ The proceeds of a RZEDB may only be used to reimburse previously paid capital
expenditures if, in addition to meeting the reimbursement rules applicable to tax-
exempt bonds, the expenditures were paid or incurred after February 17, 2009,
and were financed with cash or temporary financing issued after February 17,
20009.

!> See footnote 14 above. Since DPBABs may only be used for new money purposes, RZEDBs, as a type
of DPBAB, are subject to the same limitations.
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RECOVERY ZONE FACILITY BONDS (RZFB)
(Internal Revenue Code Section 1400U-3)

1. RZFB Basic Requirements. A RZFB is a tax-exempt exempt facility private
activity bond that:

¥ Is issued in 2009 or 2010,

¥ 95% or more of the net proceeds are used for Recovery Zone Property,
¥ Receives an allocation of volume cap, and

¥ Is designated by the issuer.

2. Volume cap. There is a single $15 billion RZFB volume cap. The RZFB volume cap
will be allocated by the U.S. Department of Treasury in the same manner as the volume cap
applicable to RZEDBs (e.g., in proportion to each StateOs 2008 employment decline). There is
currently no published guidance from the Treasury regarding allocation of the RZFB volume
cap.

3. Exempt Facility Bond Provisions. An RZFB is not a tax-credit bond and is not
subject to the definition of Oavailable proceedsO. As is the case with exempt facility bond$
issued under Section 142 of the Internal Revenue Code of 1986, 95% of the net proceeds of a
RZFB must be spent on qualifying property (in this case Recovery Zone Property). Net
proceeds are sale proceeds less amounts deposited in a reasonably required reserve fund. Up
to 5% of net proceeds may be spent for costs (including costs of issuance) that are not for
Recovery Zone Property.

4. Recovery Zone Property Defined. The term Recovery Zone has the same meaning
as used with respect to RZEDBs. Recovery Zone Property means depreciable capital property
located in a Recovery Zone that meets the following requirements:

¥ The property is constructed, reconstructed, renovated or acquired by
purchase by the taxpayer after the date the Recovery Zone was
designated,

®* The legislative history to the Act states that RZFBs are a Onew category of exempt facility bondsO.
However, RZFBs were not added to section 142 of the Code which deals with exempt facility bonds but were added
to new section 1400U-3(a) of the Code which states that RZFBs are exempt facility private activity bonds under the
same provisions of the Code that apply to other tax-exempt exempt facility private activity bonds. It is not clear to
what extent the exempt facility bond rules apply to RZFBs. However, based on the language of the Act and the
legislative history and pending further clarification from the IRS, it is assumed that the rules in Section 142 of the
Code with respect to exempt facility bonds apply to RZFBs.
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¥ The original use of the property in the recovery zone commences with the
taxpayer'’, and

¥ Substantially all of the use of the property is in the Recovery Zone and is
in the active conduct of a qualified business by the taxpayer in the Zone.

5. Qualified Business Defined. A Qualified Business is any trade or business with two
exceptions. The rental of residential property within the Recovery Zone is not a Qualified
Business. Also, any of the following uses is not a Qualified Business: private or commercial golf
course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other gambling
facility or retail store the principal business of which is the sale of alcoholic beverages for
consumption off premises.

David A. Walton
April, 2009

Circular 230 Disclaimer. To ensure compliance with requirements imposed by the IRS,
we inform you that any U.S. Federal tax advice contained in this communication is not
intended or written to be used, and cannot be used, for the purpose of (i) avoiding
penalties under the Internal Revenue Code or (ii) promoting, marketing, or
recommending to another party any transaction or matter addressed herein.

Jones Hall, A Professional Law Corporation
650 California Street, 18th Floor
San Francisco, CA 94108
(415) 391-5780
(415) 391-5784 FAX
http://www.joneshall.com

v Apparently, if a taxpayer acquired used equipment not previously used in the Recovery Zone and brought
it into the Recovery Zone, such equipment would qualify. The statute specifically state that there is no limitation on
the acquisition of existing property.

A PROFESSIONAL LAW CORPORATION www.joneshall.com



