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More Bond Opportunities for Tribes in the Recovery Act:
Build America Bonds and Bank Qualified Debt Provisions

Can Be Effective Debt Tools for Tribes

Randy DelFranco

Build America Bonds

The American Recovery and Reinvestment Act of 2009
(the Act) creates a class of debt called “Build America
Bonds” that may provide unique opportunities for govern-
ments, including tribes. Build America Bonds are taxable
bonds that may be issued only in 2009 and 2010. Tribes
may opt to issue Build America Bonds in lieu of tax-ex-
empt bonds to finance “essential govern-
mental functions” or projects qualifying

under the Tribal Economic Development
Bond provisions of the Act. (Please see
our discussion of the Tribal Economic
Development Bond provisions of the
Act.) Build America Bonds must satisfy
the usual requirements of the tax law

for tax-exempt status, even though the
bonds are not tax-exempt.

How Build America Bonds Work

Build America Bonds offer a unique opportunity for tribes
to take advantage of benefits provided by the Act by
issuing taxable bonds at a tax-exempt equivalent cost of
capital. A tribe will be able to pay a tax-exempt equiva-
lent rate agreed upon by the tribe and the bondholder by
passing on to the bondholder a federal income tax credit
on an annual basis in an amount equal to 35 percent of
the interest on the bond. The amount of the tax credit is
included into income of the bondholder.

The following example is provided in the legislative
history of the Build America Bonds. If a taxable bond of
comparable risk pays an annual $1,000 coupon and sells
at par, then if a tribe issues an equal sized bond with an
annual coupon of $741, such a bond should also sell at

par. The taxpayer who acquires the bond will receive an
annual interest payment of $741 and may claim a credit
of $259 (35 percent of $741). The credit and the inter-
est payment are both included in the taxpayer’s income.
Thus, the taxpayer’s annual taxable income from this
instrument would be $1,000. This is the same annual
taxable income that the taxpayer would recognize from
holding the comparable taxable bond. Consequently, ac-
cording to the legislative history, the issuer’s bond should
sell at the same price as would the taxable bond but the
tribe would get the benefit of a “below-market” interest
rate of 7.41 percent.

The Unique Aspect of Build America Bonds

In lieu of the bondholder receiving a tax credit, the tribe
may elect to receive a payment from the U.S. federal gov-
ernment in an amount equal to 35 percent of the interest
paid. Thus, while the tribe would pay the bondholders

a fully taxable interest rate in this case, as opposed to

the example in the preceding paragraph, after the tribe
receives the 35 percent payment from the government

its real borrowing cost would approximate a tax-exempt
rate (i.e., 65 percent of the taxable rate for an equivalent
loan). The bondholder is indifferent as to whether the
loan is tax-exempt or not, since the rate of interest is ad-
justed accordingly. Going back to the previous example,
the bondholder receives $1,000 in interest but the tribe
receives $350 from the federal government. The provi-
sion described in this paragraph only applies to bonds
issued to finance capital expenditures, a reasonable debt
service reserve and costs of issuance up to 2 percent of the
issue size.


http://www.hklaw.com/id24660/PublicationId2567/ReturnId31/contentid53933/

Use of the Federal Subsidy Is Up to the Tribe
An added benefit of Build American Bonds is that there

are no restrictions on what the tribal borrower does with
the 35 percent subsidy payments. The subsidy payments
can be spent freely, or if the bondholders are looking for
additional collateral on the Build America Bonds, the
subsidy can be used as additional collateral.

Two Important Restrictions for Build America Bonds

The two restrictions for Build America Bonds are as fol-
lows: (1) they cannot be private activity bonds (meaning
the facilities financed with the bond proceeds may not be
used by private parties), and (2) the 35 percent federal
subsidy may be used only for new money projects and not
for refinancings.

“Bank Qualified” Debt

Bank qualified (BQ) tax-exempt debt is attractive to
banks because in addition to the tax-exemption on such
debt, banks may deduct 80 percent of the interest expense
incurred to invest in BQ debt.

Prior to the Act, governments, including tribes, that
issued more than $10 million of tax-exempt debt in a
calendar year could not designate any of that debt as
being bank-qualified. The Act increases the $10 million
threshold to $30 million with respect to debt issued in
2009 and 2010. Note that while the provisions only apply
to bonds issued in 2009 and 2010, once issued, the favor-
able tax status of the bonds remains in place until the
bonds are discharged. That is, the debt does not lose its
BQ status in 2011.

The Act applies to both refunding debt and new money
debt. Thus, customers of a bank that have incurred non-
BQ debt due to the application of the $10 million limit
may be able to modify or refinance that debt on more
favorable bank qualified terms. In other words, an existing
non-BQ loan could be designated as BQ and the interest
rate lowered.

Combining Bank Qualified Debt
With Build America Bonds

Using Build America Bonds in combination with the $30
million BQ threshold may be an attractive way to finance
larger projects since Build America Bonds are taxable,
have no limit on the principal amount and would not
count against the $30 million limitation. Put another
way, this combination allows a tribe to issue, in the same
calendar year, $30 million of tax-exempt BQ debt and

an unlimited amount of additional Build America Bonds
with an effective tax-exempt borrowing cost.

Application of the Community Reinvestment Act
Could Make BQ Debt Even More Attractive

Certain BQ debt will meet the definition of “qualified
investments” under the Community Reinvestment Act
(the CRA), allowing banks to receive positive consider-
ation for these securities under the CRA investment test.
To be considered a qualified investment under CRA, BQ
debt must have community development as its primary
purpose. Examples of BQ debt that are originated for
community development purposes include bonds that
finance the following types of activities: economic
development in low-and-moderate income areas; projects
eligible for low-income housing tax credits; and afford-
able housing rehabilitation and construction. Tribes can
take advantage of the CRA to make their BQ debt even
more attractive to banks, thereby potentially lowering
the interest costs to the tribe. (Please see our article on
applicability of the CRA to Indian Country.)
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