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IRS Releases Guidance and Allocations for New Recovery Zone Bonds

On Friday, June 12, 2009, the Internal Revenue Service released 
Notice 2009-50, which provides guidance on the maximum face 
amount of Recovery Zone Economic Development Bonds and 
Recovery Zone Facility Bonds that may be issued by each state, 
and counties and large municipalities within each state, before 
January 1, 2011 under Sections 1400U-1 through 1400U-3 of 
the Internal Revenue Code (Code).  Recovery Zone Economic 
Development Bonds and Recovery Zone Facility Bonds are 
two new types of bond programs that were enacted under the 
American Recovery and Reinvestment Act of 2009 (ARRA) to 
provide tax incentives for state and local units of government by 
allowing designated projects to be financed with lower borrowing 
costs to promote job creation and economic recovery in areas 
affected by employment decline.  The release of Notice 2009-
50 enables states and local units of government and economic 
development agencies to take advantage of this new program.   
	
Background

State and local units of government have long been permitted 
to issue tax exempt bonds to finance municipal projects such 
as schools, roads, sewers, municipal buildings and other 
governmentally owned facilities.  In addition, state and local 
units of government, often acting through publicly created 
agencies or authorities, have the ability to issue tax exempt 
private activity bonds to make loans to private companies to 
finance certain categories of privately owned facilities.  Common 
examples of private activity bond financings include projects 
for health care, senior living, education, cultural institutions, 
small manufacturing facilities, airports, housing and solid waste 
disposal facilities.   

The ARRA contained a number of groundbreaking provisions 
designed to stimulate the municipal finance market and 
provide additional tools to encourage economic development 
in distressed areas.  These changes included the creation of 
new types of tax credit bonds called Build America Bonds and 
Recovery Zone Economic Development Bonds, and the creation 
of a new category of private activity bonds called Recovery Zone 
Facility Bonds.  There is no limitation on the amount of Build 
America Bonds which a state and local unit of government can 
issue for qualifying projects.  There is a limitation on the amount 
of Recovery Zone Economic Development Bonds and Recovery 
Zone Facility Bonds which may be issued and a process for 
allocating a national volume limitation, as described below.

Recovery Zone Economic Development Bonds will assist 
local governments by reducing borrowing costs for qualifying 
governmentally owned and operated facilities located in 
Recovery Zones.  Recovery Zone Economic Development 
Bonds are not available for privately owned or operated facilities.  
Recovery Zone Facility Bonds, on the other hand, are designed 
to assist private companies and developers finance economic 
development projects located in Recovery Zones without having 
to qualify within the other limited categories of private activity 
bond financing.

Recovery Zone Economic Development Bonds are comparable 
to Build America Bonds except with a larger federal subsidy and 
additional qualification requirements.  In order to understand 
Recovery Zone Economic Development Bonds it is necessary 
to describe the tax credit provisions applicable to Build America 
Bonds.  

Build America Bonds

General.  Build America Bonds are a new type of tax credit 
bond that are available to any state or local unit of government 
with authority to issue tax exempt bonds.  Any program that 
is eligible for tax exempt bonding may instead be financed 
as a Build America Bond, subject to a few exceptions below.  
Build America Bonds are issued pursuant to existing state law 
bonding authority.  A Build America Bond is a taxable obligation 
that provides a federal subsidy through tax credits.  The two 
principal types of Build America Bonds are referred to as “Build 
America Bonds (Direct Payment)” and “Build America Bonds 
(Tax Credit).”  A state or local governmental issuer (“Issuer”) of 
Build America Bonds can elect to keep the tax credit and receive 
a payment from the federal government (the direct payment 
option) or give the tax credit to the bondholder and receive a 
lower interest rate on the bonds (the tax credit option).

Build America Bonds (Direct Payment).  If the Issuer elects 
to keep the tax credit, the federal government will pay the Issuer 
35% of the total interest coupon payable by the Issuer on the 
bonds.  Such payment is to be paid contemporaneously with 
each interest payment date of the bonds.  For fixed rate bonds, 
the IRS is establishing procedures which would involve the 
Issuer filing a new 8038-CP prior to the relevant interest payment
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date and such amount would be paid contemporaneous with 
the interest payment date.  For variable rate bonds, the 8038-
CP would be filed within 45 days after the interest payment date 
and paid on a reimbursement basis.

Build America Bonds (Tax Credit).   The Issuer can elect to give 
the tax credit to the bondholder equal to 35% of the total coupon 
interest payable by the Issuer on the bonds, which represents a 
federal subsidy to the Issuer equal to approximately 25% of the 
total return to the investor (including the coupon interest paid 
by the Issuer and the tax credit).  Such credits would accrue as 
of the date of the interest payment and may be used to offset 
federal tax liability of the bondholder.

Restrictions on Build America Bonds.  For Build America 
Bonds (Direct Payment), 100% of the bond proceeds must 
be used for capital expenditures (other than proceeds used to 
fund a reserve fund and to pay issuance costs subject to a 2% 
limit). Build America Bonds (Direct Payment) are not available 
for refundings or working capital borrowings.  Build America 
Bonds (Tax Credit) can be used for refundings or working 
capital borrowings and there is no limitation on amount of 
issuance costs to be paid from bond proceeds.  Build America 
Bonds cannot be used for private activity bonds (meaning bond 
proceeds cannot be used by or loaned to private parties).  Build 
America Bonds must be issued prior to January 1, 2011.

Traditional Tax Exempt Financing v. Build America Bonds:  
Which choice is better? Build America Bonds (Direct Payment) 
can result in greater savings than traditional tax exempt bonds in 
many circumstances.  Recent large long term bond sales have 
chosen the Build America Bonds (Direct Payment) structure.  
Build America Bonds (Direct Payment) will result in a lower net 
borrowing cost than Build America Bonds (Tax Credit).   Issuers 
should consult with their financial advisors and bond counsel to 
determine which alternative best meets the financing goals of 
the Issuer.

Risks to Issuer of a future change in tax law impairing Build 
America Bonds? The risk of a change in federal tax law in 
a manner that could adversely affect the tax benefit applies 
to traditional tax exempt bonds and Build America Bonds, 
but with traditional tax exempt bonds the risk is borne by the 
bondholders.  With Build America Bonds (Direct Payment), 
that risk is borne by the Issuer.  Refundable credits payable 
to an Issuer of Build America Bonds (Direct Payment) are 
treated as an overpayment of tax.  This is intended to make 
the payment obligation of the federal government a “permanent 
appropriation” but also makes the payment subject to offset for 

certain liabilities the Issuer may have to the federal government.  
The political risk of a change in tax law should be reduced as 
more state and local units of government issue Build America 
Bonds in reliance on the current legislation. 
	
Other tax and securities law considerations.  Arbitrage rules 
and other rules applicable to tax exempt bonds apply to Build 
America Bonds.   Securities laws applicable to traditional tax 
exempt bonds will also apply to Build America Bonds.  

Recovery Zone Economic Development Bonds

45% Tax Credit.  Recovery Zone Economic Development Bonds 
are comparable to Build America Bonds (Direct Payment), 
except they provide for a deeper federal subsidy through a 
tax credit paid to Issuers in an amount equal to 45% (rather 
than 35% for Build America Bonds) of the total coupon interest 
payable to the bondholders, and they have different program 
requirements regarding eligible uses of proceeds for qualified 
economic development purposes within designated Recovery 
Zones as described below.

Qualified Economic Development Purpose.  Recovery Zone 
Economic Development Bonds can be issued to finance any 
“qualified economic development purpose,” which consists of 
expenditures for the purposes of promoting development or 
other economic activity in a Recovery Zone, including: 

capital expenditures paid or incurred with respect to •	
property located in a Recovery Zone; 

expenditures for public infrastructure and construction of •	
public facilities; and

expenditures for job training and educational programs.•	

 Recovery Zones.  A “Recovery Zone” means any area:

designated by the Issuer as having significant poverty, •	
unemployment, rate of home foreclosures or general 
distress;

designated by the Issuer as economically distressed by •	
reason of the closure or realignment or a military installation 
pursuant to the Defense Base Closure and Realignment 
Act of 1990; or
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designated as an empowerment zone or renewal community •	
as in effect as of the adoption of the ARRA on February 17, 
2009. 

Unlike empowerment zones created in the 1990’s which had 
limited and fixed districts, recovery zones are flexible, permitting 
counties and large municipalities to determine whether the 
project constituting the qualified economic development 
purpose will be located in an area having “significant poverty, 
unemployment, rate of home foreclosures or general distress” 
or satisfy the other criteria for a Recovery Zone.   There is no 
fixed benchmark that must be satisfied to meet this requirement 
and no limitation on the number of recovery zones that can be 
created within a county or large municipality (except as may be 
limited by the amount of volume cap allocation available to the 
county or large municipality for the issuance of Recovery Zone 
Economic Development Bonds as described below). Any county 
or large municipality that receives a volume cap allocation for 
Recovery Zone Bonds may make designations of recovery 
zones in any reasonable manner as it shall determine in good 
faith in its discretion. 

Prevailing Wages.  Federal Davis-Bacon Act prevailing wage 
rules apply to projects financed with Recovery Zone Economic 
Development Bonds.  As a result, persons performing work 
in connection with the construction of facilities financed with 
Recovery Zone Economic Development Bonds must be paid in 
accordance with federal prevailing wage laws.  

Volume Limitation.   There is a $10 billion limitation nationally 
that applies through December 31, 2010.  Recovery Zone 
Economic Development Bonds can only be issued if the Issuer 
has received a volume cap allocation from a county or large 
municipality that received an allocation of volume cap, as 
described further below.

Recovery Zone Facility Bonds

RZFB Requirements.   Recovery Zone Facility Bonds are a 
new tax-exempt private activity bond, which can be issued 
to finance certain capital projects for the benefit of private 
companies located or to be located in a designated Recovery 
Zone which meet the following requirements:

at least 95% of proceeds of such issue are to be used for •	
recovery zone property;

the obligation is issued by a State or local government •	
pursuant to a Recovery Zone Facility Bonds volume cap 
allocation; and

the issuer designates the obligation as a recovery zone •	
facility bond.  

 “Recovery zone property” is depreciable property that satisfies 
the following requirements:

the property was constructed, reconstructed, renovated, •	
or acquired by purchase by the taxpayer after the date on 
which the designation of the Recovery Zone took effect.    
Note that this criteria is more restrictive than the customary 
60 day look back from the date the Issuer adopts its 
inducement resolution which applies to other types of 
private activity bonds.   

the original use of which in the Recovery Zone commences •	
with the taxpayer (subject to an exception for certain 
substantial renovations); and

substantially all of the use of which is in the Recovery Zone •	
and is in the active conduct of a qualified business by the 
taxpayer in such zone.

A qualified business means any trade or business except (i) 
residential rental property (as defined in Code Section 168(e)
(2) and (ii) any private or commercial golf course, country 
club, massage parlor, hot tub facility, suntan facility, racetrack 
or other facility primarily used for gambling, or any store the 
principal business of which is the sale of alcoholic beverages 
for off premises consumption.  

The criteria for establishing a Recovery Zone is the same as 
described above for Recovery Zone Economic Development 
Bonds.

Volume Cap Limitation.   There is a $15 billion limitation 
nationally that applies through December 31, 2010.  Recovery 
Zone Facility Bonds can only be issued if the Issuer has received 
a volume cap allocation from a county or large municipality 
that received an allocation of volume cap, as described further 
below.
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Private Activity Bond Restrictions.  The normal private 
activity bond requirements continue to apply to Recovery Zone 
Facility Bonds, such as the average life of the bonds cannot 
exceed 120% of weighted average life of the project assets; the 
bonds must be issued pursuant to certain notice, public hearing 
and elected official approval requirements; no more than 2% 
of the proceeds of the bonds can be used to finance costs 
of issuance, etc.  However, rules relating to the limitation on 
the acquisition of existing property are different and Recovery 
Zone Facility Bonds are subject to a different national limitation 
described below.

RZFBs v. RZEDBs.  The primary difference between Recovery 
Zone Facility Bonds and Recovery Zone Economic Development 
Bonds are that Recovery Zone Facility Bonds are tax exempt 
private activity bonds used to make loans to private companies, 
similar to industrial development bonds, but with a much broader 
category of eligible projects.  A Recovery Zone Facility Bond is 
not a tax credit bond and the federal subsidy is the same as 
available for other existing types of private activity bonds.

A point of caution: this is not free money.   For Recovery Zone 
Facility Bonds, conduit borrowers will need to be creditworthy 
and projects must make economic sense or there will not be a 
market for the sale of the bonds.  

Recovery Zone Volume Cap Allocations

Volume Cap Designations in General.  The ARRA allocated 
a $10 billion nationwide volume limitation for Recovery Zone 
Economic Development Bonds and a $15 billion nationwide 
volume limitation for Recovery Zone Facility Bonds and required 
that such amount be allocated among the States in the proportion 
that each such State’s 2008 State employment decline bears to 
the aggregate of the 2008 State employment declines for all of 
the States; provided that each state was guaranteed at least 
0.9% of the national Recovery Zone Facility Bonds limitation.  
The ARRA further required that each state must reallocate its 
Recovery Zone volume cap allocation among its counties and 
municipalities with a population in excess of 100,000 (“large 
municipalities”) in the proportion to each such county’s or large 
municipality’s 2008 employment decline bears to the aggregate 
of the 2008 employment declines for all the counties and large 
municipalities in such State.  

Waivers.  A county or large municipality may waive any portion 
of a volume cap allocation received for Recovery Zone Bonds.  
Upon such waiver, the State in which such county or large 
municipality is located is authorized to reallocate the volume 

cap in any reasonable manner as it shall determine in good 
faith.  

Local Reallocations.  On June 12, 2009 the IRS published the 
volume cap allocations for each State and the suballocations 
for each county and large municipality within a State.  This 
information is available at the following web address:  www.irs.
gov/taxexemptbond/index.html under the heading entitled “IRS 
Releases Guidance on ARRA Bond Provisions” by clicking on the 
subheading regarding the Recovery Zone Bond allocations.

Michigan Local Reallocations.   As a result of Michigan’s 
substantial employment loss in 2008, Michigan received the 
second largest Recovery Zone allocation nationally (California 
was first) with $773 million Recovery Zone Economic 
Development Bond allocation and $1.160 billion Recovery Zone 
Facility Bond allocation.  The IRS has reallocated these amounts 
to all Michigan Counties and the Cities of Ann Arbor, Detroit, 
Flint, Grand Rapids, Lansing, Sterling Heights and Warren in 
accordance with the employment loss formula described above.  
Attached to this Client Alert is a copy of the local county and 
large municipality reallocations in Michigan published by the 
IRS.  These allocations apply through December 31, 2010.  

Eligible Issuers of Recovery Zone Bonds

Eligible Issuers of Recovery Zone Bonds include any state 
or local unit of government or agency or authority authorized 
under state law to issue bonds.  An Issuer may issue Recovery 
Zone Bonds based on a volume cap received by the Issuer 
(if the Issuer is a county or large municipality) or by a conduit 
borrower or other ultimate beneficiary of the issue of the bonds.  
For example in Michigan, Recovery Zone Facility Bonds may be 
issued by local Economic Development Corporations (EDC’s) 
created by a county or large municipality or by the Michigan 
Strategic Fund (MSF), based on an allocation received from a 
county or large municipality for the project.  EDC’s and the MSF 
have the statutory authority to issue bonds and make loans 
to private companies for the purpose of financing economic 
development projects.  There are also other issuers in Michigan 
with the statutory power to issue private activity bonds for certain 
types of projects.  In all instances, the eligible costs for qualified 
economic development purposes or recovery zone property, as 
applicable, financed with the proceeds of an issue of Recovery 
Zone Bonds must relate to any such purpose or property that



DWClientAlert  Public Finance and
Economic Development

By:  Craig W. Hammond and Paul M. Wyzgoski June 2009

www.dickinsonwright.com

is located within, or attributable to, both the jurisdiction of the 
issuer of the bonds and the jurisdiction of the entity authorized 
to allocate volume cap to an issue of bonds for the financing of 
such purpose or property.  This means that trading in volume 
cap among counties and large municipalities will not be 
permitted, but a pooling of allocation to finance a joint project 
among counties or large municipalities may qualify.  

The IRS guidance indicates that counties and large municipalities 
may use volume cap themselves or allocate such volume cap 
to ultimate beneficiaries in any reasonable manner as they shall 
determine in good faith in their discretion for use for qualified 
economic development purposes or recovery zone property, as 
applicable.  We believe the exercise of that discretion will need 
to be made by the county board of commissioners or city council 
of a large municipality, as the case may be, when deciding 
on the designation of Recovery Zones and the awarding of 
allocations.  

Conclusion

Recovery Zone Economic Development Bonds are a new 
economic development tool for state and local units of 
government to finance municipal projects at lower borrowing 
costs to promote job creation and economic recovery in areas 
particularly affected by employment declines. Recovery Zone 
Facility Bonds are a new economic development tool for counties 
and large municipalities looking to provide tax incentives to 
lower the financing costs of private economic development 
projects in designated recovery zones.   These programs are 
subject to volume cap limitations and expire January 1, 2011.   
The demand for volume cap allocation may exceed supply and 
the line may begin to form quickly in many counties and large 
municipalities.   Counties and large municipalities will have to 
consider how to distribute the allocation in a manner which best 
serves their economic development goals.  

Dickinson Wright’s public finance attorneys have extensive 
experience representing state and local units of government 
in connection with the issuance of tax exempt obligations and 
tax credit bonds for public facilities and economic development 
projects.   Please contact a Dickinson Wright public finance 
attorney if you have any questions regarding the new Recovery 
Zone Bond program.
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