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Impact of 

Private Use/Management Contracts

Research Agreements

Use by permission. 

Private Activity Bonds

Bonds are private activity bonds if they meet either (i) the private business use test and the private security or payment test or (ii) the private loan test.

· The private business use test is met if more than 10% of the proceeds of an issue is used in a trade or business carried on by a non-governmental person (including the federal government, charitable entities, and foundations.)

· The private security or payment test relates to the nature of the security for, and the source of payment of debt service on an issuance, and is met if more than 10% of debt service is provided from non-governmental entities.  This can be a direct or indirect security or source of payment.

· The private loan financing test is met if more than the lesser of 5% or $5 million of proceeds is to be used to make or finance loans to persons other than governmental persons.

Determination of private business use is based on the reasonable expectations for the issue for its term as of the date of issuance.  Private business use can also arise from deliberate actions subsequent to the issuance of bonds.  Private business use includes the following:

· Ownership of the financed property;

· Lease of the financed property to a non-governmental person;

· Management service contracts;

· Research agreements; and
· Other actual or beneficial use on terms different from terms available to the general public.

Exceptions that are not deemed to be private business use include:

· Use by a member of the general public;

· Temporary use by a developer; and

· Incidental use (i.e. janitorial service, pay telephones, vending machines, advertising displays.)

Management/Service Contracts
Management/Service contracts may no jeopardize the issuer’s tax-exempt status if such contracts meet certain requirements.  Such contracts must provide for reasonable compensation with no portion of the compensation based on a share of net profits from the operation of the facility.  Such contracts also must provide that the manager not be related to the governmental issuer in a manner that limits the government’s rights.  IRS regulations contain certain safe harbors deemed not to violate the private business use test.  Permissible safe harbor arrangements include:

· 95% of annual compensation is based on a fixed fee and the term of the contract (including renewals) does not exceed 80% of the useful life of the finance property or 15 years, whichever is less;

· 80% of the fee is fixed and the term of the contract (including renewals) does not exceed 80% of the useful life or 10 years, whichever is less;

· 50% of the compensation is fixed fee or all the fee is a capitation fee or a combination of fixed fee and capitation fee, the term (including renewals) does not exceed 5 years and the contract can be terminated by the user on reasonable notice without penalty at the end of the third year;
· All compensation is based on a per-unit fee or combination of per-unit and periodic fixed fees, the term (including renewals) does not exceed 3 years and the contract can be terminated by the user on reasonable notice without penalty at the end of the second year, and

· Solely with respect to management contracts involving a facility during an initial start-up period, all compensation is based on a percentage of fees charged or a combination of a per-unit fee and a percentage of revenue or expense fee (but not both,) the term of the contract (including renewals) does not exceed 2 years, and the contract can be terminated by the user on reasonable notice without penalty at the end of the first year.

Research Agreements

An agreement by a private entity (including the federal government) to sponsor research with respect to financed property can result in private business use if the sponsor is treated as the lessee or owner of financed property or of the results of the research, on a basis not available to others, for federal income tax purposes.

Under current IRS safe harbor guidelines:

1.) A research agreement with regard to basic research that is sponsored by a private party (including the federal government) does not result in private use if:

a. any license or other use of the resulting technology by the sponsor is permitted only on the same terms as the governmental owner would permit other unrelated, non-sponsoring parties, and;

b. the price paid for the use of the license or other resulting technology is determined when it becomes available for use; provide that,

i. the governmental entity is not required to permit persons other than the sponsor to use any license or resulting technology, and 

ii. the price paid by the sponsor must be no less than the price that would have been paid by any non-sponsoring party for those same rights, and;

2.) A research agreement relating to property used pursuant to a joint industry/governmental cooperative research arrangement does not result in private use if:

a. multiple, unrelated sponsors agree to fund governmentally performed basic research;

b. the research to be performed and the manner in which it is to be performed (for example, selection of the personnel to perform the research) is determined by the qualified user;

c. title to any patent or other product incidentally resulting form the basic research lies exclusively with the qualified user; and,

d. sponsors are entitled to no more than a nonexclusive, royalty-free license to use the product of any of the research.

Investigation for the advancement of scientific knowledge not having a commercial objective is considered basic research.  For example, testing of a product that supports the trade or business of a specific nongovernmental person is not basic research.

