SEPTEMBER 22, 2016 SPECIAL EDITION

HAWKINS ADVISORY

HAWKINS ADVISORY

HAWKINS ADVISORY ON MODIFIED QUALIFIED MANAGEMENT
CONTRACT RULES (REVENUE PROCEDURE 2016-44)

On August 22, 2016, the Internal Revenue
Service (the “IRS”) released Revenue Procedure
2016-44 (“Rev. Proc. 2016-44”), which purports to
modify and supersede existing revenue procedures
addressing the treatment of management contracts
involving property financed with tax-exempt bond
proceeds. Rev. Proc. 2016-44 generally allows state
and local governmental wunits and 501(c)(3)
organizations (each a “qualified user”) to enter into
contracts for the management of bond-financed
property that have longer terms and a broader range
of variable compensation arrangements than allowed
by such existing revenue procedures. Rev. Proc.
2016-44 also includes requirements that were not
contained in such revenue procedures, such as a
requirement that the service provider agree not to
take any tax position that is inconsistent with its
treatment as a service provider under the
management agreement (e.g. taking depreciation
deductions on managed property). The IRS will not
treat a contract between a qualified user of tax-
exempt bond proceeds and a service provider that
conforms to the requirements of Rev. Proc. 2016-44
(a “qualifying contract’”) as resulting in private
trade or business use* of the managed property for
purposes of applying limitations imposed by the
Internal Revenue Code of 1986, as amended (the
“Code”) in respect of tax-exempt bond proceeds.

BACKGROUND

The Code and applicable U.S. Treasury
Department regulations (the “Treasury
Regulations”) impose limitations on the amount of
proceeds of tax-exempt governmental bonds and tax-
exempt qualified 501(c)(3) bonds used in a private
trade or business use, and apply a facts and
circumstances test to determine whether use of bond-
financed property under a management agreement by
anyone other than a qualified user will result in

private use. In order to provide some certainty to
issuers and conduit borrowers of tax-exempt bond
proceeds, the IRS issued a series of revenue
procedures, including Revenue Procedure 97-13, as
modified by Revenue Procedure 2001-39 (together,
“Rev. Proc. 97-13”) and Notice 2014-67, which
amplifies Rev. Proc. 97-13 (together with Rev. Proc.
97-13, the “Prior Revenue Procedures”), stating that
the IRS would not treat a management contract that
conforms to the requirements in such Prior Revenue
Procedures as resulting in private trade or business use
of the managed property.

A management contract conformed to the
requirements of Rev. Proc. 97-13 only if it contained
(1) compensation arrangements that both satisfied a
general rule that no portion of such compensation
could contain any element of net profits (or losses),
and fit within one of the detailed compensation
scenarios described in Rev Proc. 97-13, and (ii) had a
maximum term, including renewal options, described
in Rev. Proc. 97-13. The maximum terms permitted
by Rev. Proc. 97-13 varied based on the percentage of
compensation to be paid under the contract that was a
stated dollar amount or periodic fixed fee, and the
type of variable compensation to be paid under the
contract. In addition, the service provider could not
have any role or relationship with the qualified user
that would limit the qualified user’s ability to exercise
its right under the contract. Notice 2014-67 amplified
Rev. Proc. 97-13 by, among other things, adding a
new category of permitted arrangements, including
maximum contract terms of up to five years, provided
that all of the compensation is based on (i) a
percentage of gross revenues or expenses of the
facility, but not both revenues and expenditures, (ii) a
stated dollar amount, (iii) a periodic fixed fee, (iv) a
capitation fee, (v) a per-unit fee, or (vi) any
combination of the foregoing.

*Qualified 501(c)(3) Bonds are also subject to a limitation in respect of unrelated trade or business activities.
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REV. PROC. 2016-44

In General. In order to conform to the
requirements of Rev. Proc. 2016-44, a management
contract must provide for

e the qualified user to exercise a significant
degree of control over the managed

property,
e compensation that is reasonable and in no

way based on the net profits derived from
the operation of the facility,

e aterm, including renewal options, that does
not exceed the lesser of 30 years or 80
percent of the economic life of the bond-
financed facility, and

e an explicit agreement by the service
provider to not take any tax position that is
inconsistent with its role as a service
provider with respect to the bond-financed
property.

In addition, as in the Prior Revenue
Procedures, the service provider may not have any
role or relationship with the qualified user that, in
effect, substantially limits the qualified user’s
ability to exercise its rights, including its
cancellation rights, under the contract. The contract
may not impose upon the service provider a risk of
loss from damage or destruction of the property. A
service provider will not be treated as bearing a risk
of loss or destruction of the managed property
solely as a result of a penalty imposed on the
service provider for failure to operate or maintain
the property in accordance with the provisions of
the contract.

Control by Qualified User. The limitations
imposed under the applicable provisions of the
Code on private trade or business use in connection
with issuances of governmental bonds and/or
qualified 501(c)(3) bonds were meant to preclude
qualified users of such bonds from passing along
the benefits of tax-exempt financing to a non-
exempt person, except as specifically provided for
by the Code. As a result, property that is leased,
licensed or generally under the possession and
control of non-exempt persons is treated as used for
a private trade or business use under the Code. Rev.

Proc. 2016-44 explicitly requires a qualified user to
exercise a significant degree of control over the use
of the nmanaged property (the “Control
Requirement’), and describes circumstances in
which the Control Requirement will be satisfied. For
example, the Control Requirement will be “met if the
contract requires the qualified user to approve the
annual budget of the managed property, capital
expenditures with respect to the managed property,
each disposition of property that is part of the
managed property, rates charged for the use of the
managed property, and the general nature and type of
use of the managed property (e.g., the type of
services)” to be performed by the service provider.
Inclusion of schedules to a contract setting forth rates
and charges for the services to be performed by the
service provider, together with language providing
for the service provider to approve any changes to
the schedules, will evidence approval of such rates
and charges. Approval of rates and charges may also
be evidenced by setting forth in the contract a
method for automatic changes to the rates and
charges, or a provision in the contract requiring that
the service provider charge rates that are reasonable
and customary as specifically determined by an
independent third party.

Permitted Term. Under Rev. Proc. 2016-44,
the term of the contract, including all renewal options
unilaterally exercisable by the service provider, may
not exceed the lesser of 30 years or 80 percent of the
weighted average reasonably expected economic life
of the managed property (exclusive of land), as of the
beginning of the term of the contract. While this
standard is more flexible than the term limitations set
forth in the Prior Revenue Procedures, questions are
likely to arise when analyzing a contract involving a
facility nearing the end of its economic life. Material
modifications to a service contract will cause the
term of the contract to be retested to determine
compliance with the term limitation under Rev. Proc.
2016-44.

Rev. Proc. 2016-44 by its terms relates to
only that term of a management contract in effect
after the managed property has been placed in
service.
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Additional guidance may be needed to
determine how the weighted average reasonably
expected economic life of the managed property is
measured. For example, questions are likely to arise
as to the effect of ordinary maintenance expenditures
on the economic life of the managed property, or the
manner in which capital improvements to a portion of
the managed property should be weighed in
computing the weighted economic life of the
managed property.

Compensation. Compensation under a
service contract must be reasonable; importantly, no
portion of the compensation may be based, in whole
or in part, on a sharing of the net profits derived from
the operation of the managed property.

Compensation to the service provider “will
not be treated as providing a share of net profits if no
element of the compensation takes into account, or is
contingent upon either the managed property’s net
profits or both the managed property’s revenues and
expenses for any fiscal period”. For purposes of this
definition, Rev. Proc. 2016-44 identifies as “elements
of compensation” the eligibility for, the amount of,
and the timing of the payment of compensation.
Payments to reimburse actual and direct expenses
paid by the service provider to an unrelated party, and
related administrative expenses of the service
provider are disregarded. Unrelated parties are
defined as “persons other than a related party [a
member of the qualified user’s controlled group] or a
service provider’s employees”.

Incentive compensation by a qualified user to
a service provider is not treated as a sharing of the net
profits of the financed facility if eligibility for the
payment is determined by the service provider’s
performance in meeting one or more standards that
measure quality of services, performance or
productivity, provided that the amount and timing of
the compensation are not based on the amount or
existence of net profits or losses from operation of the
facility. Incentive payments, especially incentive
payments based on productivity targets, will need to
be carefully drafted to refute any assertion that any
element of the payments is based on the amount or
existence of net profits or losses from the operation of
the facility.

Sharing of Net Losses. A contract under Rev.
Proc. 2016-44 “must not, in substance, impose upon
the service provider the burden of bearing any share of
net losses from the operation of the managed
property”. However, an arrangement will not be
treated as requiring a service provider to share in the
net losses from the financed facility if: (i) the amount
of the service provider’s compensation is not affected
by net losses from the operation of the managed
property, or both the revenues and expenses of
operation of the managed property, and (ii) the timing
of the service provider’s compensation is not
contingent on net losses from the operation of the
managed property.

The reduction of a service provider’s
compensation by a stated dollar amount (or one of
multiple stated dollar amounts) for failure to keep the
managed property’s expenses below a specified target
(or one of multiple specified targets) will not, in and of
itself, cause the service provider to be treated as
bearing a share of net losses from the operation of the
financed property.

Unrelated Person Requirement. Like the Prior
Revenue Procedures, a contract will not conform to the
requirements of Rev. Proc. 2016-44 if the service
provider has any role or relationship with the qualified
user that, in effect, substantially limits the qualified
user’s ability to exercise its rights under the contract.
Under Rev. Proc. 2016-44, no such role or relationship
will be deemed to exist if: (i) no more than 20 percent
of the voting power of the governing board of the
qualified user is vested in the directors, officers,
shareholders, partners, members and employees of the
service provider; (ii) neither the chief executive officer
or the chairperson (or equivalent executive) of the
service provider is a member of the governing body of
the qualified user; and (iii) the chief executive officer
of the service provider (or any person with equivalent
management responsibilities) is not the chief executive
officer of the qualified user or any entity that is part of
the same “controlled group” as the qualified user. For
these purposes, an entity is part of the same controlled
group as the qualified user if one entity has either (a)
the right or power both to approve and remove,
without cause, a controlling portion of the governing
body of the other entity, or (b) the right or power to
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require the use of funds or assets of the controlled || modified or extended (other than pursuant to the
entity for any purpose of the controlling entity. exercise of a renewal action at the unilateral option of
the service provider) on or after August 18, 2017.

No Inconsistent Tax Position. Finally, Rev.

Proc. 2016-44 contains an explicit requirement that oAk
the service provider agree that it will not take any tax ‘
position that is inconsistent with being a service Please contact a member of the Hawkins

provider to the qualified user with respect to the || Delafield & Wood LLP tax department with any
managed property; e.g., the service provider must || questions.
agree not to take any depreciation or amortization,

. . . Faust N. Bowerman fbowerman @hawkins.com
investment tax credit, or deduction for any payment as . : )

. Jennifer B. Cordova jcordova @hawkins.com
rent with respect to the managed property. All ) ] _ _
management contracts, including extensions to Michela Daliana fndahf‘na@haw_km&mm
management contracts that conformed to Prior James R. Eustis, Jr. jreustis @hawkins.com
Revenue Procedures, must contain such language. Neil Kaplan nkaplan @hawkins.com

. o Russell A. Miller rmiller @hawkins.com

o164 fffectlwe Dates. The provisions of Rev. Prqc. Brian Organ borean @hawkins.com

6- . apply to any management contract tl:lat 18 Kathleen J. Orlandi jorlandi @hawkins.com
entered into on or after August 22, 2016, and an issuer _

Kam Wong kwong @hawkins.com

may apply these provisions to any management
contract that was entered into before August 22, 2016.
Rev. Proc. 2016-44 further states that an issuer may
apply the safe harbors in the Prior Revenue
Procedures to a management contract that is entered
into before August 18, 2017 and that is not materially

About Hawkins Advisory

The Hawkins Advisory is intended to provide occasional general comments on new developments in Federal
and State law and regulations that we believe might be of interest to our clients. Articles in the Hawkins Advi-
sory should not be considered opinions of Hawkins Delafield & Wood LLP. The Hawkins Advisory is not in-
tended to provide legal advice as a substitute for seeking professional counsel; readers should not under any
circumstance act upon the information in this publication without seeking specific professional counsel. Haw-
kins Delafield & Wood LLP will be pleased to provide additional details regarding any article upon request.

New York Washington, D.C. Newark Hartford Ann Arbor

28 Liberty Street 601 Thirteenth Street, N.W. One Gateway Center 20 Church Street 2723 South State Street
New York, NY 10005 Washington, D.C. 20005 Newark, NJ 07102 Hartford, CT 06103 Ann Arbor, Ml 48104

Tel: (212) 820-9300 Tel: (202) 682-1480 Tel: (973) 642-8584 Tel: (860) 275-6260 Tel: (734) 794-4835
Sacramento Los Angeles San Francisco Portland

1415 L Street 333 South Grand Avenue One Embarcadero Center 200 SW Market Street %m
Sacramento, CA 95814 Los Angeles, CA 90071 San Francisco, CA 94111 Portland, OR 97201

Tel: (916) 326-5200 (213) 236-9050 Tel: (415) 486-4200 Tel: (503) 402-1320 DELAFIELD & WOOD LLP




