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I am the [Mayor/Chairman of the Board of Supervisors] of the [City/County] of = jefieyt Gardy
, a member of the Southeastern Public Service Authority of Virginia .

(SPSA). Inmy capacity and on behalf of the [City/County], I am endorsing the joint |y peus

request of SPSA and Virginia Resources Authority, made to your Department, for '

$100,000,000 of the “volume cap” allocated to the Governor. i—-‘-“E?LZ!*L’ETDﬂ?E_UUR

SPSA
The requested allocation to SPSA and VRA is intended to mitigate any penalty the
members of SPSA would otherwise become obligate to pay to the Internal Revenue Service
as a consequence of the transfer of ownership of SPSA’s waste-to-energy facilities to a
private corporation. The transfer is consistent with SPSA’s comprehensive plan to reduce
the “tipping fees’ paid by SPSA’s members. :

Your favorable consideration of this request is greatly appreciated.
With kindest regards, I am

Sincerely,

Mayor/Chairman etc.

e Governor Timothy M. Kaine
Don Williams, Chairman, SPSA Board of Directors

P.0O. Box 1346

Chesapeake, VA 23320-1346




MEMORANDUM
Virginia Resources Authority
Southeastern Public Service Authority of Virginia
November 2, 2009

Re: Request for Volume Cap; Justification

Background

Virginia Resources Authority (VRA) and Southeastern Public Service Authority of
Virginia (SPSA) have issued bonds the interest on which, in the opinion of counsel, is exempt
from federal income tax. In their respective proceedings authorizing such bonds, both VRA and
SPSA have covenanted to take actions, and not to fail to take actions, required to preserve the tax
exempt status of such interest. VRA’s bonds that are the subject of this memorandum were
issued to purchase bonds of SPSA, and thus the tax status of the interest on such VRA bonds
depends in part on SPSA’s observing its covenants respecting the use of the facilities financed
with the proceeds of its bonds purchased with VRA’s bonds.

In general, the proceeds of VRA’s bonds and SPSA’s bonds were used to finance solid
waste disposal facilities owned by SPSA and thus, in the language of the Internal Revenue Code
of 1986, as amended’ (the “Code”), “governmentally owned.” SPSA has recently accepted a
proposal from a non-governmental person to buy a portion of its governmentally owned
facilities, specifically its refuse derived fuel (RDF) plant (which converts municipal solid waste
into a combustible fuel) and its power plant (capable of burning both coal and RDF) (referred to
collectively as the “waste-to-energy facilities”). The sale of these facilities would convert the
ownership of these “waste-to-energy” facilities from public ownership to private ownership.
Were the sale to be consummated, both VRA and SPSA, absent relief granted by the Internal
Revenue Service (the “IRS”), would violate their covenants to maintain the tax exempt status of
their respective tax exempt bond issues. Both VRA and SPSA staff believe that the sale of
SPSA’s waste-to-energy facilities will be essential to the financial health of SPSA and its
municipal members seven of which currently pay the highest tipping fees in the country to
dispose of their municipal waste at SPSA’s facilities. The sale is scheduled to close in December
2009 and must close no later than March 1, 2010 unless such date (the “Transaction Closing
Date”) is extended by the parties.

The purpose of this memorandum is to explain the proposed request for relief from
the IRS and the potential remedial actions that would permit SPSA to consummate, with
VRA consent, the sale of its waste-to-energy facilities without either VRA or SPSA
violating its covenants respecting the maintenance of the tax status of interest on its bonds.

y Unless otherwise provided, all section references are to the Internal Revenue Code of 1986, as amended
(the “Code”).
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The Issue

Generally speaking, interest on bonds issued by or on behalf of a state or local
government will be excludable from gross income for federal income tax purposes under Section
103(a) of the Code’. If more than 10% of the proceeds of the bonds is used by a non-
governmental entity in its trade or business and more than 10% of the debt service is derived
from payments in respect of, or secured by an interest in, property used in a trade or business,
however, such bonds will be “private activity bonds.” The interest on private activity bonds will
be taxable unless the proceeds of the bonds are used to finance one of the exempt facilities listed
in Section 142(a) of the Code and other requirements of the Code are satisfied. One of the
category of exempt facilities listed in Section 142(a) of the Code is solid waste disposal facilities.
In light of the various contractual arrangements that SPSA has entered into over the years, the
VRA Bonds and the SPSA Bonds have been treated as “private activity bonds” the interest on
which is excludable from gross income for federal income tax purposes to the extent the
proceeds are used to finance solid waste disposal facilities.

Section 146 of the Code also limits the amount of private activity bonds that may be
issued in any year by any issuer in a State to the amount of volume cap allocated to such State
for such year (the “Volume Cap Requirement”). Consequently, in order for interest on a
private activity bond to be tax exempt, the issuer must obtain from the State in which the issuer
is located an allocation of such State’s volume cap in an amount equal to the amount of bonds
being issued unless the bond issue qualifies for an exception to the Volume Cap Requirement.
Code Section 146(h) provides that the Volume Cap Requirement does not apply to “any exempt
facility bond described in section 142(a)(6) [bonds issued to finance solid waste disposal
facilities] which is issued as part of an issue if all of the property to be financed by the net
proceeds of such issue is to be owned by a governmental unit” (the “Volume Cap Exception™).
Since it was reasonably expected by SPSA at the time each issue of the SPSA Bonds and VRA
Bonds was issued that SPSA would own the waste-to-energy facilities for the term of the issue,’
such bonds qualified for the Volume Cap Exception and no volume cap was obtained for these
bonds.

There are 2 issues of tax-exempt SPSA Bonds and 7 issues of tax-exempt VRA Bonds
(described in Exhibit A), the proceeds of which were used to finance or refinance, among other
things, the construction of, improvements to, and equipment for, the waste-to-energy facilities,
that were issued on a tax exempt basis pursuant to the Volume Cap Exception. Although the
purchaser of the waste-to-energy facilities will be required to continue to use the facilities as
solid waste disposal facilities within the meaning of Section 142(a)6) of the Code so that the
VRA Bonds and SPSA Bonds will continue to be exempt facility bonds the interest on which is
excludable from gross income for federal income tax purposes, the sale of the waste-to-energy

2 These types of bonds are referred to generally as “governmental bonds.”

? Once SPSA began seriously to consider the possibility of selling the RDF Plant and Power Plant, SPSA
either obtained volume cap for tax exempt bonds issued to finance improvements to the RDF Plant and Power Plant
(e.g., the SPSA Series 2007A Bonds) or did not use the proceeds of such tax exempt bonds to make improvements
to the RDF Plant or the Power Plant (e.g., the SPSA Series 2008A Bonds).
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facilities to a non-governmental person will cause the SPSA Bonds and the VRA Bonds to no
longer qualify for the Volume Cap Exception. Furthermore, since the Volume Cap Exception
only applies to a bond issue if all of the property financed with the proceeds of such bond issue
(bond-financed property) is governmentally owned, the non-governmental ownership of a
portion of the bond-financed property may cause the entire issue to lose the benefit of the
Volume Cap Exception, not just the portion of the issue that financed the bond-financed property
being sold.

The loss of the Volume Cap Exception will cause the interest on the SPSA Bonds and the
VRA Bonds to become includable in gross income for federal income tax purposes in violation
of their respective covenants unless we are able to obtain a ruling or a closing agreement from
the IRS that the sale of the waste-to-energy facilities will not cause the interest on the VRA
Bonds and the SPSA Bonds to become includable in gross income (the “Closing Agreement”).
In order to obtain such a Closing Agreement, the IRS may require one or more remedial actions
to be taken to preserve the tax exemption of the interest on these bonds.

Remedial Action

The general remedial action rules in Treasury Regulation Section 1.141-12 under Code
Section 141 and Revenue Procedure 97-15* do not apply to noncompliance with the Volume Cap
Exception. Nevertheless, there are several remedial actions in analogous situations that may be
applied to preserve the tax exempt status of the interest on the SPSA Bonds and the VRA Bonds,
notwithstanding the sale of the waste-to-energy facilities. Each proposed remedial action,
however, will require consultation with and approval by the Internal Revenue Service (IRS).
Such grant of relief by the IRS is totally within its discretion and there can be no assurance that
the IRS will grant the relief requested.

(1) Volume Cap

(A) Basis for remediation. Section 103(n) of the Internal Revenue Code of 1954,
as amended, which was the predecessor to the Volume Cap Requirement in current Code Section
146, contained a similar exception to the volume cap requirement for bonds issued to finance
certain governmentally owned facilities. In addressing the impact of the sale of the
governmentally owned property to a nongovernmental person on the volume cap exception,
Treasury Regulation Section 1.103(n)-2T (the “Temporary Regulation™) states that the
obligations outstanding on the date of sale are treated as if they were issued in the calendar year
of such sale and if the amount of volume cap obtained by the issuer for such calendar year were
not at least equal to the amount of such outstanding bonds, the bonds would become taxable as of
the date of sale. Since the Temporary Regulation by its terms does not apply to the Volume Cap

¢ In general, these provisions provide remedial actions that may be taken to preserve the tax exemption of

interest on bonds with respect to changes in the use of the proceeds of governmental bonds that would cause the
bonds to be private activity bonds and specified failures to spend the appropriate amount of proceeds on certain
required purposes under Sections 142 (exempt facilities), 144 (qualified small issues and qualified redevelopment
bonds), 145 (qualified 501(c)(3) bonds) and 147 (e.g., violations of the land limit, used property limitation,
prohibited property restriction, and TEFRA). Neither of these provisions, however, provide any relief for
noncompliance with the Volume Cap Exception.
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