Tax-Exempt Debt Compliance Procedure Guide

Introduction
The University of Missouri (the “University”) frequently finances facilities in whole or in part with proceeds of tax-exempt bonds.  Using tax-exempt (or tax-advantaged) bonds usually provides a cheaper source of financing compared to taxable bonds because, the purchaser of the bonds is willing to accept a lower return in exchange for not having to pay federal income tax on the interest earned.  
As a condition of such tax-advantages, Federal tax law places certain restrictions on the use of tax-exempt bond proceeds and tax-exempt bond-financed facilities (a “financed facility”) by private, nongovernmental persons, such as individuals and for-profit companies. The use of bond proceeds or bond-financed facilities by such persons is referred to as “private business use” and would include indirect benefit through their use of University owned financed facilities. In a broad sense, private business use can be thought of as for-profit activities by non-university entities, and allowances for this type of use in financed facilities are minimal.  Direct and indirect penalties for exceeding those allowances, including possible loss of tax-exempt status of a particular bond issue, can be significant.  The University is responsible for ensuring that all outstanding bond issues comply with private business use restrictions.
Compliance with tax law must be maintained for the life of the issued bonds, which requires ongoing monitoring of any facility financed with tax-exempt bond proceeds.  This guide provides a broad outline for the environment of issuing tax-exempt bonds to aid any involved parties in understanding various impacts to them and the University.
Federal and state regulatory requirements should take precedence over any statement in this guide in the case of conflicting statements.  This guide is general in nature and any questions or concerns on specific projects, financed facilities, or bond issuances should be directed to the Office of Treasury which will follow up with internal counsel, external bond counsel, or others as necessary.

Private Business Use 
More specifically defined, private business use is the use of a financed facility by or for the benefit of a party other than use by a state or local governmental entity or use as a member of the general public.  Private business use can arise from a lease, management contract, sponsored research agreement, or any other arrangement that gives a private business user special legal entitlements with respect to the use of the financed facility or the use of the bond proceeds.  This can include activities conducted by the federal government as well as nonprofit organizations.  Priority use or control agreements and naming rights agreements also are considered private business use in many cases.
The following discusses general parameters for private business use under some common circumstances experienced by universities.  See Appendix A for more detail on exceptions/safe harbors to private business use for these areas.
Leased Space - The lease of a financed facility by a private business or person generally gives rise to private business use. Common examples include a lease with a private company (or a person for use in a trade or business) for a retail store within a financed facility, or a lease with a private company for access to laboratory space in a financed facility. Generally, if a lease or other arrangement with respect to a financed facility has a term of use that is greater than 200 days, including all renewal options, then it is considered private business use and not general public use. Certain arrangements with terms of less than 200 days that do not otherwise convey priority rights or other preferential benefits may constitute general public use, so long as the facility was not financed for the principal purpose of the private trade or business use.  
Management Contracts - A private management or service contract (“Management Contract”) with respect to bond-financed property generally results in private business use of the property if (i) the contract gives the service provider an ownership or leasehold interest in the financed facility (or an interest in the nature of an ownership or leasehold interest), or (ii) the contract provides for compensation for services based, in whole or in part, on a share of net profits from the operation of the financed facility.  
Research Agreements - The University frequently enters into research agreements with the federal government, corporations, and other entities. Depending on the nature of the agreement, identity of the sponsor, and other factors, these agreements may give rise to private business use.  Generally, research agreements are evaluated based on a “facts and circumstances” basis to determine whether the agreement gives rise to private business use.  Applied research sponsored by the federal government or a private business entity generally results in private business use.  
Clinical Trials - Clinical trials are typically conducted in furtherance of patient care or to validate products, and the possibility of invention is remote. Therefore, clinical trial arrangements are generally not considered "research" activities and are not analyzed under the research contract safe harbors. Clinical trials may still pose private business use concerns if they are not related to the University’s governmental purposes (e.g., education or furthering patient care).
Output Contracts - An output contract is an agreement between a producer and a buyer where the producer agrees to sell all or a specified amount of its products to the buyer at a predetermined price. Unlike other contracts where the terms are usually set in advance, output contracts rely on future production levels, which are not always known or easily predictable. Output contracts are a popular tool used in commodity trading (agricultural products), manufacturing, and energy industries.  Water facilities are also included as a type of output facility.
Special Legal Entitlements - Arrangements that convey “special legal entitlements” to a non-governmental person for beneficial use of a financed facility may result in private business use. Two common examples of special legal entitlements include priority rights for use of a financed facility and control rights with respect to a financed facility (which may be combined with naming rights).

Measuring Private Business Use
Private business use generally is measured on a per bond-issue basis over the term of the bonds by determining how much space in a financed facility (that is, the portion of the facility financed by the proceeds of tax-exempt bonds) is used for a private business use and determining the percentage of the total time the financed facility is used for a private business use.  This is referred to as a "time and space analysis." For example, if a bond financed facility costs $100 to build and 20% of the facility is used for private business use 25% of the time, then five percent of the proceeds of the bonds will be treated as used for a private business use ($100 x 20% x 25%).  Generally speaking, the percentage of space methodology estimates the percentage of private business use based on assignable square feet.  When space is used simultaneously for both governmental and private purposes, another approach is to measure private business use based on a percentage of revenue generated by the financed facility.  In some cases, it may be preferable to measure private business use by using a combined space and revenue analysis, which is most commonly done for facilities with research agreements.
Limits on Private Business Use - Excessive private business use can result in significant monetary penalties from the IRS, reclassification of the issued bonds to taxable with negative impacts to bond investors, inability to issue new tax-exempt debt, and general loss of investor confidence in the University causing higher rates than otherwise required on any future debt issuances whether taxable or tax-exempt in nature.
Bonds issued as tax-exempt governmental bonds (the type issued by the University) will lose their tax advantaged status and therefore become “private activity bonds” if (1) more than 10% of bond proceeds are used for a "private business use" and (2) more than 10% of the debt service on the bonds is directly or indirectly payable from or secured by property used in a private business. The 10% threshold drops to five percent (5%) if the private business use of the proceeds is unrelated to or disproportionate to the governmental use of the proceeds, however this is rarely a concern for University financed facilities. It should be noted that the standard limit of 10% drops to 5% for 501(c)(3) organizations such as nonprofit hospitals.  Also, for bond issues above $150 million, the amount of private business use is effectively capped at $15 million per issue.
To the extent that University buildings are financed both with tax-exempt bonds and “qualified equity” (meaning other funding sources commonly resulting from gifts, University contributions, or taxable bond proceeds), the qualified equity can typically be used to reduce the total amount of private business use allocable to the bonds and allow for additional flexibility for use of the financed facility. Qualified equity is first allocated to all private business use, with any remaining equity then allocated to governmental use on an annual basis. “Qualified equity” includes proceeds of bonds that are not tax-advantaged and funds that are not derived from proceeds of a borrowing (gifts, cash, etc.), and such equity must finance the project under the same plan of financing as the bonds. At the time of issuance of bonds for any project, the University should identify any sources of qualified equity that may also be used for the project to ensure appropriate allocation.  Please contact the Office of Treasury for any determinations of qualified equity for any specific project, financed facility, or existing or proposed bond issue.

Tracking Private Business Use
Private business use metrics must be maintained for the life of the issued bonds.  As tax-exempt bonds may be outstanding for up to 120% of the useful life of facilities financed, which can extend beyond 40 years, the regular change of personnel and general updates of leases, management contracts, and research activities have the potential to inadvertently cause violations of private business use limits.  
The University monitors tax-exempt bond financed facilities for changes in the existence and/or nature of private business uses annually through a Tax-Exempt Compliance Questionnaire sent to each campus and MUHC. However, it is important to note that each campus and MUHC are responsible for monitoring private business use concerning each tax-exempt financed facility and then reporting all relevant information, including leases, research agreements, or management contracts engaged in, to the Office of Treasury.
Additionally, the University has received funding for various facilities that has been financed with proceeds from tax-exempt bonds issued by the state of Missouri.  These facilities are subject to the same requirements and require annual reporting to the state of Missouri.  Generally, the information request is received by the University’s Office of Treasury and then sent on to each campus for completion.   

Exceptions to Private Business Use
This section serves as a guide to instances that may fit the general parameters of private business use but are allowed to be excluded from private business use calculations.  Please consult the Office of Treasury if there is a situation that appears to conform to these exceptions.
1. Leased Space - Certain arrangements with terms of less than 200 days that do not otherwise convey priority rights or other preferential benefits may constitute general public use.

a. 100 Days Limited General Public Use Arrangements. The financed facility may be used by any person or entity under any arrangement for use (other than as an owner) for a contract term (including renewal options) of no longer than 100 days over the life of the contract, provided that the arrangement would be general public use except that it is not available on the same basis for use by natural persons because generally applicable and uniformly applied rates are not reasonably available to natural persons not engaged in a trade or business. 

b. 50 Days Negotiated Arm’s-length Use Arrangements. The financed facility may be used by any person or entity under any arrangement (other than as an owner) for a contract term (including renewal options) of no longer than 50 days, provided the arrangement is negotiated at arm’s-length and the compensation paid for the use is at fair market value. While the regulations are not clear on this point, the University treats any amount of use in one day (e.g. one hour) as a day of use for purposes of this safe harbor. 

c. Incidental Use Arrangements. The financed facility may be used by any person or entity where the use is incidental if the use is non-possessory (except for vending machines, pay telephones, kiosks and similar uses, for which possessory use is permitted) and the non-possessory uses do not in the aggregate exceed 2½% of the financed facility.

2. Management Contracts – Safe harbor provisions for exclusion of management contracts are complex and except for the items listed below, should be evaluated on a case-by-case basis with the Office of Treasury.

a. Incidental Contracts- A contract that is solely incidental to the primary governmental function of a financed facility, including contracts for janitorial, office equipment repair, hospital billing, or similar services.
b. Hospital Admitting Privileges- The mere granting of admitting privileges by a hospital to a doctor is not a management contract if those privileges are available to all qualified physicians in the area consistent with the size and nature of its facilities.
c. Reimbursement Contracts- A contract to provide for services if the only compensation is Reimbursements to the service provider.
d. Eligible Expense Reimbursement Arrangement- A contract to provide for services if the only compensation is reimbursements plus reasonable related administrative overhead expenses of the service provider.

3. Research Agreements - The IRS provides three safe harbors for sponsored research contracts for basic research that meet certain criteria. For the purposes of the safe harbors, a “sponsor” is any party other than the University (or other state or local government entity) that is sponsoring the research. The term “basic research” means any original investigation for the advancement of scientific knowledge not having a specific commercial objective. For example, product testing supporting the trade or business of a specific nongovernmental person is not considered basic research.

a. Safe Harbor 1: Research agreements with a corporate sponsor- A research agreement relating to facilities used for research sponsored by a corporate sponsor will not create private business use so long as:
i. The activity consists of basic research;
ii. The transfer of any license or other use of resulting technology to the sponsor is priced at fair market value (no less than the price that would be paid by a non-sponsoring party for the same intellectual property rights); and
iii. Fair market value is determined at the time the technology is available for use, not earlier. 

For example, an agreement giving the sponsor an option to acquire an exclusive license to any resulting technology in exchange for a price specified in the contract would not satisfy the safe harbor requirements. 

b. Safe Harbor 2: Research agreements with an industry sponsor- A research agreement relating to facilities used pursuant to an industry research agreement will not create private business use so long as:
i. One or more sponsors agree to fund basic research;
ii. The University determines the research to be performed and the manner in which it is to be performed (i.e., the University controls the design and performance of the research study); 
iii. The University retains title to any patent or product incidentally resulting from the basic research; and 
iv. The sponsor receives no more than a nonexclusive royalty-free license to use the resulting product. 

Note on Corporate vs. Industry Sponsors: The distinction between “corporate” and “industry” sponsors is inconsequential as a practical matter as sponsored research agreements generally can qualify under either Safe Harbor 1 or Safe Harbor 2. Most corporate sponsors may prefer to qualify under Safe Harbor 1, because it provides the corporate sponsor with greater control over the product of the research. 

c. Safe Harbor 3: Research agreements with federal government sponsors- A research agreement relating to facilities used pursuant to a federally-sponsored research agreement will not create private business use so long as:
i. The University determines the research to be performed and the manner in which it is performed;
ii. The University retains exclusive title to any patent or other product incidentally resulting from the basic research; and 
iii. Any party other than the University is entitled to no more than a nonexclusive, royalty-free license to use the product of any of that research.
The IRS guidance does not specifically address the issue of whether technology resulting from a federally-sponsored research agreement can be transferred at fair market value.

4. Clinical Trials
To ensure that clinical drug trials meet the University’s governmental purposes and do not constitute private business use, clinical trial agreements should include the following provisions:
a. Clinical trials are performed on members of the general patient population (either patients that would always independently be treated or new patients brought in for the trial);
b. Clinical trials are performed at facilities that serve the general patient population;
c. The University is paid an objective fee for performing the trials according to the protocols previously developed by the sponsor;
d. All of the data that is collected is given to the sponsor, except for records of the type normally retained by the University for non-clinical trial patients;
e. The sponsor does not dictate which facilities are used for the trial;
f. The clinical trial is not undertaken for the purposes of discovering patentable inventions or technology and the possibility of such a discovery is remote; and
g. The University retains the right to publish the results of the clinical trial.

5. Output Contracts

Similar to Management Contracts, Output Contracts are complex and except for the items listed below, should be evaluated on a case-by-case basis with the Office of Treasury.

a. Small purchases of output.  An output contract for the use of a facility is not taken into account under the private business tests if the average annual payments to be made under the contract do not exceed 1 percent of the average annual debt service on all outstanding tax-exempt bonds issued to finance the facility, determined as of the effective date of the contract.

b. Short-term output contracts.  An output contract with a nongovernmental person is not taken into account under the private business tests if:

i. The term of the contract, including all renewal options, is not longer than 3 years;

ii. The contract either is a negotiated, arm's-length arrangement that provides for compensation at fair market value, or is based on generally applicable and uniformly applied rates; and

iii. The output facility is not financed for a principal purpose of providing that facility for use by that nongovernmental person.

Outside of items a. and b. above, there are additional exceptions for swapping and pooling arrangements as well as if the University is acting solely as a conduit for other governmental units.  These exceptions are more detailed in nature and should be addressed with the Office of Treasury if these situations are potentially present. 

Conclusion
Maintaining compliance with tax-exempt bond regulations is essential for the University to protect its financial health and reputation. The complexities surrounding private business use, management contracts, research agreements, and the tracking of these uses require ongoing vigilance. By adhering to Federal and state regulatory requirements and closely monitoring private business use, the University ensures that it can continue to access favorable financing through tax-exempt bonds, avoiding potential penalties or reclassification of bonds.
The guidelines outlined in this document are designed to help University personnel identify, track, and report private business use. However, this guide is not exhaustive. University departments, campuses, and affiliated entities should work in collaboration with the Office of Treasury to address any uncertainties or unique situations that may arise. Regular reviews, clear communication, and a proactive approach to compliance will ensure the University’s continued success in managing its tax-exempt financing obligations.
For further clarification or assistance on specific projects, bond issues, or compliance measures, always consult the Office of Treasury. 



APPENDIX

LIST OF OUTSTANDING TAX-EXEMPT BOND ISSUES COVERED
BY THIS COMPLIANCE PROCEDURE

	ISSUE NAME
	DATE OF ISSUE
	ORIGINAL PRINCIPAL AMOUNT

	Taxable System Facilities Revenue Bonds, Series 2009A (Build America Bonds)

	July 23, 2009
	$256,300,000

	Taxable System Facilities Revenue Bonds, Series 2010A (Build America Bonds)
	December 21 ,2010
	$252,285,000

	System Facilities Revenue Bonds, Series 2020B

	May 5, 2020
	$190,200,000

	System Facilities Revenue Bonds, Series 2024
	September 18, 2024
	$362,640,000

	Commercial Paper Notes
	
	Up to $375,000,000 authorized; amount outstanding will vary from time to time



LIST OF BOND FINANCED FACILITIES

	CAMPUS
	FACILITY NAME

	University of Missouri - Columbia

	Bluford Hall
Brooks Hall
Brady Commons (MU Student Center)
Clinical Support Building (Clinical Support and Education)
College Avenue Residence Hall
Defoe-Graham Hall
East Campus Chilled Water Plant
Gillett Hall
Hatch Hall
Hudson Hall
Institute of Nano and Molecular Medicine (Molecular Imaging and Theranostics)
Johnston Hall
Lafferre Hall
Mark Twain Residence Hall
McDavid Hall
McHaney Hall
Medical School (Medical Science Addition)
Medical School Laboratory (Third Floor Labs)
Memorial Stadium
Mid-Campus Residence Hall (Hawthorn, Galena, Dogwood)
Parking Garage #7
Patient Centered Care Learning Center
Power Plant
Research Reactor
Rothwell Brewer Field House
Bingham Hall
Schurz Hall
Schweitzer Hall
South Campus Storm Sewer
South End Zone Project
Southwest Campus Housing (North, Center, South)
Student Recreational Center (Mizzou Rec)
Swine Research Facility
Tara Apartments
Virginia Avenue Garage
Wolpers Hall

	University of Missouri Healthcare

	Green Meadows Outpatient Care Center
Missouri Orthopedic Institute (MOI)
Children's Hospital
Ellis Fischel & Patient Care Tower
University Hospital and Clinics

	University of Missouri – Kansas City

	Central Utilities Plant
Durwood Soccer Stadium & Recreation Field
Hospital Hill Parking Facilities
Interactive Learning Center
Katz Hall
Cherry Hall
KC Housing
Miller Nichols Library
Oak Place Apartments
Oak Street Parking
Oak Street West
Student Union
Twin Oaks Property
University Center

	University of Missouri – Rolla

	Geothermal Energy Project
Innovation Park Building #1
McNutt Hall
Straumanis-James Hall
Thomas Jefferson Hall
Havener Student Center
Miner Village
Thomas Jefferson North Hall

	University of Missouri – Saint Louis

	Flushing Meadows
Mansion Hills
Millenium Student Center
Parking  - St. Louis
South Campus Residence Hall



