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Tax Exempt Bond Overview —
Focus on Private Business Use (PBU)

) Benefits of Tax Exempt Bonds
1) History of “Conduit Financings”

[11) Internal Revenue Code
= “Qualified 501(c)(3) Bond” v. “Governmental Bond”
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Tax Exempt Bond Overview — con’t

V) Income Tax Regulations

Definition of PBU

Measurement of PBU, Measurement Period
Allocation of, and Accounting for, PBU
Management Contracts, Research Agreements
- safe harbors

V) Record Retention

= “After The Bonds Are Issued: Then What?”
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Tax Exempt Bond Overview — con’t

V1) Recent & Proposed IRS Initiatives

= 2007 “Compliance Project” ~ 200 questionnaires
= 2008 Tax Exempt Bonds Work Plan
= Swap Initiatives

VI1l) Consequences of Failure to Qualify
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Tax Exempt Bond Overview — con’t

VIII) Audit Activity of IRS

= Random Audits
= Targeted Audits
= Voluntary Compliance Agreement Program (VCAP)
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Profile of University of Pittsburgh

+ 5>-Campus System
» Oakland-Pittsburgh, Johnstown, Greensburg, Bradford, Titusville

+ State-Related

= Commonwealth of PA appoints 1/3 of voting Trustees
= Revenue contribution FY2007 = 12%

o Student Quality — Fall 2007 Freshman

» SAT average (Oakland) - 1248
» Class Rank Top 10% (Oakland) — 48%
» University-wide FTE Enrollment — 30,787
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Sponsored Research Statistics
o FY2007 Receipts = $620MM

+ Research Funding Base Increased
264% Over 12-Year Period

+ Ranked #7 Among Educational
Institutions in Country for NIH
Funding

+ Revenue Contribution FY2007 = 39%
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Capital Structure Overview

+ Total Debt = $747TMM
e 0% LTD/Z10% STD
¢ 99% Fixed Rate+ / 1% Variable Rate

" * synthetic: via swap overlay

+ Ratings:

= AA Stable (S&P)
= Aa2 Stable (Moody’s)
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Challenges to Ensuring
Private Business Use (PBU) Compliance

o Each of Pitt’'s Bond Issues Finance;

= Upwards of 150-300 individual capital projects
= Spread across 100 campus buildings

+ Bond Refundings Complicate the
Tracking Mechanism

+ Employing a Rationale and More
Formal Approach to PBU Measurement

~« Future Change In Use
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Management of PBU
o Team Approach

= Facilities Management, Financial Information, Finance, Tax,
Legal

= Team meetings held in advance of debt offering:
o Capital budgets — and related sources of funding
o Individual capital project details

» End Results
o Including qualified capital projects only
« All projects scrutinized regarding potential PBU
« Ability to size bond issue with great degree of certainty
o Due diligence performed on the front-end
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Management of PBU - continued

+ Recent PBU Assessments at Pitt

= Biomedical Science Tower 3 — mixed-use research building
o Result: equity contribution of 60% (total cost $205MM)

= Greensburg campus — dining hall addition & renovation
« Result: exclusion given non-qualified management agreement

+ Senior Management Involvement

= Department of Property Management (lease agreements)
= Office of Research (sponsored research agreements)

= Office of the Executive Vice Chancellor (management and service
agreements)

= Provost Office
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Post-Bond Issuance Compliance -
Initiatives

o Annual Query Letters to Targeted
Population

+ Standard Forms Available on Pitt
Web-Site (ie., sponsored research agreement)

o Formal Documentation Surrounding
Our Debt Compliance Practices

End
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Tax Exempt Bond Overview — Focus on Private Business Use

) “Benefits” of tax-exempt bonds include lower interest rate, a longer maturity date on the bonds
and the ability to usually finance a larger portion of the project, i.e., less “equity.” “Costs” of tax-
exempt bonds include limitations on the use of the property that was financed with such bonds and
the resulting additional record retention that will enable the borrower to show that the use was in
fact qualified.

II) History of “Conduit Financings.” What is a “conduit financing?”

I11) The Code.

A) Section 103 of the Code provides generally that gross income does not include interest on a
“State or local bond.” Such exclusion from gross income, however, does not apply to a
“private activity bond” unless such bond is a “qualified bond” under Section 141 of the Code.
A “private activity bond” is defined as a bond that meets the “private business use test” (i.e.,
more than 10% of the proceeds of the issue are to be “used” for any “private business use”)
and the “private security or payment test” (i.e., more than 10% of the proceeds of the issue
are, directly or indirectly, secured by any interest in property used in any private business
use, or derived from payments in respect to property used for any “private business use”).
Use by a Section 501(c) (3) organization is “private business use.”
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Tax Exempt Bond Overview — Focus on Private Business Use

B) Section 141 of the Code provides that a “qualified bond” includes a “qualified 501(c) (3)
bond.”

C) “Qualified 501(c) (3) bond” compared to “governmental bond.”

D) Section 145 of the Code provides that a “qualified 501(c) (3) bond” means any private activity
bond issued as part of an issue if (1) all of the property that is to be provided by the net
proceeds of the issue is to be owned by a 501(c)(3) organization or a governmental unit, and
(2) such bond would not be a private activity bond if 501(c)(3) organizations were treated as
governmental units with respect to their activities that do not constitute unrelated trades or
businesses and by applying a 5% “bad use” limitation. Thus, under Section 145 of the Code,
all of the property financed with proceeds of the bonds must be owned by the 501(c) (3) or a
governmental unit and no more than 5% of the proceeds may be used for a “non-qualified”
purpose. Non-qualified uses would include uses by a for-profit entity pursuant to leases,
subleases or “non-qualified” management or service contracts or uses by a 501(c) (3)
organization that is not in furtherance of its exempt purposes.
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Bond Overview — Focus on Private Business Use

IV) The Regulations.

Section 1.141-1 through 1.141-15 of the Income Tax Regulations apply to “governmental bonds”
as well as to “qualified Section 501(c) (3) bonds.”

A) Section 1.141-2 provides that bonds are “private activity” bonds if the “trade or business
test” and the “security interest test” are both met. Use “reasonable expectations.”

B) Section 1.141-3 provides a definition of “private business use.” Must consider “direct” and
“indirect” uses. Multiple uses, e.g., ownership, leases, sub-leases, can occur for the same
property at the same time and any one of which could result in “bad” use for the entire

property.

C) Types of private business use arrangements- general definition.

(1) Ownership.

(2) Leases.

(3) Non-Qualified Management/Service Contracts.

(4) Output Contracts.

(5) Non-Qualified Research Agreements.

(6) “Other actual or beneficial use.” Arrangements that convey “special legal entitlements” similar to
(1) through (5) and in situations where the property is not available to the general public,

arrangements that convey a special “economic benefit.”
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