
Sale of Assets Financed with Tax-Exempt Bonds by State and Local

Governments and 501(c)(3) Organizations

 
Tax Exempt Bonds (“TEB”) focuses on providing participants in the municipal bond industry with quality
service to assist issuers and conduit borrowers in understanding their tax responsibilities. TEB has initiated
an outreach and educational services program to increase understanding and compliance with tax law
applicable to tax-exempt bonds. As part of this service TEB is providing the following information with
respect to the sale of property financed by tax-exempt bonds. Governmental issuers and 501(c)(3)
organizations may use this information to establish practices to monitor tax compliance throughout the
period that their bonds are outstanding. This information is not intended to be cited as an authoritative
source. TEB recommends that issuers and 501(c)(3) organizations review this basic information concerning
remedial actions in consultation with their counsel.

 
For remedial action with respect to exempt facility bonds, see section 1.142-2 of the Income Tax Regulations
(the “Regulations”), and for build America bonds, see IRM 7.2.3.1.2.3.

 
Generally

 
To raise needed funds, state and local governments and 501(c)(3) organizations may plan to sell property
financed with tax-exempt bonds. The sale of such property could cause the bond issue to become taxable. A
timely remedial action, if necessary, will help ensure that the interest on the bond issue remains tax-exempt.

 
There are three basic remedial action options as generally described below:

Redemption or defeasance of nonqualified bonds
Alternative use of disposition proceeds
Alternative use of facility

Governmental Bonds Example
 

A governmental bond is one that is not a private activity bond. A bond is a private activity bond if both: (i)
more than 10% of the proceeds of a bond issue are used for a private business use (the private business use
test); and (ii) more than 10% of the debt service on the bonds is directly or indirectly secured by an interest
in property or payments with respect to property used for a private business use or derived from payments in
respect of property used for a private business use (the private security or payment test). The sale of bond-
financed property, a “deliberate action,” may cause the bond issue to meet both of these tests.

 
Private business use, generally, is use directly or indirectly in a trade or business carried on by any person
other than a governmental unit. The result of meeting both the private business use test and the private
security or payment test (together, the private business tests) is that the tax-exempt bond issue becomes a
taxable private activity bond.

 
An example of when governmental bonds are likely to meet the private business tests is the sale of a tax-

 



exempt bond financed facility to a corporation. The sale is a deliberate action because the sale was within the
issuer’s control. Depending on how much of the proceeds of the bond issue that the issuer used to construct
or acquire the facility and how long after the bonds are issued that the sale occurs, the private business use
test may be met since the purchaser is not a governmental entity. If the present value of the sales price is
greater than 10% of the present value of the debt service on the bonds, the private security or payment test is
met. If the revenues from the facility were pledged as security for the payment of debt service on the bonds
and are expected to be more than 10% of the present value of the debt service, the private security or
payment test is met (regardless of the sales price to the new purchaser). If the bond issue meets both the
private business use test and the private security or payment test, the bonds are taxable unless remedial
action is taken as described below.

 
Qualified 501(c)(3) Bonds Example

 
If the bonds financing the property are qualified 501(c)(3) bonds, the private business use test threshold of
10% is reduced to 5%. The 5% is further reduced by the percentage of proceeds of the bonds used to pay
costs of issuance. (Up to 2% of the proceeds may be used for costs of issuance.) Additionally, use of tax-
exempt bond financed property in an unrelated trade or business of any 501(c)(3) organization, as described
in section 513 of the Internal Revenue Code (the “Code”), is considered private business use and counts
toward the 5% limit.

 
An example of qualified 501(c)(3) bonds likely to meet the private business tests is the sale of tax-exempt
bond financed land to a taxable corporation. The sale is a deliberate action because the sale was within the
issuer’s (or 501(c)(3) borrower’s) control. Depending on how much of the proceeds of the bond issue that
the issuer or 501(c)(3) borrower used to construct or acquire the facility and how long after the bonds are
issued that the sale occurs, the private business use test may be met since the purchaser is not a
governmental entity or a 501(c)(3) organization. If the parcel of land sold was pledged as security for the
payment of debt service on the bonds, the private security or payment test is met if the sales price is more
than 5% of the present value of the debt service on the bonds. If the revenues from the facility were pledged
as security for the payment of debt service on the bonds and are expected to be more than 5% of the present
value of the debt service, the private security or payment test is met (regardless of the sales price to the new
purchaser). If the bond issue meets both the private business use test and the private security or payment test,
the bonds are taxable unless remedial action is taken as described below.

 
A qualified 501(c)(3) bond is one where, among other requirements, the tax-exempt bond financed property
is owned by a 501(c)(3) organization or a governmental unit. An example of qualified 501(c)(3) bonds
failing to meet this requirement is the sale of the tax-exempt bond financed land to a taxable corporation.
Accordingly, the bonds are taxable unless remedial action is taken as described below.

 
Remedial Action under the Treasury Regulations

The Regulations permit an issuer to take remedial action to preclude the sale of tax-exempt bond financed
assets from causing the bonds to become taxable bonds. There are five basic conditions that an issuer must
meet to qualify to take a remedial action. The conditions are:

The issuer must have reasonably expected on the issue date that the bonds would not meet either the
applicable private business tests (including the ownership test for qualified 501(c)(3) bonds) or the
private loan financing test for the entire term of the bonds.
The term of the bonds must not be longer than reasonably necessary for the qualified purposes of the
issue (as a guideline, the term is not greater than 120% of the average reasonably expected economic
life of the financed property).
Generally, the terms of a sale must be a bona fide and arm’s-length arrangement for fair market value.
Disposition proceeds must be treated as gross proceeds for arbitrage and rebate purposes. Disposition
proceeds are any amounts, including property, derived from the sale, exchange or other disposition of
the tax-exempt bond financed property.



Except for a remedial action involving the redemption or defeasance of nonqualified bonds, the
proceeds must have been spent on a qualified purpose before the date of the deliberate action, that is,
the sale of the bond-financed assets.

 
Redemption or Defeasance of Nonqualified Bonds

 
Generally, in the case of a sale of bond-financed property, the nonqualified bonds are the portion of the
outstanding bonds equal to the percentage of the proceeds of the bond issue that financed that property. For
example, if 50% of the proceeds of a bond issue financed the sold property, the nonqualified bonds equal
50% of the outstanding bonds of the issue at the time of the sale.

 
The first type of remedial action available is the redemption or defeasance of all of the nonqualified bonds
within 90 days of the deliberate action. (Generally, proceeds of another issue of tax-exempt bonds may not
be used for this redemption.) If the disposition proceeds are all cash, the issuer need not redeem or defease
all of the nonqualified bonds, but must use all of the disposition proceeds to redeem a pro rata portion of
nonqualified bonds. The redemption must be on the earliest call date after the deliberate action, or if the
earliest call date is more than 90 days after the deliberate action, the issuer must establish a defeasance
escrow within 90 days of the deliberate action. Defeasance is only permitted as a remedial action if the first
call date is no more than 10 ½ years from the issue date of the bonds. The issuer must provide written notice
to the Commissioner of the escrow within 90 days of its establishment.

 
Alternative Use of Disposition Proceeds

 
The second type of remedial action, available when the seller receives only cash, allows the issuer to spend
the disposition proceeds within two years of the date of the sale for an alternative qualifying use. The issuer
must treat the disposition proceeds as proceeds of the bonds, and must not take any action after the date of
the sale to cause either the applicable private business use tests or the private loan financing test to be met.
(If the bonds are qualified 501(c)(3) bonds, the disposition proceeds must be used for a qualified purpose
under section 145 of the Code.) If the issuer does not expect the full amount of the disposition proceeds to be
spent for a qualifying purpose within the two year period, it must use the balance of disposition proceeds to
redeem (or defease) nonqualified bonds as allowed for the first type of remedial action described above.

 
Note: If the proceeds of a governmental bond issue are to be subsequently used by a 501(c)(3) organization,
remediation by spending the disposition proceeds for an alternate use requires that the nonqualified bonds
satisfy all the requirements for qualified 501(c)(3) bonds beginning on the date of the sale.

 
Alternative Use of Facility

 
The third type of remedial action available to the issuer is when the tax-exempt financed facility will be used
after the sale for a purpose that is a qualifying purpose for another type of tax-exempt bonds (provided that
the purchaser of the facility does not use tax-exempt bond proceeds for its purchase). The nonqualified bonds
must satisfy all the requirements for the alternate type of tax-exempt bonds beginning on the date of the sale.
The issuer must either apply any disposition proceeds resulting from the sale to pay the debt service on the
bonds on the next available payment date or deposit the proceeds into an escrow within 90 days of their
receipt. If the issuer must establish an escrow, the investment yield on the disposition proceeds must be
restricted to the yield on the bonds and the escrow used to pay debt service on the next available payment
date.

 
Allocation of Disposition Proceeds

 
For all three remedial actions, if the property was financed by different sources, the issuer must first allocate
disposition proceeds to the outstanding bonds in proportion to the principal amounts of the outstanding
bonds. If the disposition proceeds are not greater than the principal amount of outstanding bonds allocated to
the sold property, the proceeds must first be allocated to the outstanding bonds before allocating to bonds no



longer outstanding or to sources not derived from borrowing (such as revenues of the issuer).

 

Remedial Actions-Examples
 

The following examples assume that the above-described five conditions for remedial action are satisfied.

Also, in these examples, no bond proceeds were used for costs of issuance or to fund a reserve fund.

Example 1. - Disposition proceeds are less than the principal amount of the outstanding bonds
allocated to the sold property.

 
Issuer issues $10 million of bonds to finance the construction of a community center. Issuer later sells the

center for $5 million, its fair market value. At this time, all $10 million of the bonds are still outstanding.

The issuer may choose to remediate by using all $5 million of disposition proceeds to redeem within 90 days

or establish a defeasance escrow for a pro rata portion of the $10 million of nonqualified bonds. The

remaining outstanding $5 million of bonds would not be private activity bonds because the issuer has

remediated as required by the Regulations.

 

Or, the issuer could remediate by using the alternative use of disposition proceeds option. Under this option,

the issuer must apply the total amount of disposition proceeds, $5 million, to a qualifying alternative use

within two years (or use a combination of the alternative use of disposition proceeds and redemption or

defeasance options).

 

The disposition proceeds are considered gross proceeds of the bonds and as such are subject to the applicable

yield restriction and arbitrage rebate rules pending their use as described above.

 

Example 2.- Disposition proceeds are greater than the principal amount of the outstanding bonds
allocated to the sold property.

 
Issuer issues $10 million of bonds to finance a school and land. Issuer subsequently sells a portion of the

land for $3 million. At this time, all $10 million of the bonds are still outstanding. The principal amount of

outstanding bonds allocated to the sold property is $2 million. If the issuer chooses to remediate by

redeeming bonds, it must redeem $2 million of outstanding bonds leaving the issuer with $1 million of gross

proceeds.

 

Or, the issuer could remediate by using the alternative use of disposition proceeds option. If so, the Issuer

must apply the total amount of the disposition proceeds, $3 million, to a qualifying use within two years (or

use a combination of the alternative use of disposition proceeds and redemption or defeasance options).

 

The disposition proceeds are considered gross proceeds of the bonds and as such are subject to the applicable

yield restriction and arbitrage rebate rules pending their use as described above.

 

Example 3. - Disposition proceeds are greater than the principal amount of the outstanding bonds
allocated to the sold property and the conduit borrower finances the project in part with tax-exempt
bond proceeds and in part with an equity contribution.

 
A 501(c)(3) conduit borrower contributed $4 million of cash from its revenues and used $6 million of tax-

exempt bonds to finance a $10 million acquisition of a continuing care facility. Subsequently, the conduit

borrower sells the facility for $12 million. At this time, all $6 million of the bonds are still outstanding. Thus

the issuer has $6 million of nonqualified bonds. The issuer may remediate by either redeeming all of the $6

million nonqualified bonds or by requiring the conduit borrower to use $12 million of disposition proceeds

for an alternative use within two years (provided all requirements of qualified 501(c)(3) bonds are met).

 

Of the $12 million of disposition proceeds, $6 million are considered gross proceeds of the bonds and as



such are subject to the applicable yield restriction and arbitrage rebate rules pending their use as described
above.

 
Gross Proceeds - Example 2 versus Example 3

 
When the tax-exempt bond financed property is sold for an amount in excess of the principal amount of the
outstanding bonds allocated to that property, a different result occurs with respect to that excess amount
depending on whether all the bonds of the issue have been redeemed. In Example 3, where the issuer
redeemed all of the outstanding bonds, the remaining disposition proceeds are not gross proceeds of the
bonds and, therefore, are no longer subject to the federal tax restrictions. This is because the amount of gross
proceeds cannot exceed the amount of the outstanding bonds of the issue. Whereas in Example 2, although
the issuer has redeemed the nonqualified bonds, the issuer still has bonds of the issue outstanding and thus
the additional disposition proceeds are gross proceeds of the bonds and subject to the applicable yield
restriction and arbitrage rebate rules pending their use.

 
Correction of Violations Using TEB Voluntary Closing Agreement Program (VCAP)

 
If an issuer or conduit borrower discovers that it has sold bond financed assets causing the applicable private
business tests to be met but is ineligible to self-correct through a remedial action provision, TEB encourages
the issuer to take advantage of its Voluntary Closing Agreement Program (TEB VCAP) to resolve federal tax
violations relating to bonds as described in Notice 2008-31 and IRM section 7.2.3.
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