
 
 

Is BAB Someone I Should Know? 
 

BAB is not short for Barbara, nor does it refer to W.S. Gilbert (of Gilbert and Sullivan fame) 
whose pen name was BAB.  BAB stands for “Build America Bond”, a new security authorized in 
the recently enacted Stimulus Act.  State and local governments can issue taxable BABs in lieu 
of certain traditional tax-exempt bonds through the end of 2010.   
 
There are two types of BABs.  One type is a tax-credit bond that provides the bondholder with a 
federal income tax credit equal to 35% of the interest paid on the bond.  Because the tax credit 
is treated as income to the bondholder, Congress estimated that the after-tax benefit to the 
holder is actually closer to 25%.  The more popular type of BAB, a direct payment BAB, is an 
interest-subsidy bond for which the issuer irrevocably elects to receive rebate payments directly 
from the U.S. Treasury equal to 35% of the interest paid on the BAB.  Direct payment BAB 
issuers must file a form with the U.S. Treasury prior to each BAB interest payment date in order 
to receive a rebate payment.   
 
Direct payment BABs are issued at taxable interest rates, but the Federal rebate has generally 
brought the effective interest rate on these BABs to below that available in the tax-exempt 
market.  While the rebate amounts can be used to pay down debt service on the BAB, some 
bond counsel also believe that the rebate amounts can be used for other legally permitted 
purposes by the issuer.   
 
The BAB program has allowed governmental issuers to tap the taxable bond market, bringing in 
buyers who typically would be interested in corporate, Treasury or agency debt.  Some muni-
bond fund managers have said that BABs have eased a problem of tax exempt oversupply and 
helped to stabilize the muni market.  For taxable bond investors, the attraction of BABs is 
primarily diversification as muni bonds are an area that they rarely have exposure to. 
 
While BABs have quickly gained attention from governmental issuers in the first few months of 
authorization, both the market for BABs and IRS guidance regarding these bonds are evolving.  
For the BABs issued to date, the BAB market’s greatest interest rate savings over tax-exempt 
bonds has been in the longer end of the amortization schedule, with little benefit in the early 
years.  Although the initial purchasers of BABs required that there be no optional redemption, 
some recent BABs have been issued with 10-year or less call provisions. 
 
BABs are subject to the same requirements as tax-exempt bonds and failure to comply with 
such limitations could result in a suspension or termination of the interest rebate.  Issuance 
limitations on BABs include: (1) BABs can only be issued with no more than a de minimis 
amount of premium, (2) costs of issuance are limited to 2% of BAB proceeds, and (3) BABs 
cannot generally be issued for refunding purposes.   
 
BAB structuring questions remain with respect to certain rate covenant requirements, tax levy 
requirements, additional bonds tests and debt service reserve requirements.  Moreover, there 
are the questions of whether BABs are eligible for refunding from the proceeds of tax-exempt 
bonds and whether the Federal government can discontinue the interest rebates in the future. 

 
 
 
 
 
 
 
 
 
 


