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Tax-Exempt 
Governmental 
Bonds

When Virginia counties, cities and towns and 
many authorities borrow to finance “new 
money” public capital projects, they issue 
tax-exempt “governmental bonds.”

“Bonds” cover many different types of 
municipal debt financing arrangements, 
including bonds, notes, bank loans, lease 
purchase agreements, lines of credit and 
commercial paper.



Because interest paid to bondholders is 
excludable from gross income for federal 
income tax purposes, the bondholders are 
willing to accept a lower interest rate than 
they would accept if the interest were 
taxable.

To receive this benefit, an issuer must ensure 
that the applicable requirements of the 
Internal Revenue Code (the “Code”) are met, 
both on the date of issuance and generally 
for as long as the bonds remain outstanding.



Two basic requirements apply to 
tax-exempt governmental bonds:

• The bonds are not “private activity 
bonds” under Section 141 of the Code; 
and

• The bonds will comply with the 
arbitrage yield restriction and rebate 
requirements under Section 148 of the 
Code.



Post-Issuance 
Compliance 
for Tax-Exempt 
Governmental 
Bonds

To comply with both basic 
requirements, the issuer must:

• Reasonably expect on the date of 
issuance that the bonds will not be 
private activity bonds or arbitrage 
bonds; and

• Not take a deliberate action after the 
date of issuance that would cause the 
bonds to become private activity bonds 
and not take an intentional action or 
fail to take certain actions that would 
cause the bonds to become arbitrage 
bonds.



The Private 
Activity Bond 
Tests

Treasury Regulations Section 1.141-2(a) 
states that the purpose of the private 
activity bond tests is “to limit the volume of 
tax-exempt bonds that finance the activities 
of nongovernmental persons” and by 
identifying “arrangements that have the 
potential to transfer the benefits of tax-
exempt financing [to nongovernmental 
persons], as well as arrangements that 
actually transfer the benefits.”



“Governmental person” means a state 
or local governmental unit or an 
instrumentality thereof.  The term does 
not include the federal government or 
any agency or instrumentality thereof.

“Nongovernmental person” means a 
person other than a governmental 
person.



Bonds are private activity bonds if 
they meet either the private 
business use test and the private 
security of payment test of Section 
141(b) or the private loan financing 
test of Section 141(c).

The private loan financing test issue 
is not encountered in most state or 
local government financings.



General 
Private 
Business Use 
Test

A state or local bond issue exceeds the limit of 
the private business use test if more than 10% of 
the proceeds of an issue are to be used directly 
or indirectly for any private business use. 

Use of bond proceeds or bond-financed property 
by a nongovernmental person (individual or 
entity) in furtherance of a trade or business 
activity is considered private business use. 

For this purpose, any trade or business activity of 
a natural person is treated as a trade or business, 
and any activity carried on by a person (including 
a governmental entity or corporation) other than 
a natural person is treated as a trade or business.



General 
Private 
Security or 
Payment Test

A state or local bond issue exceeds the limit of the 
private security or payment test if more than 10% 
of the proceeds of the bond issue is (under the 
terms of the issue or any underlying arrangement) 
directly or indirectly (1) secured by any interest in 
property used or to be used for a private business 
use or payments in respect of the property, or (2) 
to be derived from payments (whether or not to 
the issuer) in respect of property, or borrowed 
money, used or to be used for a private business 
use. 

For example, lease payments made by private 
businesses to a city for the lease of property in a 
blighted area that was rehabilitated with proceeds 
of the city’s bonds would be treated as private 
payments.



General Note: If an issuer determines that its 
bonds meet the private business use test, the 
bonds have not met the private business tests 
unless the bonds also meet the private payment 
or security test, and vice versa.

Special Private Business Rules.

(1)  5% Unrelated and Disproportionate Use Test;

(2)  $15 Limit on Nonqualified Amount; and

(3)  Special Rules for Certain Utility Financings.



Post-Issuance 
Focus

Look for After-Arising 
Private Business Use

Private business use can arise in a number 
of ways.  In most cases, private business 
use results if a nongovernmental person 
has “special legal entitlements” to use 
bond-financed property under an 
arrangement with the issuer.



The Big Four 
Types of 
Special Legal 
Entitlements

• Ownership of bond-financed property 
(including through a post-issuance sale);

• Leases of bond-financed property;

• Management contracts (not within the safe 
harbor of Rev. Proc. 2017-13); and

• Specially-negotiated rate or reservation of 
capacity arrangements (for example,    
negotiated monthly parking rates in a 
bond-financed garage).



How are you 
supposed to 
know if private 
business use 
has occurred?

The IRS strongly recommends that issuers 
adopt post-issuance monitoring procedures 
and discourages reliance solely on bond 
documents and tax certificates provided at 
closing.

Form 8038-G asks whether an issuer has 
adopted certain post-issuance procedures.

The IRS believes these procedures allow 
issuers to identify violations earlier and early 
discovery of a violation is a factor the IRS 
considers in resolving cases under the 
Voluntary Closing Agreement Program 
(“VCAP”).



In developing its procedures, the IRS 
recommends that an issuer consider:

• designating one or more officials to assist in 
post-issuance compliance;

• designating one or more officials to respond 
to examinations of the bond issue;

• providing training or other technical support 
to designated officials;

• designating time intervals within which 
compliance monitoring activities will be 
completed; and

• timely completing remedial actions (including 
requests under VCAP) to correct or otherwise 
resolve identified noncompliance.



What do you 
do if you find a 
violation is 
about to occur 
or has 
occurred?

• Remedial Action; and

• VCAP



Remedial 
Actions for 
Nonqualified 
Use

The Treasury Regulations provide that an 
issuer is about to engage in a deliberate 
action causing the limits of the private 
activity bond tests to be exceeded may, in 
certain cases, cure that deliberate action. 

The remedial actions include redemption or 
defeasance of nonqualified bonds, 
alternative use of disposition proceeds and 
alternative use of bond-financed property.



VCAP

Through VCAP the IRS provides remedies for 
issuers of tax-exempt bonds, tax credit 
bonds, and direct pay bonds that voluntarily 
come forward to resolve a violation that 
cannot be corrected under self-correction 
remedial action programs described in the 
regulations or other published guidance. 

VCAP closing agreement terms and amounts 
may vary according to the degree of the 
violation as well as the facts and 
circumstances surrounding it.

Issuers must use the IRS’s prescribed form to 
submit a VCAP request and provide the 
required information.



Arbitrage Rebate Rules:

Compliance due at least every 5 
years while gross proceeds remain 
outstanding

and

Yield Restriction Rules:

If project proceeds are held > 3 
years, outstanding project proceeds 
are to be yield restricted and earn 
limited income.  The yield restriction 
calculation becomes a factor for 
compliance purposes.

Two Sets of 
Rules



Tax-Exempt Debt
◦ Bonds: General Obligation, Revenue, 

Limited Obligation

◦ Notes, Leases, Commercial Paper

◦ Installment Financing Contracts / 
Agreements

(Filing an IRS Form 8038 or 8038-G 
means post-issuance compliance for 
arbitrage rebate and / or yield restriction 
is required.)

What kind of 
debt requires 
arbitrage 
rebate and 
yield 
restriction 
calculations?



In 2018, 2019 and early 2020, taxable 
investment rates were higher than tax-exempt 
bond yields.  Arbitrage rebate payments to 
the IRS are still a factor.

Examples:

◦ Series 2014 $66,025.24 yield reduction payment

◦ Series 2015 $98,911.94 yield reduction payment

◦ Series 2015 $16,950.93 rebate payment

◦ Series 2016 $231,295.35 rebate payment

◦ Series 2017 $19,110.80 rebate payment

($2,242.27 yield reduction but rebate due)

Bond Yields ranged from 0.868% to 2.638%

Arbitrage 
Earnings



Comparison
Series 2014 Bond Issue

ARBITRAGE REBATE

Example:

First Installment Period 

(Years 1 - 5)

Investment Yield: 1.90%

Bond Yield: 2.25%
Arbitrage: -0.35%

No Rebate payment due

YIELD RESTRICTION

Example:

First Installment Period 

(Years 4 – 5:  2018-2019)

Investment Yield: 2.50%

Bond Yield + .125%: 2.375%

Earnings over
Bond Yield: .125%

Yield Reduction payment due



Inform your arbitrage rebate firm of 
changes to an issue, such as being 
refunded.  Evaluation dates change.

Have reviews completed annually 
versus waiting until the 5th year 
installment period.

Maintain good records by keeping: 
- Bank/Investment/Trust Statements 
- Bond Transcript
- Past Arbitrage Rebate Reports

IRS requirement:  Keep all records for 
tax-exempt issues at least 3 – 6 years 
after bonds paid in full.

Best 
Practices 
for 
Arbitrage 
Rebate 
Compliance



IRS Form 8038-G, Line 44

“If the Issuer has established 
written procedures to monitor 
the requirements of Section 
148, check the box.”

Written 
Procedures 
for 
Arbitrage 
Rebate 
Compliance



What is the IRS looking for in 
Written Procedures?

1. Documentation
2. Who is in charge of overseeing 

compliance?
3. Who is in charge of making sure 

calculations/reports are 
completed?

4. Will your department complete 
calculations in house? Or will an 
outside firm be hired?

5. Use of Proceeds / Change in use
6. Education and Training
7. Record Keeping

Written 
Procedures 
for 
Arbitrage 
Rebate 
Compliance



Questions?


