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Malpezzi Government entities and nonprofit c 3 organizations are among the most active borrowers in the
tax-exempt bond markets. Historically, banks and other financial institutions have been involved in lending to
tax-exempt entities in several ways. One of which is by providing a letter of credit to support variable rate
demand obligations, or "VRDOs," issued by or for the benefit of nonprofit borrowers and governmental
entities, such as counties, cities, school districts, townships or boroughs, and sold in the capital markets by
underwriters who initially purchase the obligations. In the case of nonprofit organizations that do not have the
legal ability to directly issue tax-exempt debt, the obligations must be issued through a conduit authority
having the power under Pennsylvania law to issue tax exempt bonds or notes for the benefit of the intended
ultimate user of the VRDO proceeds, i. VRDOs represent a type of variable rate bond that is structured to
provide the benefit of allowing governmental or nonprofit organizations to borrow money on a long term
basis, but at short-term interest rates. Such obligations typically have the following features: To make all of
this work, a bank or other financial institution issues a letter of credit in favor of the trustee or paying agent for
the VRDOs. The letter of credit provides that the trustee or paying agent may draw upon the letter to make
payments of principal and interest on the bonds when due and to provide a source of payment of the purchase
price of VRDOs that are subject to optional or mandatory tender and which the remarketing agent has been
unable to remarket and sell for any reason. All draws under the letter of credit must be repaid by the borrower
to the issuing bank, with interest at a bank-designated interest rate. These arrangements have the effect of
providing credit enhancement for the VRDOs by substituting the credit and credit rating of the letter of credit
bank for the credit and credit rating of the governmental or nonprofit conduit borrower. A bank or other
financial institution issuing a supporting letter of credit is effectively extending a credit facility to the
borrower, which would by documented between the letter of credit bank and the borrower by a reimbursement
or letter of credit agreement and secured by mortgages, personalty or other collateral in the same manner as
any other loan. Otherwise the function of substituting credit ratings for the VRDOs does not work. In the past,
in order to work around this problem, smaller banks could accommodate their customers by structuring a
transaction whereby i a financial institution with the requisite rating would issue a fronting letter of credit to
the VRDO trustee or paying agent and ii the community bank would issue a backing letter of credit to, or
otherwise enter into a reimbursement agreement with, the fronting letter of credit bank providing for the
payment by the "backing" bank of all draws on the fronting letter of credit. The "credit" extended by the
backing bank to its governmental or nonprofit customer would be documented and collateralized as a loan
transaction. Such arrangements worked fairly well while letter of credit commitment fee rates were relatively
low and until the credit market turmoil that occurred in , and into  During this period, the availability of letters
of credit essentially disappeared as many letter of credit banks experienced significant draws on their credit
facilities as investors exited the VRDO market en masse. This resulted in letter of credit banks holding a
substantial exposure to "bank bonds" which they now owned as a result of letter of credit draws to fund the
purchase price of optional tenders and for which there existed no demand for a remarketing and sale. This
liquidity issue no longer exists for the most part, but the fallout from the turmoil is that the bank pricing for
letters of credit has significantly increased to the point where it is difficult for a VRDO transaction to
economically justify the dual level of fees involved in the use of two letters of credit. This is particularly true
given the current historically low fixed interest rates, and the fact that many issuers or conduit borrowers are
choosing to utilize fixed rate tax-exempt debt in order to take advantage of the low rates and to avoid the
uncertainties and pitfalls of letter of credit backed VRDOs. Another potential method of participating in
tax-exempt lending by community banks is through the provision by the bank of a "liquidity facility" for
VRDOs in the form of a standby bond purchase agreement delivered to the bond trustee or paying agent for
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the benefit of the VRDO issuer or conduit borrower. This is an agreement whereby the delivering bank agrees
that it will purchase VRDOs that are the subject of an optional tender by bondholders or a mandatory tender
under the bond documents in the event the tendered bonds cannot be sold by the remarketing agent. The bank
becomes the owner of the tendered bonds, which then typically bear interest at a much higher "bank rate" and
are subject to accelerated amortization and repayment if the bonds remains "Bank Bonds" for a specified
period of time. Unlike a letter of credit, a standby bond purchase agreement is limited solely to the purchase of
bonds, and does not support scheduled payments of principal and interest. However, similar to the letter of
credit structure, the delivering bank must have an adequate recognized credit rating in order for the standby
bond purchase agreement to meaningfully support and add credit enhancement to the VRDO issue. These
kinds of loans are sometimes referred to as "bank-qualified" or "BQ" loans. Unfortunately, but perhaps not
surprisingly, the tax law and IRS rules and regulations governing bank-qualified loans are complex and can be
difficult to understand for financial institutions that do not regularly engage in such lending. There are two
levels of analysis involved in looking at a potential bank-qualified loan. The first is whether the loan can
qualify for tax-exempt treatment at all. Not every loan to a government body or a nonprofit organization is or
can be tax exempt. The second level of analysis is whether the loan, even if tax-exempt, can be bank-qualified.
What does it mean for tax-exempt obligations to be bank qualified? Under the Internal Revenue Code,
financial institutions that acquire tax-exempt bonds or notes are subject to loss of a corresponding deduction
for its interest carry expense unless the subject bonds or notes are designated as "qualified tax-exempt
obligations" under Section b 2 B of the Code. Certain special rules apply for purposes of aggregating related
issuers, dealing with composite issues i. These changes greatly increased the capacity of a single issuer to
issue, and ability of financial institutions to acquire and fund, bank-qualified tax-exempt obligations.
Consequently, tax-exempt obligations that are issued after that date are once again subject to pre-ARRA rules
and limitations. Community banks that desire to engage in tax-exempt lending to government entities and
nonprofit organizations can explore the alternatives described above. While this is a highly technical area, the
demand and credit quality that many of these kinds of borrowers present are often very attractive. This is
particularly true of government borrowers whose obligations are backed by its full faith, credit and taxing
power pursuant to a borrowing under the Pennsylvania Local Government Unit Debt Act.
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