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INCENTIVES TO PROMOTE REGIONAL GROWTH 

MODIFY AND PERMANENTLY EXTEND THE NEW MARKETS TAX CREDIT 
(NMTC) 
 
Current Law 
 
The NMTC is a 39-percent credit for qualified equity investments (QEIs) made to acquire stock 
in a corporation, or a capital interest in a partnership, that is a qualified community development 
entity (CDE) and is held for a period of seven years.  The allowable credit amount for any given 
year is the applicable percentage (five percent for the year the equity interest is purchased from 
the CDE and for each of the two subsequent years, and six percent for each of the following four 
years) of the amount paid to the CDE for the investment at its original issue.  The NMTC is 
available for a taxable year to the taxpayer who holds the QEI on the date of the initial 
investment or on the respective anniversary date that occurs during the taxable year.  The credit 
is recaptured if at any time during the seven-year period that begins on the date of the original 
issue of the investment the entity ceases to be a qualified CDE, the proceeds of the investment 
cease to be used as required, or the equity investment is redeemed. 
 
Under current law, the NMTC can be used to offset regular Federal income tax liability but 
cannot be used to offset alternative minimum tax (AMT) liability. 
 
The NMTC expired on December 31, 2014. 
 
Reasons for Change 
 
Permanent extension of the NMTC would allow CDEs to continue to generate investments in 
low-income communities.  This would also create greater certainty for investment planning 
purposes.   
 
Proposal 
 
The proposal would extend the NMTC permanently, with an allocation amount of $5 billion for 
each year.  The proposal also would permit NMTC amounts resulting from QEIs made after 
December 31, 2014, to offset AMT liability. 
 
The proposal would be effective upon enactment. 
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REFORM AND EXPAND THE LOW-INCOME HOUSING TAX CREDIT (LIHTC) 
 
Current Law 
 
If a taxpayer owns rent-restricted rental housing that is occupied by tenants having incomes 
below specified levels, the taxpayer may claim LIHTCs over a 10-year period.  The credits 
earned each year generally depend on three factors—the portion of the building devoted to low-
income units, the investment in the building, and a credit rate (called the “applicable 
percentage”). 
 
Computation of the credit amount   
 
For a building to qualify for LIHTCs, a minimum portion of the units in the building must be 
rentrestricted and occupied by low-income tenants.  Under section 42(g)(1) of the Code, the 
taxpayer makes an irrevocable election between two criteria.  Either: 
 

1. At least 20 percent of the units must be rent-restricted and occupied by tenants with 
income at or below 50 percent of area median income (AMI); or 

2. At least 40 percent of the units must be rent-restricted and occupied by tenants with 
incomes at or below 60 percent of AMI. 

 
In all cases, qualifying income standards are adjusted for family size.  Maximum allowable rents 
are restricted to 30 percent of the elected income standard, adjusted for the number of bedrooms 
in the unit.  
 
The amount of the investment used in the credit calculation (the “qualified basis”) is the product 
of the portion of the building attributable to low-income units times the building’s “eligible 
basis” (generally, depreciable basis at the end of the first taxable year in the credit period).  In 
some cases, however, to enhance the economic feasibility of a project, the Code increases 
eligible basis by 30 percent (thus increasing the owner’s LIHTCs by 30 percent) (a “basis 
boost”).  
 
For example, a basis boost applies to buildings in Qualified Census Tracts (QCTs).  A QCT is a 
census tract that is characterized by a specified poverty rate or by a specified concentration of 
low-income residents and that is designated as a QCT by the Department of Housing and Urban 
Development (HUD).  These designations, however, may not be made for a combination of 
census tracts in a metropolitan statistical area (MSA) if the aggregate population of the 
combination of tracts exceeds 20 percent of population of the MSA. 
 
There are two applicable percentages, referred to as the 70-percent present value credit rate and 
the 30-percent present value credit rate.  Each month, the IRS announces these rates.  The stated 
goal is rates such that the 10 annual installments of the credit have a present value of 70 percent 
(or 30 percent) of the total qualified basis of the property.  The Code prescribes a risk-free 
discount factor and other computational assumptions that the IRS must use in setting the rates. 
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The Housing and Economic Recovery Act of 2008 provided a temporary minimum applicable 
percentage of nine percent for the 70-percent present value credit rate for buildings placed in 
service after July 30, 2008, and before December 31, 2013.  The American Taxpayer Relief Act 
of 2012 extended the nine-percent rate to apply to credit allocations made before January 1, 
2014.  The Tax Increase Prevention Act of 2014 extended this minimum applicable percentage to 
allocations made before January 1, 2015. 
 
Additional prerequisites for earning LIHTCs 
  
Credits are not available unless occupancy is available to the general public.  Section 42(g)(9), 
however, clarifies that a project does not fail to meet this general public use requirement solely 
because of occupancy restrictions or preferences that favor tenants with special needs, tenants 
who are members of a specified group under certain Federal or State programs, or tenants who 
are involved in artistic or literary activities. 
 
To ensure that low-income buildings remain low-income buildings for decades, no LIHTCs are 
allowed with respect to any building for any taxable year unless an extended low-income 
housing commitment (Long-Term-Use Agreement, or Agreement) is in effect as of the end of the 
year.  A Long-Term-Use Agreement is a contract between the owner of the property and the 
applicable State housing credit agency (Agency).  The Agreement must run with the land to bind 
future owners of the property for three decades or more, and certain provisions of the Agreement 
must be enforceable in State court not only by the Agency but also by any past, present, or future 
income-qualified tenant.  In addition to requiring that certain minimum portions of a building be 
low-income units, the Long-Term-Use Agreement must mandate certain conduct in the 
management of the building, including prohibiting the refusal to lease because the prospective 
tenant is a holder of a voucher or certificate of eligibility under section 8 of the United States 
Housing Act of 1937 and prohibiting eviction (other than for good cause) of any existing tenant 
in a low-income unit. 
 
The allocation process   
 
Every year, the Code provides each State with a limited number of LIHTCs that the State may 
allocate among proposed projects that are designed to earn LIHTCs.  In general, regardless of 
how large a building’s qualified basis may be, the LIHTCs that the owner may earn from the 
building are limited by the amount that the State has allocated.  Each State (including any 
Agencies) must adopt a qualified allocation plan (QAP) to guide the allocation.  
 
A QAP must give preference to projects serving the lowest income tenants, to projects obligated 
to serve qualified tenants for the longest periods, and to projects which are located in QCTs and 
the development of which contributes to a concerted community revitalization plan.  In addition, 
the Code prescribes ten selection criteria that every QAP must include—project location, 
housing needs characteristics, project characteristics (including whether the project includes the 
use of existing housing as part of a community revitalization plan), sponsor characteristics, 
tenant populations with special housing needs, public housing waiting lists, tenant populations of 
individuals with children, projects intended for eventual tenant ownership, the energy efficiency 
of the project, and the historic nature of the project.  A QAP must also provide a procedure that 
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the Agency (or its agent) will follow in monitoring for noncompliance with the rules for LIHTC 
eligibility and in notifying the IRS of any noncompliance of which the Agency has become 
aware. 
 
Private activity bonds   
 
In general, gross income does not include interest on any State or local bond if the bond is a 
qualified private activity bond (PAB).  One of the requirements to be a qualified PAB is that the 
bond generally needs to be part of an issue whose face amount, together with the face amount of 
other PABs issued by the issuing authority in the calendar year, does not exceed the maximum 
amount of PABs that the authority may issue for the year (referred to as the “PAB volume cap”).  
Every year, the Code allows each State a limited amount of PAB volume cap. 
 
In addition to earning LIHTCs as a result of receiving a State allocation of LIHTCs, a building 
owner can generate LIHTCs by financing the building with qualified PABs.  Without any State 
allocation, LIHTCs may be earned on the full qualified basis of a building if the qualified PABs 
finance at least half of the aggregate basis of the building and the land.  In the case of these 
bond-derived credits, however, the credit rate is the 30-percent present value credit rate, not the 
70-percent present value credit rate (or, when applicable, at the 9-percent minimum rate), which 
generally applies to State-allocated credits.  Bond-derived credits do not reduce the State’s 
remaining allocable LIHTCs. 
 
Protection against domestic abuse   
 
LIHTCs support the construction and preservation of a large portion of the nation’s affordable 
housing for people of limited means.  LIHTCs differ, however, from Federal housing programs 
in its combination of the following attributes:  the housing itself is owned and managed by 
private-sector persons, these persons are answerable in the first instance to State authorities 
(which are responsible for monitoring compliance with Federal requirements), and the Federal 
role (undertaken by the IRS) is to determine whether the owners are entitled to tax credits. 
 
Section 601 of the Violence Against Women Reauthorization Act of 2013 provides that 
applicants or tenants of certain federally assisted housing may not be denied admission to, denied 
assistance under, terminated from participation in, or evicted from, the housing on the basis that 
the applicant or tenant is or has been a victim of domestic violence, dating violence, sexual 
assault, or stalking (collectively, “domestic abuse”).  In appropriate cases, a lease may be 
bifurcated to evict or otherwise remove the perpetrator of criminal domestic abuse and yet to 
avoid penalizing a victim of that abuse who is a lawful occupant.  That section applies these 
duties to “the low income housing tax credit program under section 42 of the Internal Revenue 
Code of 1986.”   
 
Reasons for Change 
 
Agencies in charge of allocating LIHTCs are often confronted with a larger number of deserving 
projects than they can support.  Some of these buildings can be built only with higher credit rate 
LIHTCs.  Increasing the volume of higher rate credits would allow the development of some 
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projects for which the current supply is insufficient.  In addition, some developers obtain 
LIHTCs by financing their buildings with PABs even though they have access to more preferred 
financing options.  The resulting transaction costs consume resources that might otherwise 
provide affordable housing.  

 
In practice, the income criteria often produce buildings that serve a narrow income band of 
tenants—those just below the eligible income threshold.  Without incentives to create mixed-
income housing, LIHTC-supported buildings may not serve those most in need.  In addition, the 
inflexibility of the income criteria makes it difficult for LIHTC to support acquisition of partially 
or fully occupied properties for preservation or repurposing. 

 
The current discounting formula does not function well when interest rates are particularly high 
or low.  When interest rates are very low, States may be unable to address their highest 
affordable-housing priorities, which often require high levels of LIHTC subsidy.  The recent 
reductions in the Federal and State resources that might have filled financing gaps exacerbate the 
difficulty posed by the too-low discount rate.  The temporary nine-percent floor was a response 
to these challenges.  In high-interest-rate environments, the need for LIHTCs is especially acute.  
Rising interest rates increase the gap between an owner’s expenditures and the restricted rents 
that the LIHTC statute allows the owner to collect. 

 
Preservation and rehabilitation of existing affordable housing is often a more efficient way of 
supplying affordable housing than is new construction.  In addition, public resources may have 
already been expended in the development of existing affordable housing.  Thus, preservation of 
federally assisted affordable housing should be encouraged. 

 
Because of the population cap on census tracts in an MSA that may be designated as QCTs, 
some tracts with qualifying levels of poverty or low income residents may be kept from QCT 
status by the presence of similarly distressed areas in the same MSA.  Nearby poverty should not 
bar an otherwise-eligible poor census tract from qualifying for increased subsidies. 

 
Although the Violence Against Women Reauthorization Act of 2013 provides that no building 
that has produced LIHTCs for its owner should fail to provide reasonable protections for victims 
of domestic abuse, it does not amend the Code, nor does it contain any provision for enforcing 
those protections in LIHTC buildings.   
 
Proposal 
 
Allow conversion of private activity bond volume cap into LIHTCs 
 
The proposal would provide two ways in which PAB volume cap could be converted into 
LIHTCs. 
 
First, States would be authorized to convert PAB volume cap to be received for a calendar year 
into LIHTC allocation authorization applicable to the same year.  The conversion ratio would be 
reset each calendar year to respond to changing interest rates.  In addition, each State would be 
subject to an annual maximum amount of PAB volume cap that can be converted. 
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For each $1,000 of PAB volume cap surrendered, the State would receive additional allocable 
LIHTCs for the calendar year equal to: $1000 × twice the applicable percentage that applies for 
PAB-financed buildings and that is determined under section 42(b)(1)(B)(ii) for December of the 
preceding calendar year. 
 
The aggregate amount of PAB volume cap that each State may convert with respect to a calendar 
year is 18 percent of the PAB volume cap that the State receives for that year under section 
146(d)(1). 
 
The proposal would be effective with respect to PAB volume cap to be received in, and 
additional LIHTC allocation authority received for, calendar years beginning after the date of 
enactment. 
 
Second, instead of obtaining the lower-rate credits by financing at least 50 percent of a building 
with PABs, a taxpayer could obtain these credits by satisfying the following requirements: (1) 
there is an allocation of PAB volume cap in an amount not less than the amount of bonds that 
would be necessary to qualify for LIHTCs and (2) the volume cap so allocated reduces the 
State’s remaining volume cap as if tax-exempt bonds had been issued. 
 
The proposal would be effective for projects that are allocated volume cap after the date of 
enactment. 
 
Encourage mixed income occupancy by allowing LIHTC-supported projects to elect a criterion 
employing a restriction on average income 
 
The proposal would add a third criterion to the two section 42(g)(1) criteria that are described 
above.  When a taxpayer elects this third criterion, at least 40 percent of the units in the project 
would have to be occupied by tenants with incomes that average no more than 60 percent of 
AMI.  No rent-restricted unit, however, could be occupied by a tenant with income over 
80 percent of AMI; and, for purposes of computing the average, any unit with an income limit 
that is less than 20 percent of AMI would be treated as having a 20-percent limit.  Maximum 
allowable rents would be determined according to the income limit of the unit.  A project would 
satisfy the third criterion only if the average income of the units is no more than 60 percent of 
AMI both (1) calculated with all low-income units weighted equally; and (2) calculated with 
each low-income unit weighted according to imputed LIHTC occupancy rules, i.e., 1.5 occupants 
per bedroom and one occupant for zero-bedroom units).   
 
For example, suppose that a project has 70 identical rent-restricted units—10 units with income 
limits of 20 percent of AMI, 10 with limits of 40 percent of AMI, 20 with limits of 60 percent of 
AMI, and 30 with limits of 80 percent of AMI.  This would satisfy the new criterion because 
none of the limits exceeds 80 percent of AMI and the average does not exceed 60 percent of 
AMI.  (10×20 + 10×40 + 20×60 + 30×80 = 4200, and 4200/70 = 60.)  (Because all of the units 
are identical, when the average is calculated weighting each unit by its imputed occupancy, the 
weighted average is also 60.) 
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A special rule would apply to rehabilitation projects that contain units that receive ongoing 
subsidies (e.g., rental assistance, operating subsidies, and interest subsidies) administered by 
HUD or the Department of Agriculture.  If a tenant, when admitted to such a property, had an 
income not more than 60 percent of the then-applicable AMI and if, when the tenant’s income is 
measured for purposes of LIHTC qualification, the tenant’s income is greater than 60 percent of 
the now-applicable AMI but not more than 80 percent of AMI (this fraction is called the “Credit-
Year-1 AMI Percentage”), then, the taxpayer may make an election that would allow the tenant 
to remain in residence without impairing the building’s LIHTCs.  In particular, the election 
would have the following consequences: (1) the average-income calculations would be made 
without taking that tenant’s unit into account; (2) the requirement in the next-available-unit rule, 
see section 42(g)(2)(D)(ii), would apply; and (3) the tenant’s unit would be treated as rent-
restricted if the gross rent collected from the unit does not exceed 30 percent of the Credit-Year-
1 AMI Percentage multiplied by the current AMI. 
 
When the tenant moves out, if the unit is to continue to be rent-restricted, the income restriction 
on the unit would revert to 60 percent of AMI (or whatever other level the taxpayer determines, 
consistent with the criterion that was elected under section 42(g)(1)). 
 
The proposal would be effective for elections under section 42(g)(1) that are made after the date 
of enactment. 
 
Change formulas for 70 percent PV and 30 percent PV LIHTCs 
 
The proposal would not extend the nine-percent temporary minimum applicable percentage, 
which expired at the end of 2014, but it would increase the discount rate used in the present 
value calculation for the credit rates used for allocated LIHTCs.  The change would apply to both 
the 70-percent present value applicable percentage and to the 30-percent present value applicable 
percentage, but only with respect to allocated LIHTCs.  The new discount rate would better 
reflect private-market discount rates.  Under the proposal, the discount rate to be used would be 
the average of the mid-term and long-term applicable Federal rates for the relevant month, plus 
200 basis points.  (The 30-percent present value applicable percentage for LIHTCs that result 
from tax-exempt bond financing would continue to be computed under current law.) 
 
The proposal would be effective for buildings that receive allocations on or after the date of 
enactment. 
 
Add preservation of federally assisted affordable housing to allocation criteria 
 
The proposal would add preservation of federally assisted affordable housing as an eleventh 
selection criterion that QAPs must include. 
 
The proposal would be effective for allocations made in calendar years beginning after the date 
of enactment. 
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Remove the QCT population cap 
 
The proposal would allow HUD to designate as a QCT any census tract that meets the current 
statutory criteria of a poverty rate of at least 25 percent or 50 percent or more of households with 
an income less than 60 percent of AMI.  That is, the proposal would remove the current limit 
under which the aggregate population in census tracts designated as QCTs cannot exceed 20 
percent of the metropolitan area's population.   
 
This change would apply to buildings that receive allocations of LIHTCs or volume cap after the 
date of enactment. 
 
Implement requirement that LIHTC-supported housing protect victims of domestic abuse 
 
Protections for victims of domestic abuse would be required in all Long-Term-Use Agreements.  
These provisions would apply to both the low-income and the market-rate units in the building.  
For example, once such an Agreement applies to a building, the owner could not refuse to rent 
any unit in the building to a person because that person had experienced domestic abuse.  
Moreover, such an experience of domestic abuse would not be good cause for terminating a 
tenant’s occupancy.  Under the Agreement, an owner could bifurcate a lease so that the owner 
could simultaneously (1) remove or evict a tenant or lawful occupant who engaged in criminal 
activity directly relating to domestic abuse and (2) avoid evicting, terminating, or otherwise 
penalizing a tenant or lawful occupant who is a victim of that criminal activity.  The proposal 
would clarify that such a continuing occupant of a low-income unit could become a tenant and 
would not have to be tested for low-income status as if the continuing occupant were a new 
tenant. 
 
Any prospective, present, or former occupant of the building could enforce these provisions of an 
Agreement in any State court, whether or not that occupant meets the income limitations 
applicable to the building. 
 
In addition, the proposal would clarify that occupancy restrictions or preferences that favor 
persons who have experienced domestic abuse would qualify for the “special needs” exception to 
the general public use requirement. 
 
The proposed requirements for Long-Term-Use Agreements would be effective for Agreements 
that are either first executed, or subsequently modified, 30 days or more after enactment.  The 
proposed clarification of the general public use requirement would be effective for taxable years 
ending after the date of enactment. 
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INCENTIVES FOR INVESTMENT IN INFRASTRUCTURE 

PROVIDE AMERICA FAST FORWARD BONDS AND EXPAND ELIGIBLE USES 
 
Current Law 
 
Build America Bonds are a lower-cost borrowing tool for State and local governments that were 
enacted as part of the American Recovery and Reinvestment Act of 2009 (ARRA).  Traditional 
tax-exempt bonds provide for lower borrowing costs for State and local governments indirectly 
through a Federal tax exemption to investors for the interest income received on the bonds.  By 
comparison, Build America Bonds are taxable bonds issued by State and local governments in 
which the Federal Government makes direct payments to State and local governmental issuers 
(called “refundable tax credits”) to subsidize a portion of their borrowing costs in an amount 
equal to 35 percent of the coupon interest on the bonds.  Issuance of Build America Bonds was 
limited to original financing for public capital projects for which issuers otherwise could use tax-
exempt “governmental bonds” (as contrasted with “private activity bonds,” which benefit private 
entities).  ARRA authorized the issuance of Build America Bonds in 2009 and 2010 without 
volume limitation, and the authority to issue these bonds expired at the end of 2010.  Issuers 
could choose in 2009 and 2010 to issue Build America Bonds or traditional tax-exempt bonds. 
 
Tax-exempt bonds have broader program parameters than Build America Bonds.  In addition to 
using the bonds for original financing for public capital projects like Build America Bonds, tax-
exempt bonds may generally be used for:  (1) “current refundings” to refinance prior 
governmental bonds for interest cost savings where the prior bonds are repaid promptly within 
90 days of issuance of the refunding bonds; (2) short-term “working capital” financings for 
governmental operating expenses for seasonal cash flow deficits; (3) financing for section 
501(c)(3) nonprofit entities, such as nonprofit hospitals and universities; and (4) qualified private 
activity bond financing for specified private projects and programs (including, for example, mass 
commuting facilities, solid waste disposal facilities, low-income residential rental housing 
projects, and single-family housing for low- and moderate-income homebuyers, among others), 
which are subject to annual State bond volume caps with certain exceptions.   
 
Reasons for Change 
 
The Build America Bond program was quite successful and expanded the market for State and 
local governmental debt.  From April 2009 through December 2010, approximately $185 billion 
in Build America Bonds were issued in 2,899 transactions in all 50 States, the District of 
Columbia, and two territories.  During 2009 and 2010, Build America Bonds gained one-third of 
the market of the total dollar supply of State and local new, long-term governmental debt.   
 
This program taps into a broader market for investors without regard to tax liability (e.g., pension 
funds may be investors in Build America Bonds, though they typically do not invest in tax-
exempt bonds).  By comparison, traditional tax-exempt bonds have a narrower class of investors, 
which generally consist of retail investors (individuals and mutual funds hold over 70 percent of 
tax-exempt bonds).   
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The Build America Bond program delivers an efficient Federal subsidy directly to State and local 
governments (rather than through third-party investors).  By comparison, tax-exempt bonds can 
be viewed as inefficient in that the Federal revenue cost of the tax exemption is often greater 
than the benefits to State and local governments achieved through lower borrowing costs.  The 
Build America Bond program also has a potentially more streamlined tax compliance framework 
focusing directly on governmental issuers who benefit from the subsidy, as compared with tax-
exempt bonds and tax credit bonds, which involve investors as tax intermediaries.  The Build 
America Bond program also relieved supply pressures in the tax-exempt bond market and helped 
to reduce interest rates in that market.   
 
Pursuant to the requirements of the Balanced Budget and Emergency Deficit Control Act of 
1985, as amended, refund payments to State and local government issuers claiming refundable 
tax credits for their Build America Bonds currently are being reduced by a sequestration rate.  
For refund payments processed by the IRS on or after October 1, 2014 and on or before 
September 30, 2015, the refundable tax credit payments to issuers are reduced by the fiscal year 
2015 sequestration rate of 7.3 percent.  Market participants have argued that current 
sequestration cuts to refundable tax credit payments for Build America Bonds has reduced 
investor interest in purchasing these types of taxable bonds.   
 
America Fast Forward Bonds would build upon the successful example of the Build America 
Bond program by providing a new bond program with broader uses that will attract new sources 
of capital for infrastructure investment (e.g., pension funds may be investors in America Fast 
Forward Bonds, though they typically do not invest in tax-exempt bonds).  In order to alleviate 
concerns about future sequestration cuts, refundable tax credit payments to issuers of America 
Fast Forward Bonds, should be protected from sequestration.   
 
Proposal 
 
Provide America Fast Forward Bonds and expand eligible uses  
  
The proposal would create a new, permanent America Fast Forward Bond program that would be 
an optional alternative to traditional tax-exempt bonds.  Like Build America Bonds, America 
Fast Forward Bonds would be taxable bonds issued by State and local governments in which the 
Federal Government makes direct payments to State and local governmental issuers (through 
refundable tax credits).  For the permanent America Fast Forward Bond program, the 
Department of the Treasury would make direct payments to State and local governmental issuers 
in an amount equal to 28 percent of the coupon interest on the bonds.  The 28-percent Federal 
subsidy level is intended to be approximately revenue neutral relative to the estimated future 
Federal tax expenditures for tax-exempt bonds.  The America Fast Forward program should 
facilitate greater efficiency, a broader investor base, and lower costs for State and local 
governmental debt.   
 
Eligible uses for America Fast Forward Bonds would include:  (1) original financing for 
governmental capital projects, as under the authorization of Build America Bonds; (2) current 
refundings of prior public capital project financings for interest cost savings where the prior 
bonds are repaid promptly within 90 days of issuance of the current refunding bonds; (3) short-
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term governmental working capital financings for governmental operating expenses (such as tax 
and revenue anticipation borrowings for seasonal cash flow deficits), subject to a 13-month 
maturity limitation; and (4) financing for section 501(c)(3) nonprofit entities. 
 
The proposal also recommends precluding direct payments to State and local government issuers 
under the permanent America Fast Forward Bond program from being subject to sequestration.  
For purposes of this proposal, the term “sequestration” means any reduction in direct spending 
pursuant to the Balanced Budget and Emergency Deficit Control Act of 1985, as amended, the 
Statutory-Pay-As-You-Go Act of 2010, as amended or the Budget Control Act of 2011, as 
amended. 
 
Allow eligible use of America Fast Forward Bonds to include financing all qualified private 
activity bond program categories   
 
In addition to including financing for section 501(c)(3) nonprofit entities, eligible uses also 
include financing for the types of projects and programs that can be financed with qualified 
private activity bonds, subject to the applicable State bond volume caps for the qualified private 
activity bond category.  Further, eligible uses would include financing for projects that can be 
financed with the new type of qualified private activity bond known as “Qualified Public 
Infrastructure Bonds” that is included in the Budget. 
 
The proposal would be effective for bonds issued on or after January 1, 2016. 
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ALLOW CURRENT REFUNDINGS OF STATE AND LOCAL GOVERNMENTAL 
BONDS 
 
Current Law 
 
The Code provides Federal tax subsidies for lower borrowing costs on debt obligations issued by 
States and local governments and political subdivisions thereof (“State and local bonds”).  The 
Code delivers Federal borrowing subsidies to State and local governments in different ways.  
Section 103 provides generally for the issuance of tax-exempt bonds for eligible governmental 
purposes at lower borrowing costs based on the excludability of the interest paid on the bonds 
from the gross income of the owners of the bonds.  Other State or local bond provisions provide 
Federal borrowing subsidies to State and local governments through direct subsidy payments 
(called “refundable tax credits”) to State and local governmental issuers, tax credits to investors 
in certain tax credit bonds to replace specified portions of the interest on those bonds, and other 
collateral tax advantages to State and local bonds. 
 
From time to time, for reasons associated with Federal cost considerations and other targeting 
objectives, various State and local bond provisions have had bond volume caps, time deadlines 
for bond issuance, or transitional provisions for program restrictions.  For example, section 
54AA enacted by the American Recovery and Reinvestment Act of 2009 authorized the issuance 
of taxable Build America Bonds in 2009 and 2010 for governmental capital projects and 
provided for direct borrowing subsidy payments to issuers for 35 percent of the borrowing costs.  
In addition, section 54A authorizes the issuance of certain Qualified Tax Credit Bonds for 
targeted public school and energy programs under specified bond volume caps and within certain 
time periods.  Other examples of targeted, temporary bond provisions include a $25 billion 
authorization for “Recovery Zone Bonds” in section 1400U1-3; a temporary exception to the 
alternative minimum tax preference for interest on tax-exempt private activity bonds under 
section 57(a)(5); and a temporary increase in the size of a small issuer exception (from $10 
million to $30 million) to the tax-exempt carrying cost disallowance rule for financial institutions 
in section 265(b). 
 
In the tax-exempt bond area, a “current refunding” or “current refunding issue” (under Treas.  
Reg. §1.150-1(d)(3)) refers to bonds used to refinance prior bonds in circumstances in which the 
prior bonds are redeemed or retired within 90 days after issuance of the current refunding bonds. 
 
Reasons for Change 
 
Tax policy favors current refundings of State and local bonds within appropriate size and 
maturity parameters because these current refundings generally reduce both:  (1) borrowing costs 
for State and local governmental issuers; and (2) Federal revenue costs or tax expenditure costs 
of Federal subsidies for borrowing costs on State and local bonds.  The primary reason that 
States and local governments engage in current refunding transactions is to reduce interest costs.1 
                                                 
1 By comparison, an “advance refunding” refers to a refinancing in which the refunding bonds and the prior bonds 
may remain outstanding concurrently for more than 90 days.  Advance refundings involve duplicative Federal 
subsidy costs for the same financed project or purpose.  Section 149(d) restricts advance refundings.  
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The extent to which statutory provisions address current refundings has varied among different 
State and local bond program provisions.  Selected examples of provisions that address current 
refundings include the following: section 1313(a) of the Tax Reform Act of 1986 (general 
transition rule); section 147(b) (private activity bond volume cap); section 142(i)(9) (bond 
volume cap for qualified green buildings and sustainable design projects); section 142(m)(4) 
(bond volume cap for qualified highway or surface freight transfer projects); and section 
1394(f)(3)(C)(ii) (bond volume cap for new empowerment zone facility bonds).  By contrast, 
other State and local bond programs do not address current refundings expressly.  Selected 
examples of provisions that do not address current refundings expressly include Build America 
Bonds under section 54AA, Qualified Tax Credit Bonds under section 54A, and Recovery Zone 
Bonds under section 1400U1-3. 
 
In light of the disparate statutory treatment of current refundings and the lack of express 
consideration of current refundings in certain statutory provisions, a general statutory provision 
that sets forth parameters for allowable current refundings of State and local bonds would 
promote greater uniformity and tax certainty. 
 
Proposal 
 
The proposal would provide a general Code provision to authorize current refundings of State or 
local bonds upon satisfaction of the following requirements: 
 

1. The issue price of the current refunding bonds would be required to be no greater than the 
outstanding principal amount (generally meaning the outstanding stated principal amount, 
except as provided below) of the refunded bonds.  For bonds issued with more than a de 
minimis amount of original issue discount or premium, the adjusted issue price or 
accreted present value of the refunded bonds would be required to be used as the measure 
of this size limitation in lieu of the outstanding stated principal amount of the refunded 
bonds. 

 
2. The weighted average maturity of the current refunding bonds would be required to be no 

longer than the remaining weighted average maturity of the refunded bonds (determined 
in the manner provided in section 147(b)). 

 
This provision would apply generally to State and local bond programs or provisions that do not 
otherwise allow current refundings or expressly address the treatment of current refundings 
(including bonds for which bond volume caps or time deadlines applied to issuance of original 
bonds).  This provision would be inapplicable to State and local bond programs or provisions 
that otherwise allow or expressly address current refundings, such as traditional tax-exempt 
governmental bonds under section 103 for which current refundings generally are allowable 
without statutory bond maturity restrictions and qualified tax-exempt private activity bonds 
under section 141(e) for which current refundings generally are allowable within prescribed 
statutory bond maturity restrictions under section 147(b). 
 
The proposal would be effective as of the date of enactment.    
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REPEAL THE $150 MILLION NON-HOSPITAL BOND LIMITATION ON QUALIFIED 
SECTION 501(C)(3) BONDS 
 
Current Law 
 
Section 501(c)(3) bonds can be used to finance either capital expenditures or working capital 
expenditures of section 501(c)(3) organizations.  The Tax Reform Act of 1986 established a 
$150 million limit on the volume of outstanding, non-hospital, tax-exempt section 501(c)(3) 
bonds.  The limit was repealed in 1997 with respect to bonds issued after August 5, 1997, if at 
least 95 percent of the net proceeds were used to finance capital expenditures incurred after that 
date.  Thus, the limitation continues to apply to bonds more than five percent of the net proceeds 
of which finance or refinance (1) working capital expenditures, or (2) capital expenditures, 
incurred on or before August 5, 1997. 
 
Reasons for Change 
 
The $150 million limitation results in complexity and provides disparate treatment depending on 
the nature and timing of bond-financed expenditures.  Issuers must determine whether an issue 
consists of non-hospital bonds, and they must calculate the amount of non-hospital bonds that are 
allocable to a particular tax-exempt organization.  In addition, issuers must determine whether 
more than five percent of the net proceeds of each issue of non-hospital bonds finances working 
capital expenditures, or capital expenditures incurred on or before August 5, 1997, to determine 
whether the issue is subject to the limitation.  Repealing the limitation would enable nonprofit 
universities to utilize tax-exempt financing on a basis comparable to public universities.   
 
Proposal 
 
The $150 million limit on the volume of outstanding, non-hospital, tax-exempt bonds for the 
benefit of any one section 501(c)(3) organization would be repealed in its entirety, effective for 
bonds issued after the date of enactment. 
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INCREASE NATIONAL LIMITATION AMOUNT FOR QUALIFIED HIGHWAY OR 
SURFACE FREIGHT TRANSFER FACILITY BONDS 
 
Current Law 
 
Tax-exempt private activity bonds may be used to finance qualified highway or surface freight 
transfer facilities.  A qualified highway or surface freight transfer facility is (1) any surface 
transportation project, (2) any project for an international bridge or tunnel for which an 
international entity authorized under Federal or State law is responsible, or (3) any facility for the 
transfer of freight from truck to rail or rail to truck.  These projects must receive Federal 
assistance under Title 23 of the United States Code or, in the case of facilities for the transfer of 
freight from truck to rail or rail to truck, Federal assistance under either Title 23 or Title 49 of the 
United States Code.   
 
Tax-exempt bonds issued to finance qualified highway or surface freight transfer facilities are 
not subject to State volume limitations.  Instead, the Secretary of Transportation is authorized to 
allocate a total of $15 billion of issuance authority to qualified highway or surface freight 
transfer facilities in such manner as the Secretary determines appropriate.   
 
The proceeds of qualified highway or surface freight transfer facility bonds must be spent on 
qualified projects within five years from the date of issuance of such bonds.  Bond proceeds that 
remain unspent after five years must be used to redeem outstanding bonds.   
 
Reasons for Change 
 
Qualified highway or surface freight transfer facility bonds are a permitted category of tax-
exempt private activity bond that permit private involvement in qualified highway or surface 
transfer projects.  Increasing by $4 billion the issuance amount of these types of bonds is 
consistent with the Administration’s policy of supporting investment in highway and freight 
transfer projects, especially in light of the expansion of the Transportation Infrastructure Finance 
and Innovation Act as part of the recent Moving Ahead for Progress in the 21st Century Act’s 
surface transportation reauthorization.   
 
Proposal 
 
The proposal would increase the $15 billion aggregate amount permitted to be allocated by the 
Secretary of Transportation to $19 billion with the elimination of this category of bond and 
conversion to qualified public infrastructure bonds once these funds are allocated.  
 
The proposal would be effective upon enactment.   
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PROVIDE A NEW CATEGORY OF QUALIFIED PRIVATE ACTIVITY BONDS FOR 
INFRASTRUCTURE PROJECTS REFERRED TO AS “QUALIFIED PUBLIC 
INFRASTRUCTURE BONDS” 
 
Current Law 
 
State and local governments are eligible to issue tax-exempt bonds to finance a wide range of 
public infrastructure projects.  There are two basic kinds of tax-exempt bonds: governmental 
bonds and qualified private activity bonds.  In general, the interest on tax-exempt bonds is 
excludable from the gross income of the owners. 
 
Bonds generally are treated as governmental bonds if the bond proceeds are used predominantly 
for State or local governmental use or the bonds are secured or payable predominantly from State 
or local governmental sources of payment.  Governmental bonds are subject to various general 
restrictions, including private business limitations, private loan limitations, arbitrage investment 
restrictions, registration and reporting requirements, Federal guarantee restrictions, advance 
refunding limitations, spending period limitations, and pooled bond limitations.  
 
Private activity bonds may be issued on a tax-exempt basis to finance different specified types of 
eligible exempt facilities and programs if they meet the general requirements for governmental 
bonds (except for the private business limitations) and additional requirements for qualified 
private activity bonds, including a bond volume cap for most private activity bonds.  Qualified 
private activity bonds include exempt facility bonds, qualified mortgage bonds, qualified small 
issue bonds, qualified student loan bonds, qualified redevelopment bonds, and qualified section 
501(c)(3) bonds.  Eligible facilities that may be financed with exempt facility bonds include, 
among others, airports, docks and wharves, mass commuting facilities, facilities for the 
furnishing of water, sewage facilities, solid waste disposal facilities, high-speed intercity rail 
facilities, environmental enhancements of hydro-electric generating facilities, and qualified 
highway or surface freight transfer facilities.  In addition, for qualified private activity bonds 
used to finance airports, docks and wharves, mass commuting facilities, and environmental 
enhancements of hydro-electric generating facilities, a governmental ownership requirement 
applies.  Exempt facilities also must meet a “public use” requirement by serving a general public 
use or being available for general public use.  An AMT preference applies to the interest on 
specified private activity bonds, including most private activity bonds. 
 
Reasons for Change 
 
The Administration recognizes the importance of public infrastructure investment and the role 
that the private sector can play in public infrastructure projects.  The existing framework for tax-
exempt bonds limits private sector involvement in public infrastructure projects in various 
respects.  For governmental bonds, the strict private business limitations limit private sector 
involvement.  For qualified private activity bonds, in certain circumstances, the bond volume cap 
requirement may constrain private sector commitments to larger scale and longer term public 
infrastructure projects for which sufficient volume cap may be unavailable or uncertain.  The 
proposal aims to encourage greater private investment in public infrastructure through a new 
hybrid category of tax-exempt bonds.  This new category would require core hallmarks of public 
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infrastructure through governmental ownership and general public use, but would remove the 
private business limitations, the bond volume cap requirement, and the AMT preference that may 
impede private investment.  This new category would facilitate longer-term lease, management, 
operation, and concession arrangements than under the existing framework. 
 
Proposal   
 
In general, the proposal would create a new category of tax-exempt qualified private activity 
bonds called “Qualified Public Infrastructure Bonds” (QPIBs) that would be eligible to finance 
the following specific categories of infrastructure projects that are permitted to be financed with 
exempt facility bonds under current law: (1) airports; (2) docks and wharves; (3) mass 
commuting facilities; (4) facilities for the furnishing of water; (5) sewage facilities; (6) solid 
waste disposal facilities; and (7) qualified highway or surface freight transfer facilities. 
To ensure the public nature of financed infrastructure, the proposal would impose two core 
eligibility requirements for QPIBs: a governmental ownership requirement and a public use 
requirement.  The proposal would require that the projects financed by QPIBs must be owned by 
a State or local governmental unit.  To enhance certainty, the proposal would provide a safe 
harbor for establishing governmental ownership of financed projects that would follow the same 
principles as the existing safe harbor under section 142(b)(1)(B) for governmental ownership of 
airports, docks and wharves, mass commuting facilities, and environmental enhancements of 
hydro-electric generative facilities that are financed with exempt facility bonds.  In addition, the 
proposal would require that projects financed by QPIBs meet a public use requirement by 
serving a general public use or being available on a regular basis for general public use.  Further, 
except as otherwise provided, the proposal would require that QPIBs meet the existing eligibility 
restrictions for qualified private activity bonds.   
 
The proposal would make the bond volume cap requirement inapplicable to QPIBs.  The 
proposal also would make the AMT preference for interest on specified private activity bonds 
inapplicable to QPIBs.  
 
To simplify the qualified private activity bond area, the proposal would remove those existing 
categories of exempt facilities that overlap with QPIBs effective upon the effective date of the 
proposal, subject to a transitional exception for qualified highway or surface freight transfer 
facilities.  Qualified highway or surface freight transfer facilities would be eligible for QPIBs at 
the same time as other eligible facilities when QPIBs became effective and that existing category 
of exempt facility bond also would continue to be available until such time as the Secretary of 
Transportation has allocated the total bond volume authorization for those bonds, including the 
existing $15 billion authorization and the additional $4 billion authorization proposed herein, and 
those bonds have been issued.  Alternatively, Congress could consider continuing the existing 
categories of exempt facilities that overlap with QPIBs for privately-owned projects, subject to 
the unified annual State bond volume cap. 
 
The proposal would be effective for bonds issued starting January 1, 2016. 
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MODIFY QUALIFIED PRIVATE ACTIVITY BONDS FOR PUBLIC EDUCATIONAL 
FACILITIES 

 
Current Law 
 
State and local governments are eligible to issue tax-exempt governmental bonds for a wide 
range of public infrastructure projects and other projects if the bond proceeds are used 
predominately for State and local government use or the bonds are payable or secured 
predominately from State and local government sources of payments, such as generally 
applicable taxes.  State and local governments are also eligible to issue tax-exempt private 
activity bonds with permitted private business use and other private involvement to finance 
certain specified types of projects.  In general, the interest on tax-exempt bonds is excludable 
from the gross income of the owners. 
 
Current law permits tax-exempt private activity bond financing for different specified types of 
eligible exempt facilities and programs, including, among others, “qualified public educational 
facilities” under section 142(k) of the Code that are part of public elementary or secondary 
schools.  The current eligibility rules require that a private “corporation” own the public school 
facilities under a public-private partnership agreement with a public State or local educational 
agency and that the private corporation transfer the ownership of the school facilities to the 
public agency at the end of the term of the bonds for no additional consideration.  In addition, a 
special separate annual volume cap (equal to the greater of $10 multiplied by the State 
population or $5 million) applies to these bonds. 
 
Reasons for Change 
 
Certain program rules have impeded any significant use of tax-exempt bond financing for 
qualified public educational facilities.  The requirement that only private “corporations” may 
own the school facilities has limited use by private owners that are organized as other kinds of 
private entities (such as partnerships, limited liability companies, or sole proprietors), or that 
operate the school facilities under arrangements without ownership.  In addition, legal 
uncertainty has arisen over the apparent conflict between the private ownership requirement for 
the school facilities and the requirement that the private owner also transfer the school facilities 
to a public agency at the end of the term of the bonds for no additional consideration.  Finally, 
the separate bond volume cap for these bonds adds complexity in comparison with the unified 
annual State bond volume cap for most categories of tax-exempt private activity bonds. 
 
Proposal 
 
The proposal would eliminate the private corporation ownership requirement and instead would 
allow any private person, including private entities organized in ways other than as corporations, 
either to own the public school facilities or to operate those school facilities through lease, 
concession, or other operating arrangements.  In addition, since private ownership would no 
longer be an eligibility condition, the proposal would remove the requirement to transfer the 
school facilities to a public agency at the end of the term of the bonds for no additional 
consideration.  Finally, the proposal would remove the separate volume cap for qualified public 
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educational facilities and instead would include these facilities under the unified annual State 
bond volume cap for private activity bonds under section 146. 
 
The proposal would be effective for bonds issued after the date of enactment. 
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MODIFY TREATMENT OF BANKS INVESTING IN TAX-EXEMPT BONDS 

 
Current Law  
 
Generally, banks, thrift institutions, and other financial institutions may not deduct any portion of 
their interest expenses allocable to tax-exempt interest on obligations acquired after August 7, 
1986.  In general, the amount of interest that is disallowed is the amount that bears the same ratio 
to interest expense as the taxpayer’s average adjusted basis in tax-exempt obligations bears to the 
average adjusted basis for all assets.   
 
Financial institutions, however, can generally deduct 80 percent of their interest expenses 
allocable to tax-exempt interest on qualified tax-exempt obligations.  Qualified tax-exempt 
obligations are certain tax-exempt obligations that are issued by qualified small issuers.  
Qualified small issuers are States and localities that issued no more that $10 million of certain 
tax-exempt bonds annually (the qualified small issuer limit).   
 
For tax-exempt bonds issued in 2009 and 2010, the American Recovery and Reinvestment Act of 
2009 (ARRA) established a temporary rule that allowed financial institutions to deduct up to 
80 percent of interest expense allocable to any tax-exempt bond issued in 2009 or 2010, 
regardless of whether the bond was a qualified tax-exempt obligation.  However, the bonds that 
benefited from this temporary rule could not exceed two percent of the taxpayer financial 
institution’s total assets.  In addition, for obligations issued during 2009 and 2010, ARRA 
modified the definition of qualified small issuer to allow the annual issuance of up to $30 million 
in these bonds.  ARRA did not impose a limitation on the amount of qualified tax-exempt bonds 
that a financial institution could treat as such. 
 
Although there is no legislative history suggesting that Congress intended for financial 
institutions that are S corporations or qualified subchapter S subsidiaries to be exempted from the 
20-percent disallowance of interest expenses allocable to qualified tax exempt obligations, 
litigation has led to this result.  As a result, under current law these financial institutions deduct 
all interest expenses allocable to qualified tax-exempt obligations.   
 
Reasons for Change  
 
The interest expense disallowance under current law deters banks, thrifts, and other financial 
institutions from investing in tax-exempt debt.  The tax-exempt bond market is 
disproportionately retail in its investor base, and incentives for more institutional investment in 
this market may improve liquidity, particularly for smaller issuers who may have more 
challenges in accessing the market.  Experience from 2009 and 2010 suggests that banks held 
more tax-exempt bonds as a result of ARRA’s general loosening of the interest expense 
disallowance.  These institutions’ renewed absence from (or limited presence in) the market for 
tax-exempt debt may reduce the demand for this debt and raise the interest rates that State and 
local governments have to pay.   
 
Moreover, the qualified small issuer limit has not been raised permanently since 1986.  Raising it 
to $30 million would compensate for the effects of inflation.  Given that issuers between 
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$10 million and $30 million, like smaller issuers, also have difficulty borrowing, raising the limit 
to $30 million would encourage banks to hold these issuers’ obligations.  Loosening the interest 
expense disallowance rules would encourage financial institutions to hold more tax-exempt 
bonds in order to improve the functioning of the tax-exempt bond market. 
 
As compared to current law, subjecting financial institutions that are S corporations or qualified 
subchapter S subsidiaries to the 20-percent disallowance could discourage them from holding 
qualified tax-exempt obligations but would equalize their treatment with that of other financial 
institutions.   
 
Proposal  
 
The proposal would permanently expand the qualified small issuer limit in the definition of 
qualified tax-exempt obligations to include issuers of up to $30 million of tax-exempt bonds 
annually.  As under ARRA, the amended qualified small issuer exception would not be limited to 
two percent of a taxpayer’s assets.  This increase would enable financial institutions to deduct 80 
percent of interest expenses allocable to qualifying bonds of these issuers.  In addition, beginning 
with bonds issued in 2016, the proposal would permanently implement the ARRA exception that 
allowed financial institutions to deduct up to 80 percent of interest expenses allocable to any tax-
exempt bond, regardless of whether the bond is a qualified tax-exempt obligation.  This 
exception would continue to be limited to two percent of the taxpayer’s assets.  The same rules 
that are applicable to C corporation financial institutions would also be applied to financial 
institutions that are S corporations or qualified subchapter S subsidiaries.  Thus, the current, 
more generous no-disallowance rules available to these financial institutions would be repealed.   
 
The proposal would apply to bonds issued in calendar years beginning on or after January 1, 
2016.   
 
  



85 
 

REPEAL TAX-EXEMPT BOND FINANCING OF PROFESSIONAL SPORTS 
FACILITIES 

 
Current Law  
 
Gross income does not include interest on State or local tax-exempt bonds if the bonds meet 
certain eligibility requirements.  State and local bonds are classified as either governmental 
bonds or private activity bonds.  The exclusion from income for State and local bond interest 
does not apply to private activity bonds unless they are issued for certain permitted purposes and 
therefore qualify as “qualified private activity bonds.”  Bonds generally are classified as private 
activity bonds under a two-part test if: (1) more than 10 percent of the bond proceeds are used for 
private business use (private business use test); and (2) the debt service on more than 10 percent 
of the bond proceeds is payable or secured from property or payments derived from private 
business use (private payments test).  Thus, current law permits the use of tax-exempt 
governmental bond proceeds if either part of this test is not met.   
 
Professional sports facilities, such as stadiums, cannot be financed with qualified private activity 
bonds because they are not one of the permitted categories.  Even if use by a professional sports 
team of a bond-financed stadium exceeds 10 percent of the total use of the facility, the stadium 
nonetheless can be financed with tax-exempt governmental bonds if the debt service is paid from 
sources other than sports facility revenues or other private payments, such as generally 
applicable taxes.   
 
Reasons for Change  
 
Allowing tax-exempt governmental bond financing of stadiums transfers the benefits of tax-
exempt financing to private professional sports teams because these private parties benefit from 
significant use of the facilities.  State and local governments subsidize that use with taxes or 
other governmental payments to enable the facilities to qualify for tax-exempt governmental 
bond financing.  The current framework allowing professional sports facilities with significant 
private business use to qualify for tax-exempt governmental bond financing results in artificial 
financing structures to avoid violating the private payments test.  Further, these financings may 
involve issuance of excessive amounts of tax-exempt bonds when localities offer to subsidize 
new stadiums for competitive purposes to attract or retain professional sports team franchises.  
Moreover, the current structuring of the governmental bonds to finance sports facilities has 
shifted more of the costs and risks from the private owners to local residents and taxpayers in 
general.   
 
Proposal  
 
The proposal eliminates the private payments test for professional sports facilities.  As a result, 
bonds to finance professional sports facilities would be taxable private activity bonds if more 
than 10 percent of the facility is used for private business use.  By removing the private payment 
test, tax-exempt governmental bond financing of sports facilities with significant private business 
use by professional sports teams would be eliminated.  The proposal would be effective for 
bonds issued after December 31, 2015.  



86 
 

ALLOW MORE FLEXIBLE RESEARCH ARRANGEMENTS FOR PURPOSES OF 
PRIVATE BUSINESS USE LIMITS 
 
Current Law 
 
Section 141 treats tax-exempt bonds issued by State and local governments as governmental 
bonds if the issuer limits private business use and other private involvement sufficiently to avoid 
treatment as “private activity bonds.”  Bonds generally are classified as private activity bonds if 
more than 10 percent of the bond proceeds are both (1) used for private business, and (2) payable 
or secured from property or payments derived from private business use.  Except for certain 
qualified private activity bonds, the interest on private activity bonds is taxable.   
 
For purposes of the private business limits on tax-exempt bonds, private business use of a bond-
financed project generally means any direct or indirect use in a trade or business by any person 
other than a qualified user.  Qualified users include State and local governmental units for tax-
exempt governmental bonds and section 501(c)(3) exempt entities for qualified 501(c)(3) bonds.  
Under these rules, the Federal government also is treated like a private business.  The following 
types of actual or beneficial use of a tax-exempt bond-financed project by a private business 
generally constitute private business use: ownership of a project; leasing of a project; certain 
contractual legal rights to use a project; certain incentive-payment contracts with respect to a 
project; and certain economic benefits derived from a project.  One type of contractual 
arrangement that raises private business use questions is public-private research arrangements 
involving the conduct of research at tax-exempt bond-financed research facilities. 
 
The legislative history of the Tax Reform Act of 1986 states that, to avoid impermissible private 
business use, the research arrangement must include specific features.  For example, in the case 
of corporate-sponsored research, subject to certain restrictions, a tax-exempt bond-financed 
university facility may be used for corporate-sponsored research under a research agreement 
without being considered private business use.  In particular, the sponsor must pay a competitive 
price for its use of the technology developed under the research agreement.  Moreover, the price 
must be determined at the time the technology is available for use rather than an earlier time 
(such as when the research agreement is entered into).   
 
Reflecting this legislative history, Treasury and IRS guidance provides safe harbors that allow 
certain research arrangements with private businesses at tax-exempt bond financed research 
facilities without giving rise to private business use.  The safe harbors reflect the constraints 
enumerated in the legislative history. 
 
Reasons for Change 
 
Research and technological innovation provide benefits to educational institutions and to society 
at large.  Research involves significant investment and considerable uncertainty regarding the 
total costs, necessary lead time, and ultimate outcome of advancing scientific knowledge.  More 
flexible standards for public-private research arrangements for purposes of the private business 
limits on tax-exempt bonds than those allowed under existing safe harbors potentially would 
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foster greater investment in research, greater technological innovation, and broader benefits to 
society at large.   
 
Proposal 
 
The proposal would provide an exception to the private business limits on tax-exempt bonds for 
research arrangements relating to basic research at tax-exempt bond-financed research facilities 
that meet the following requirements: 
 

1. A qualified user (a State or local government or section 501(c)(3) nonprofit entity) would 
be required to own the research facilities. 

 
2. A qualified user would be permitted to enter into any bona fide, arm’s-length contractual 

arrangement with a private business sponsor of basic research regarding the terms for 
sharing the economic benefits of any products resulting from the research, including 
arrangements in which those economic terms (such as exclusive or non-exclusive licenses 
of intellectual property, and licensing fees or royalty rates) are determined in advance at 
the time the parties enter into the contractual arrangement. 

  
The proposal would be effective for research agreements entered into after the date of enactment.   
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MODIFY TAX-EXEMPT BONDS FOR INDIAN TRIBAL GOVERNMENTS 
 
Current Law 
 
In general, section 7871(c) limits Indian tribal governments in their use of tax-exempt bonds to 
the financing of “essential governmental function” activities that are “customarily” performed by 
State and local governments with general taxing powers.  In addition, outside the limited 
authorization for Tribal Economic Development Bonds, section 7871(c)(2) generally prohibits 
Indian tribal governments from issuing tax-exempt private activity bonds, except in narrow 
circumstances to finance manufacturing facilities subject to restrictions.   
  
The American Recovery and Reinvestment Act of 2009 (ARRA) provided $2 billion in bond 
authority for a new category of tax-exempt bonds for Indian tribal governments, known as 
“Tribal Economic Development Bonds” under section 7871(f).  This bond provision provides 
Indian tribal governments more flexibility to finance economic development projects than is 
allowable under the existing essential governmental function standard.  This bond provision 
generally allows Indian tribal governments to use tax-exempt bond financing under more flexible 
standards that are comparable to those applied to States and local governments in their use of 
tax-exempt bonds under section 103 (subject to express targeting restrictions on Tribal Economic 
Development Bonds that require financed projects to be located on Indian reservations and that 
prohibit the financing of certain gaming facilities).  For State and local governments, a more 
flexible two-part standard under section 141 generally allows use of tax-exempt “governmental 
bonds” (as distinguished from “private activity bonds”) if either: (1) the issuer uses at least 90 
percent of the bond proceeds for State or local governmental use (as contrasted with private 
business use); or (2) the debt service on at least 90 percent of the bond proceeds is payable from 
or secured by payments or property used for State or local governmental use.   
 
ARRA also included a directive to the Department of the Treasury to study the Tribal Economic 
Development Bond provision and to report to the Congress on the results of this study, including 
recommendations regarding this provision.  The legislative history of ARRA indicated that the 
Congress sought recommendations on whether to “eliminate or otherwise modify” the essential 
governmental function standard for Indian tribal tax-exempt bond financing.   
 
Reasons for Change 
 
In 2011, the Department of the Treasury submitted its report to Congress regarding 
recommendations on the Tribal Economic Development Bond provision.  This proposal 
incorporates the recommendations from this report.  For further background and analysis on 
these recommendations, see this Department of the Treasury report, which is available at 
http://www.treasury.gov/resource-center/tax-policy/Documents/Tribal-Economic-Development-
Bond-Provision-under-Section-7871-of-IRC-12-19-11.pdf. 
  
For State and local governments, the applicable two-part private business restriction standard for 
tax-exempt governmental bonds (as distinguished from private activity bonds) under section 141 
involves established, well-known, and administrable tax standards.  The private business use 
limitation particularly involves workable tax standards using general tax principles that focus on 
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ownership, leasing, and contractual rights.  These standards focus eligibility for governmental 
bonds on the nature of the beneficiaries of the tax-exempt financing (rather than on the nature of 
the activities financed). 
 
By contrast, for Indian tribal governments, the essential governmental function standard focuses 
on appropriate governmental activities (rather than the actual beneficiaries) and has proven to be 
a difficult standard to define and to administer.  The analogous essential governmental function 
standard under section 115 is vague.  Moreover, the custom-based limitation on this standard has 
proven to be particularly unworkable, based on difficulties in determining customs, the 
subjective nature of customs, the evolving nature of customs over time, the differing nature of 
customs among diverse State and local governmental entities, and the increasing involvement of 
State and local governments in quasi-commercial activities. 
 
Although the Indian Tribal Government Tax Status Act of 1982 sought to provide tax parity 
between Indian tribal governments and State and local governments, the existing framework for 
eligibility for tax-exempt bond financing for State and local governments, on one hand, and 
Indian tribal governments, on the other hand, reflects fundamentally different analytic standards.  
Application of the different analytic standards resulted in different outcomes and perceived 
unfairness. 
 
The Department of the Treasury believes that goals of tax parity, fairness, flexibility, and 
administrability warrant the provision of a tax-exempt bond program framework for Indian tribal 
governments that uses standards that are comparable to those used for State and local 
governments, with tailored modifications. 
 
Proposal 
 
The proposal would adopt the State or local government standard for tax-exempt governmental 
bonds under section 141 without a bond volume cap on such governmental bonds (subject to 
restrictions discussed below).  This standard is generally embodied in the limited authorization 
for Tribal Economic Development Bonds under section 7871(f) for purposes of Indian tribal 
governmental eligibility to issue tax-exempt governmental bonds.  The proposal would repeal the 
existing essential governmental function standard for Indian tribal governmental tax-exempt 
bond financing under section 7871(c). 
 
The proposal would allow Indian tribal governments to issue tax-exempt private activity bonds 
for the same types of projects and activities as are allowed for State and local governments under 
section 141(e), under a national bond volume cap.  The same volume cap exceptions as those for 
State and local governments would apply in addition to the bonds being subject to restrictions 
discussed below.  The proposal would employ a tailored version of a comparable annual tax-
exempt private activity bond volume cap for Indian tribal governments.  This tailored national 
Tribal private activity bond volume cap for all Indian tribal governments together as a group 
would be in an amount equal to the greater of: (i) a total national Indian tribal population-based 
measure determined under section 146(d)(1)(A) (applied by using such national Indian tribal 
population in lieu of State population), or (ii) the minimum small population-based State amount 
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under section 146(d)(1)(B).  The proposal would delegate to the Department of the Treasury the 
responsibility to allocate that national bond volume cap among Indian tribal governments. 
 
The proposal would impose a targeting restriction on the location of projects financed with tax-
exempt bonds issued or used by Indian tribal governments that is similar to the restriction under 
section 7871(f)(3)(B)(ii), which requires that projects financed with Tribal Economic 
Development Bonds be located on Indian reservations.  The proposal would provide some 
additional flexibility with respect to this project location restriction.  The proposal would allow 
Indian tribal governments to issue or use tax-exempt bonds to finance projects that are located on 
Indian reservations, together with projects that both: (1) are contiguous to, within reasonable 
proximity of, or have a substantial connection to an Indian reservation; and (2) provide goods or 
services to resident populations of Indian reservations. 
 
For policy reasons, the proposal would impose a restriction on tax-exempt bonds issued or used 
by Indian tribal governments generally that incorporates the existing restriction under section 
7871(f)(3)(B)(i) which presently prohibits use of proceeds of Tribal Economic Development 
Bonds to finance certain gaming projects. 
 
The proposal would be effective as of the date of enactment. 
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REFORMS TO CAPITAL GAINS TAXATION, UPPER-INCOME TAX 
BENEFITS, AND THE TAXATION OF FINANCIAL INSTITUTIONS 

REDUCE THE VALUE OF CERTAIN TAX EXPENDITURES  
 
Current Law 
 
Under current law, individual taxpayers may reduce their taxable income by excluding certain 
types or amounts of income, claiming certain deductions in the computation of AGI, and 
claiming either itemized deductions or a standard deduction.  The tax reduction from the last 
dollar excluded or deducted is $1.00 times the taxpayer’s marginal income tax rate (e.g., if the 
marginal tax rate were 39.6 percent, then the tax value of the last dollar deducted would be 39.6 
cents).  
 
Certain types of income are excluded permanently or deferred temporarily from income subject 
to tax.  These items include interest on State or local bonds, amounts paid by employers and 
employees for employer-sponsored health coverage, contributions to health savings accounts and 
Archer MSAs, amounts paid by employees and employers for defined contribution retirement 
plans, certain premiums for health insurance for self-employed individuals, certain income 
attributable to domestic production activities, certain trade and business deductions of 
employees, moving expenses, interest on education loans, and certain higher education expenses. 
 
Individual taxpayers may elect to itemize their deductions instead of claiming a standard 
deduction.  In general, itemized deductions include medical and dental expenses (in excess of 7.5 
percent of AGI in 2015 for taxpayers age 65 or over and 10 percent of AGI for other taxpayers), 
State and local property taxes and income taxes, interest paid, gifts to charities, casualty and theft 
losses (in excess of 10 percent of AGI), job expenses and certain miscellaneous expenses (some 
only in excess of two percent of AGI).  
 
For higher-income taxpayers, otherwise allowable itemized deductions (other than medical 
expenses, investment interest, theft and casualty losses, and gambling losses) are reduced if AGI 
exceeds a statutory floor that is indexed annually for inflation (so called Pease limitation). 
 
Reasons for Change 
 
Increasing the income tax liability of higher-income taxpayers would reduce the deficit, make the 
income tax system more progressive, and distribute the cost of government more fairly among 
taxpayers of various income levels.  In particular, limiting the value of tax expenditures 
including itemized deductions, certain exclusions in income subject to tax, and certain 
deductions in the computation of AGI, would reduce the benefit that high-income taxpayers 
receive from those tax expenditures and help close the gap between the value of these tax 
expenditures for high-income Americans and the value for middle-class Americans.  
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Proposal 
 
The proposal would limit the tax value of specified deductions or exclusions from AGI and all 
itemized deductions.  This limitation would reduce the value to 28 percent of the specified 
exclusions and deductions that would otherwise reduce taxable income in the 33-percent, 35- 
percent, or 39.6-percent tax brackets.  A similar limitation also would apply under the alternative 
minimum tax. 
 
The income exclusions and deductions limited by this provision would include any tax-exempt 
State and local bond interest, employer-sponsored health insurance paid for by employers or with 
before-tax employee dollars, health insurance costs of self-employed individuals, employee 
contributions to defined contribution retirement plans and IRAs, the deduction for income 
attributable to domestic production activities, certain trade or business deductions of employees, 
moving expenses, contributions to health savings accounts and Archer MSAs, and interest on 
education loans.  
 
The proposal would apply to itemized deductions after they have been reduced by the statutory 
limitation on certain itemized deductions for higher-income taxpayers.  If a deduction or 
exclusion for contributions to retirement plans or IRAs is limited by this proposal, then the 
taxpayer’s basis will be adjusted to reflect the additional tax imposed. 
 
The proposal would be effective for taxable years beginning after December 31, 2015. 
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SIMPLIFY ARBITRAGE INVESTMENT RESTRICTIONS 
 
Current Law 
 
Section 103 provides generally that interest on debt obligations issued by State and local 
governments for governmental purposes is excludable from gross income.  Section 148 imposes 
two types of complex arbitrage investment restrictions on investments of tax-exempt bond 
proceeds pending use for governmental purposes.  These restrictions generally limit investment 
returns that exceed the yield or effective interest rate on the tax-exempt bonds.  One type of 
restriction, called “yield restriction,” limits investment returns in the first instance, and a second 
type, called “rebate,” requires issuers to repay arbitrage investment earnings to the Federal 
Government at prescribed intervals.  These restrictions developed in different ways over a long 
period of time, beginning with yield restriction in 1969 and continuing with the extension of the 
rebate requirement to all tax-exempt bonds in 1986.  Various exceptions apply in different ways 
to these two types of arbitrage restrictions, including exceptions for prompt expenditures of bond 
proceeds, reasonable debt service reserve funds, small issuers, and other situations. 
 
With respect to spending exceptions, a two-year construction spending exception to arbitrage 
rebate under section 148(f)(4)(C) applies to certain categories of tax-exempt bonds (including 
bonds for governmental entities and nonprofit entities, but excluding most private activity 
bonds).  This two-year construction spending exception has semiannual spending targets, 
bifurcation rules to isolate construction expenditures, and elective penalties in lieu of rebate for 
failures to meet spending targets.  Separately, a longstanding regulatory three-year spending 
exception to yield restriction is available for all tax-exempt bonds used for capital projects. 
 
A small issuer exception to arbitrage rebate under section 148(f)(4)(D) applies to certain 
governmental small issuers with general taxing powers if they issue no more than $5 million in 
tax-exempt bonds in a particular year.  The small issuer exception has been in effect since 1986 
without change, except for an increase to $15 million for certain public school expenditures. 
 
Reasons for Change 
 
The arbitrage investment restrictions create unnecessary complexity and compliance burdens for 
State and local governments in several respects.  In general, the two types of arbitrage 
restrictions (yield restriction and rebate) are duplicative and overlapping and they have the same 
tax policy objective to limit arbitrage profit incentives for excess issuance of tax-exempt bonds.  
While Treasury Regulations have integrated these restrictions partially, further statutory 
integration of the arbitrage restrictions could provide a simpler and more unified framework. 
 
Moreover, the two-year construction spending exception to arbitrage rebate is extremely 
complex.  This exception has restricted eligibility rules, unduly-short spending targets, and 
complex penalty elections that are rarely used.  A streamlined spending exception could provide 
meaningful simplification and reduce compliance burdens.  Limited arbitrage potential exists if 
issuers spend proceeds fairly promptly.  By comparison, a recent uniform provision for qualified 
tax credit bonds under section 54A has a simplified three-year spending exception to arbitrage 
restrictions, along with a requirement to redeem bonds upon a failure to meet the spending rules. 
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An increase in the small issuer exception to arbitrage rebate would reduce compliance burdens 
for a large number of State and local governmental issuers while affecting a disproportionately 
smaller amount of tax-exempt bond dollar volume.  For example, in 2013, issuers under a similar 
$10 million small issuer exception for bank-qualified tax-exempt bonds under section 265 issued 
about 46 percent of the total number of tax-exempt bond issues (5,229 out of 11,435 total bond 
issues), but only 6.0 percent of total dollar volume ($20.2 billion out of $334.6 billion). 
 
Proposal 
 
The proposal would unify yield restriction and rebate further by relying on arbitrage rebate as the 
principal type of arbitrage restriction on tax-exempt bonds.  The proposal generally would repeal 
yield restriction, subject to limited exceptions under which yield restriction would continue to 
apply to investments of refunding escrows in advance refunding issues under section 149(d) and 
to other situations identified in  regulations. 
 
The proposal would also provide a broader streamlined three-year spending exception to 
arbitrage rebate for tax-exempt bonds that meet the following requirements: 

 
1. Eligible tax-exempt bonds would include all governmental bonds and private activity 

bonds, excluding only bonds used for advance refundings under section 149(d) or 
restricted working capital expenditures (as defined in regulations). 

2. The tax-exempt bonds would be required to have a fixed yield and a minimum weighted 
average maturity of at least five years. 

3. The issuer would be required to spend 95 percent of the bond within three years after the 
issue date.  (This five-percent de minimis provision broadens the availability exception to 
cover many circumstances in which minor amounts of bond proceeds remain unspent for 
bona fide reasons.)  

4. The issuer would be required to satisfy a due diligence standard in spending the bond 
proceeds. 

 
Upon a failure to meet the spending requirements for this exception, the tax-exempt bond issue 
would revert to become subject to the arbitrage rebate requirement. 
 
The proposal also would increase the small issuer exception to the arbitrage rebate requirement 
for tax-exempt bonds from $5 million to $10 million and index the size limit for inflation.  The 
proposal also would remove the general taxing power constraint on small issuer eligibility. 
 
The proposal would be effective for bonds issued after the date of enactment. 
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SIMPLIFY SINGLE-FAMILY HOUSING MORTGAGE BOND TARGETING 
REQUIREMENTS  
 
Current Law 
 
Section 143 allows use of tax-exempt qualified mortgage bonds to finance mortgage loans for 
owner-occupied single-family housing residences, subject to a number of targeting requirements, 
including, among others: a mortgagor income limitation (generally not more than 115 percent of 
applicable median family income, increased to 140 percent of such income for certain targeted 
areas, and also increased for certain high-cost areas); a purchase price limitation (generally not 
more than 90 percent of average area purchase prices, increased to 110 percent in targeted areas); 
refinancing limitation (generally only new mortgages for first-time homebuyers are eligible); and 
a targeted area availability requirement.  In addition, the general restrictions on tax-exempt 
private activity bonds apply to these qualified mortgage bonds, including, among other 
restrictions, the State private activity bond volume cap under section 146. 
 
Reasons for Change 
 
The targeting requirements for qualified mortgage bonds are complex and excessive.  The 
mortgagor income limit generally serves as an appropriate limit to target this lower cost 
borrowing subsidy to a needy class of low- and moderate-income beneficiaries.  The mortgagor 
income limit typically is a more constraining factor than the purchase price limit.  The restriction 
against refinancing limits the availability of this lower cost borrowing subsidy as a tool to 
address needs for affordable mortgage loan refinancing within a needy class of existing low- and 
moderate-income homeowners.   
 
Proposal 
 
The proposal would repeal the purchase price limitation under section 143(e) and the refinancing 
limitation under section 143(d) on tax-exempt qualified mortgage bonds.   
 
The proposal would be effective for bonds issued after the date of enactment. 
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STREAMLINE PRIVATE BUSINESS LIMITS ON GOVERNMENTAL BONDS 
 
Current Law 
 
Section 141 treats tax-exempt bonds issued by State and local governments as governmental 
bonds if the issuer limits private business use and other private involvement sufficiently to avoid 
treatment as “private activity bonds.”  Bonds generally are classified as private activity bonds 
under a two-part test if more than 10 percent of the bond proceeds are both (1) used for private 
business use, and (2) payable or secured from property or payments derived from private 
business use. 
 
Subsidiary restrictions further reduce the permitted thresholds of private involvement for 
governmental bonds in several ways.  Section 141(b)(3) imposes a five-percent unrelated or 
disproportionate private business use limit.  Section 141(b)(4) imposes a $15 million cap on 
private business involvement for governmental output facilities (such as electric, gas, or other 
output generation, transmission, and distribution facilities, but excluding water facilities).  
Section 141(c) imposes a private loan limit equal to the lesser of five percent or $5 million of 
bond proceeds.  Section 141(b)(5) requires a volume cap allocation for private business 
involvement that exceeds $15 million in larger transactions which otherwise comply with the 
general 10-percent private business limits. 
 
Reasons for Change 
 
The 10-percent private business limit generally represents a sufficient and workable threshold for 
governmental bond status.  The volume cap requirement for private business involvement in 
excess of $15 million serves a control on private business involvement in larger transactions. 
 
The particular subsidiary restriction which imposes a five-percent limit on unrelated or 
disproportionate private business use introduces undue complexity, a narrow disqualification 
trigger, and attendant compliance burdens for State and local governments.  The five-percent 
unrelated or disproportionate private business use test requires difficult factual determinations 
regarding the relationship of private business use to governmental use in financed projects.  This 
test is difficult to apply, particularly in governmental bond issues that finance multiple projects. 
 
Proposal 
 
The proposal would repeal the five-percent unrelated or disproportionate private business use test 
under section 141(b)(3) to simplify the private business limits on tax-exempt governmental 
bonds. 
 
The proposal would be effective for bonds issued after the date of enactment. 
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