City of Tucson v. Commissioner, 78 T. C. 767 (1982)

Funds in a bond issue’s sinking fund, when invested in higher-yielding securities,
may be treated as bond proceeds, potentially classifying the bonds as arbitrage
bonds under IRC § 103(c).

Summary

The City of Tucson sought a declaratory judgment that its proposed $1 million bond
issue would not be classified as arbitrage bonds under IRC § 103(c). The bonds were
to fund public street improvements, with debt service paid from a sinking fund
invested in higher-yielding securities. The Tax Court upheld the validity of
regulations treating sinking fund amounts as bond proceeds, ruling that the city’s
bonds would be arbitrage bonds because the sinking fund’s investments were
expected to indirectly replace funds used for the bond-financed improvements, thus
exploiting the difference between tax-exempt bond interest and taxable investment
yields.

Facts

The City of Tucson planned to issue $1 million in general obligation bonds to finance
public street lighting and improvements. These bonds were part of a larger $40. 4
million bond authorization from a 1973 election. Arizona law required the city to
levy property taxes annually to service the bond debt, with these funds held in a
distinct sinking fund. The city intended to invest the sinking fund in securities
yielding higher than the bond issue, expecting to use these investments to indirectly
replace funds that would otherwise pay for the street improvements.

Procedural History

The City of Tucson requested a ruling from the Commissioner of Internal Revenue
that the proposed bonds would qualify for tax-exempt status under IRC § 103(a)(1).
After the Commissioner denied this request, the city sought a declaratory judgment
from the United States Tax Court, asserting that the bonds should not be classified
as arbitrage bonds under IRC § 103(c). The Tax Court reviewed the administrative
record and upheld the Commissioner’s decision, finding the bonds to be arbitrage
bonds.

Issue(s)

1. Whether the regulations treating amounts held in a sinking fund as bond proceeds
under IRC § 103(c) are valid.

2. Whether the City of Tucson’s proposed bonds constitute arbitrage bonds under
IRC § 103(c)(2)(B) due to the planned investment of the sinking fund in higher-
yielding securities.

Holding
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1. Yes, because the regulations reasonably implement the statutory language of IRC
§ 103(c) and align with the legislative intent to prevent arbitrage profits.

2. Yes, because the city expected to use the sinking fund to indirectly replace funds
that would otherwise be used to finance the street improvements, thus exploiting
the yield differential between the tax-exempt bonds and the taxable investments.

Court’s Reasoning

The court analyzed the validity of the regulations by examining their consistency
with the statute and legislative history. The court found that IRC § 103(c) aimed to
prevent municipalities from earning arbitrage profits through the indirect use of
bond proceeds. The regulations treating sinking fund investments as bond proceeds
were upheld as a reasonable interpretation of the statute, particularly given the
legislative directive to the Secretary to issue regulations to carry out the purposes of
§ 103(c). The court noted that the city’s use of the sinking fund to invest in higher-
yielding securities indirectly replaced funds that would have been used for the bond-
financed improvements, thereby fitting the statutory definition of arbitrage bonds.
The court also considered the evolution of the regulations, which responded to new
methods of arbitrage that emerged after the enactment of § 103(c).

Practical Implications

This decision expands the scope of what may be considered bond proceeds under
the arbitrage bond rules, impacting how municipalities structure their bond issues
and manage sinking funds. Municipalities must now carefully consider the
investment of sinking funds to avoid inadvertently creating arbitrage bonds, which
could lose tax-exempt status. This ruling may lead to increased scrutiny of municipal
bond financing strategies and encourage the use of tax-exempt investments for
sinking funds. Subsequent cases and regulations have continued to refine the
application of arbitrage bond rules, reflecting the ongoing tension between
municipal financing needs and federal tax policy objectives.
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