City of Santa Rosa v. Commissioner of Internal Revenue, 120 T. C. 339
(2003)

In City of Santa Rosa v. Comm’r, the U. S. Tax Court ruled that bonds issued by the
city to finance a wastewater pipeline were not private activity bonds, thus allowing
interest on the bonds to be tax-exempt. The court determined that the private
business use test was not met because the utility company’s use of the wastewater
did not constitute a use of the pipeline itself, and the sewage ratepayers’ use was
considered general public use. This decision clarifies the scope of private business
use under tax-exempt bond regulations, impacting how municipalities can structure
infrastructure financing.

Parties

The petitioner was the City of Santa Rosa, California, seeking a declaratory
judgment under section 7478 of the Internal Revenue Code. The respondent was the
Commissioner of Internal Revenue, who had determined that the bonds would be
private activity bonds and thus not tax-exempt.

Facts

The City of Santa Rosa proposed to issue $140 million in bonds to finance the
construction of a pipeline to dispose of wastewater generated by its subregional
sewage and water reclamation system. The pipeline was designed to transport
wastewater to a utility company, which would use it to activate geysers and
generate electricity. The city entered into an agreement with the utility company,
obligating the city to deliver and the company to accept an average of 11 million
gallons of wastewater per day. The city would not receive payments from the utility
company for the wastewater but would receive electricity to operate three pumping
stations. Additionally, the city planned to enter into agreements with irrigators along
the pipeline, with payments from these agreements not to exceed 5 percent of the
bond debt service. The remaining 95 percent of the debt service would be funded by
sewer demand fees from the sewage system’s users.

Procedural History

The City of Santa Rosa petitioned the U. S. Tax Court for a declaratory judgment
under section 7478 of the Internal Revenue Code, challenging the Commissioner’s
determination that the proposed bonds would be private activity bonds. The case
was submitted fully stipulated under Rule 122 of the Federal Tax Court Rules of
Practice and Procedure. The court reviewed the administrative record and the
stipulation of facts, and the burden of proof was on the city regarding the grounds
set forth in the Commissioner’s notice of determination.

Issue(s)

Whether the proposed bonds issued by the City of Santa Rosa to finance the
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construction of a wastewater pipeline meet the private business use test under
section 141(b)(1) of the Internal Revenue Code, thereby classifying them as private
activity bonds ineligible for tax-exempt interest under section 103(a)?

Rule(s) of Law

Section 103(a) of the Internal Revenue Code excludes interest on state or local
bonds from gross income, except for private activity bonds under section 103(b)(1).
Section 141(a) defines private activity bonds as those meeting either the private
business use test of section 141(b)(1) and the private security or payment test of
section 141(b)(2), or the private loan financing test of section 141(c). The private
business use test is met if more than 10 percent of the bond proceeds are used for
private business use, which is defined as use in a trade or business by any person
other than a governmental unit (section 141(b)(1)). Use by the general public is not
considered private business use (section 141(b)(6)(A)).

Holding

The U. S. Tax Court held that the proposed bonds did not meet the private business
use test under section 141(b)(1). The court determined that the utility company’s
use of the wastewater did not constitute a private business use of the pipeline itself,
and the sewage ratepayers’ use of the pipeline was considered general public use.
Therefore, the bonds were not private activity bonds, and interest on the bonds
would be excludable from gross income under section 103(a).

Reasoning

The court’s reasoning focused on the nature of the utility company’s use of the
wastewater and the sewage ratepayers’ use of the pipeline. The court found that the
utility company’s use of the wastewater began after the pipeline’s disposal function
was complete, and thus did not constitute a use of the pipeline itself. The court also
determined that the sewage ratepayers’ use of the pipeline for sewage disposal was
a general public use, as it was available on a uniform basis to all users within the
service area. The court rejected the Commissioner’s argument that the utility
company'’s reservation of wastewater capacity constituted a private business use of
the pipeline, finding that such use was incidental to the city’s governmental purpose
of wastewater disposal. The court also noted that the utility company paid nothing
for the wastewater, further supporting its conclusion that the private business use
test was not met. The court’s analysis included a review of the legislative history and
regulations under section 141, which provide for a 10 percent threshold for private
business use and specific exceptions for incidental use.

Disposition

The U. S. Tax Court entered judgment for the City of Santa Rosa, declaring that
interest on the proposed bonds would be excludable from gross income under
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section 103(a) of the Internal Revenue Code.
Significance/Impact

The City of Santa Rosa decision has significant implications for the structuring of
tax-exempt bond financing for municipal infrastructure projects. The court’s
interpretation of the private business use test under section 141(b)(1) clarifies that
incidental use of bond-financed property by a nongovernmental entity does not
necessarily result in the bonds being classified as private activity bonds. This ruling
allows municipalities greater flexibility in partnering with private entities for the
disposal of waste products without jeopardizing the tax-exempt status of bonds
issued to finance such projects. The decision also reinforces the importance of the
general public use exception under section 141(b)(6)(A), which can be a crucial
factor in determining the tax-exempt status of municipal bonds. Subsequent courts
have cited this case in similar contexts, and it continues to guide municipalities in
structuring bond issues for public infrastructure.
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