
wHat are babs?

BABs are state or local governmental bonds that 
could be issued as tax-exempt bonds, but which 
the issuer elects to treat as BABs. Interest on BABs 
is taxable to the bondholder, but tax credits are 
provided in lieu of the tax-exemption. 
 
There are two types of BABs. The basic form 
provides the bondholder with a non-refundable 
federal income tax credit of 35% of the interest 
paid on the bond in each tax year. If the bondholder 
lacks sufficient tax liability in any year to fully utilize 
that year’s credit, the excess credit can 
be carried forward to future years. To 
date, it appears that none of this basic 
form of BABs have been issued.

The second form, “direct-pay BABs,” 
provides no credit to the bondholder; 
instead the issuer of the BABs receives 
payments from the Federal Treasury 
equal to 35% of the interest paid by the issuer.  
No more than 2% of direct-pay BABs proceeds 
may be used to pay costs of issuance and, with 
this type of BABs, only new money projects for 
capital purposes qualify. Because the credit is  
paid to the issuer, and BABs are taxable 
obligations, the purchasers of these bonds need 
not be taxpayers. This opens a new market for 
the debt of state or local governmental units, 
including tax-exempt entities like pension plans 
and foreign entities. 

Unless extended, BABs can be issued only 
through 2010.

wHo can issue babs  

anD wHat can be FinanceD?

BABs can be issued by any state or local 
governmental issuer of tax-exempt bonds.  
The proceeds can be used for any purpose  
for which tax-exempt financing is generally 
available to governmental borrowers. BABs  
must satisfy all the rules applicable to tax-
exempt financing generally, including limits  
on private use, arbitrage limitations and 
rebate requirements. The issuer structures 
a transaction in the manner of a tax-exempt 

bond, but elects to exchange the 
tax-exemption for the tax credits,  
paid either to the bondholder or the 
issuer. BABs treatment is not available 
for any financing which benefits  
private parties, including  
501(c)(3) organizations.

can bonDs be issueD as Part  

babs anD Part tax-exeMPt bonDs?

Yes. The statutory language allows BABs 
treatment to be elected for selected bonds 
constituting a portion of a financing (for 
example, the later maturing bonds in the 
issue). Because of the differing tax treatment 
it is necessary to split the overall issue into 
identifiable separate series, one consisting  
of tax-exempt bonds and the other made 
up of BABs.
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The open issues or unknowns include:

n    Whether there are limitations or restrictions  
regarding the use of credit payments to issuers  
of direct-pay BABs.

n   The optimum structure for BABs, including  
call provisions and maturities. Nonetheless, the  
volume of direct-pay BABs is large and growing.

n   Whether BABs are good deals for issuers? Issuers 
should check with their financial advisors and 

underwriters for help evaluating the overall 
cost of a financing using either of the  
BABs types as compared to traditional  
tax-exempt financing.

n   Disclosure for BABs may be more 
substantial, if the experience in the taxable 
bond market generally is applicable.

n   The nature and extent of required legal 
opinions regarding BABs, and their credits, 
is not yet fully known.

n   Procedures that might be imposed by the IRS 
regarding enforcement in the area are also unknown.

Worldwide 24/7. millercanfield.com/publiclaw

Build

3

In case you haven’t heard, there is a new option for governmental financing  
called “Build America Bonds,” or BABs. BABs were included in The American  
Recovery and Reinvestment Act of 2009 (the “Act”). 

n   BABs are a new way to  
stimulate the economy

n   BABs offer investors an  
opportunity to diversify risk  
into historically stable bonds

n   BABs can be issued in 2009  
and 2010

Quick take

America Bonds

Public Finance Hot Points is published as a free service to Miller Canfield clients and friends.

The articles in Public Finance Hot Points are for general information only and should not be  
used as a basis for specific action without obtaining legal advice.

If you would like your name added to our mailing list, please call Heather Willis at 313.496.7902.

reproduction of Public Finance Hot Points articles is authorized by permission,  
with credit given to Miller canfield.

DISCLOSURE UNDER TREASURY CIRCULAR 230: Nothing in this publication is intended to  
be written tax advice. This publication may not be used or referred to in the promoting, marketing 
or recommending of any entity, investment plan or arrangement, and may not be used by a  
taxpayer for the purpose of avoiding Federal tax penalties.

is tHe interest PaYable on  
babs exeMPt FroM state taxation? 

The state law treatment of interest on the BABs is 
uncertain. The Act is drafted to maximize the likelihood  
that states that exempt interest from income tax based  
on a federal exemption would treat BABs as tax-exempt  
for state law purposes. The Act allows states to specifically 
overrule this position. 

are babs autHorizeD unDer state law? 

As with all bond issues, the borrower must 
have the independent power to issue for 
particular purposes under state law. As 
interest bearing bonds, BABs should  
comply with existing state law. However, 
some legislative amendments may be 
necessary in order to properly receive and 
apply the tax credits payable to issuers of 
direct-pay BABs.

wHat reMains to be clariFieD regarDing babs?

Several issues affecting the issuance and effect of BABs  
will require federal or state guidance or possibly legislative 
changes. Preliminary guidance has been provided by the  
IRS. Additional guidance is expected from regulators in  
the near future. 

8038-CP Form 

Return for Credit Payments

to Issuers of Qualified Bonds

 

OMB No. 1545-2142

 

(April 2009)
 

Department of the Treasury

Internal Revenue Service

 Information on Entity That Is To Receive Payment of Credit
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1
 

EIN
 

Issuer’s name (if same as line 1, enter “SAME” and skip lines 8, 9, 11, 15, and 16)

 

3
 

Number and street (or P.O. box no. if mail is not delivered to street address)

 

4
 

Date of issue

 

City, town, or post office, state, and ZIP code

 

CUSIP number

 

Name of issue

 

8
 

5
 

Reporting Authority
 

Type of issue 

 

Employer identification number (EIN)

 

13
 

15
 

Under penalties of perjury, I declare that I have examined this return, and accompanying schedules and statements, and to the best of my knowledge

and belief, they are true, correct, and complete.

 

Sign
Here
 

Signature of issuer’s authorized representative

 

Type or print name and title

 

Date 

Form 8038-CP (4-2009) 

Part I
 

Part II
 

 
Cat. No. 52810E

 

Room/suite

 

17a

 

11
 

18
 

19
 

21
 

Is this the final interest payment date?
 22

 

Name of entity that is to receive payment of the credit

 

12
 



 

For Privacy Act and Paperwork Reduction Act Notice, see the separate instructions.

 

Telephone number of officer or legal representative

 

Name and title of officer or legal representative whom the IRS may call for more information

 

10
 

7
 

( )
 

20
 

23
 

a
 

Build America bonds. Multiply line 19 by 35% (0.35)
 

b
 

Recovery zone economic development bonds. Multiply line 19 by 45% (0.45)
 

17b

 

19
 

Number and street (or P.O. box no. if mail is not delivered to street address)

 

City, town, or post office, state, and ZIP code

 

Payment of Credit
 

Part III

 

Name and title of officer or legal representative whom the IRS may call for more information

 

Telephone number of officer or legal representative

 

Interest payment date to which this payment of credit relates (MMDDYYYY)
 

Interest payable to bondholders on the interest payment date 
 

Amount of credit payment to be received as of the interest payment date (complete line 20a OR 

line 20b only):

 

Adjustment to previous credit payments (complete line 21a OR line 21b only):

 

Amount of credit payment to be received. Combine line 20a or line 20b with line 21a or line 21b
 

22
 

20a

 

 

Issue price 

 

20b

 

( )
 

Yes

 

No
 

Preparer’s SSN or PTIN

 

Date 

Preparer’s

signature

 

Check if

self-employed

 

Paid
Preparer’s

Use Only

 

Firm’s name (or

yours if self-employed),

address, and ZIP code

 

EIN 

Phone no.
   

( )

 

a
 

Net increase to previous payments (attach explanation) 
 

Net decrease to previous payments (attach explanation) 
 

b
 

21a

 21b

 

6
 

9
 

Room/suite

 

Report number (For IRS Use Only)

 

14
 

16
 

8
 

(

)

 

Check box if Amended Return 

 

24
 

If the entity identified in Part I is not the issuer, check this box to indicate that the entity is authorized to receive payment and

related return information on behalf of the issuer
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