California Health Facilities Authority v. Commissioner, 90 T. C. 832 (1988)

A bond transaction structured with lenders acting as agents for the issuer, rather
than as independent users of bond proceeds, can qualify as tax-exempt under
section 103(a).

Summary

The California Health Facilities Authority sought a declaratory judgment that its
proposed bond issuance would be tax-exempt under section 103(a). The bonds were
to finance hospital loans through intermediary lenders, with strict controls ensuring
the lenders acted as agents. The Tax Court held that the bonds were qualified
501(c)(3) bonds and not arbitrage bonds, as the lenders did not use the bond
proceeds in their trade or business and the hospital loans were not considered
investments. The decision emphasized the importance of the issuer’s control over
the bond proceeds and the lenders’ role as conduits and credit enhancers, rather
than independent beneficiaries.

Facts

The California Health Facilities Authority planned to issue bonds to finance loans to
hospitals, with the net proceeds deposited with lenders under a loan agreement. The
lenders were to make loans to hospitals specified by the Authority, with terms set by
the Authority. At least 95% of the net proceeds were to be used for exempt hospital
purposes, and the issuance complied with section 147 requirements. The lenders’
role was restricted to distributing bond proceeds and providing credit support,
without discretionary control over the loans or sharing in the hospitals’ profits and
losses.

Procedural History

The Commissioner initially issued a favorable ruling on the bonds’ tax-exempt
status, but later revoked it. The Authority sought a declaratory judgment from the U.
S. Tax Court, which decided in favor of the Authority, holding that the bonds were
described in section 103(a) and thus interest paid on the obligations would be
excludable from a bondholder’s gross income.

Issue(s)

1. Whether the bonds are private activity bonds that are not “qualified bonds” within
the meaning of section 103(a)?

2. Whether the bonds are “arbitrage bonds” within the meaning of section
103(b)(2)?

Holding

1. No, because the bonds are “qualified 501(c)(3) bonds” under section 145, as the
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lenders act as agents of the Authority and do not use the bond proceeds in their
trade or business.

2. No, because the hospital loans represent an obligation to repay the bond proceeds
used by the hospitals in accordance with the purpose of the bond issue, not an
investment by the lenders.

Court’s Reasoning

The court found that the lenders’ role was akin to that of agents employed by the
Authority to distribute bond proceeds efficiently to the hospitals. The strict controls
in the lender loan agreement ensured the lenders did not have discretionary control
over the loans or share in the hospitals’ profits and losses. The court relied on the
lenders’ obligation to account separately for bond proceeds, use them only for loans
specified by the Authority, and return unused funds to redeem bonds. The court also
noted that the lenders’ compensation, including a program fee and interest
differential, was reasonable for their services in distributing bond proceeds and
providing credit support. The court rejected the Commissioner’s argument that the
lenders were independent beneficiaries using the bond proceeds in their trade or
business. Regarding the arbitrage issue, the court held that the hospital loans were
not investments but obligations to repay bond proceeds used for exempt purposes.
The court viewed the lenders’ compensation as administrative costs incurred by the
Authority to issue and carry the bonds, akin to letter-of-credit fees.

Practical Implications

This decision clarifies that bond transactions can be structured with intermediary
lenders acting as agents without jeopardizing tax-exempt status under section
103(a). Issuers should ensure strict controls over lenders’ use of bond proceeds and
that lenders’ compensation is reasonable for their services. The decision may
encourage more creative structuring of bond transactions to access long-term credit
support while maintaining tax-exempt status. However, issuers must carefully
document the lenders’ agent status and the non-investment nature of the ultimate
loans to avoid arbitrage concerns. This case has been cited in subsequent rulings
involving similar bond structures, such as in Rev. Rul. 90-43, which affirmed the tax-
exempt status of bonds issued through a conduit lender arrangement.
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