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Any water provider that has ever issued tax-exempt bonds should be familiar with the concept of 
"private activity bonds."  For those who have not issued such bonds or have repressed the 
memory, the IRS allows state and local governments to issue tax-exempt bonds to finance 
essential governmental functions, which usually have a lower rate of interest.  This is, in effect, a 
governmental subsidy of projects determined to be vital to the public, such as utilities, highways, 
public schools, and many other public infrastructure items.  Typically, however, the IRS does not 
want to subsidize a private business.   
 
Unfortunately, drawing the line between private and public projects can be difficult.  For 
example, an international airport owned by a public airport authority sounds like a public project, 
but what if the airport has terminals that are built for, and dedicated solely to, Southwest 
Airlines.  Similarly, what if a water utility builds a water system and sells 50% of the water to 
residential consumers and 50% to a privately-owned poultry processor.  Can the water utility 
finance the extension of service to the poultry processor with tax-exempt bonds.  The answer is 
"maybe" and depends on the type of water purchase arrangement between the utility and the 
private business.  The IRS has provided substantial guidance on how to structure these so-called, 
"output contracts." 
 
Before entering into an arrangement to sell water to a non-governmental entity, a water provider 
should consult with a bond attorney.  In general there is nothing wrong with selling water 
produced by facilities financed with tax-exempt debt but in some circumstances, certain things 
should be done to prevent the arrangement from creating a "private activity bond" problem.  
Because of the complexity of the issue and the substantial negative affect it could have on a 
provider's ability to obtain or maintain tax-exempt financing, water providers should consult with 
a bond attorney.  Even if a bond issue becomes a "private activity bond" after closing, the IRS 
would demand the payment of taxes on the interest income retroactive to the date of issue. 
 
THESE MATERIALS HAVE BEEN PREPARED BY MR. GOODWIN FOR INFORMATIONAL PURPOSES 
ONLY AND ARE NOT LEGAL ADVICE. THIS INFORMATION IS NOT INTENDED TO CREATE, AND 
RECEIPT OF IT DOES NOT CONSTITUTE, A LAWYER-CLIENT RELATIONSHIP. READERS SHOULD 
NOT ACT UPON THIS INFORMATION WITHOUT SEEKING PROFESSIONAL COUNSEL.  
 
 
Mr. Goodwin is an attorney with Gill Elrod Ragon Owen & Sherman, P.A. located at 425 West Capital Ave., Suite 3801 in Little 
Rock, Arkansas 72201.  The firm can be found online at www.gill-law.com.  Mr. Goodwin welcomes your comments and 
questions and can be reached by telephone at (501) 376-3800, by facsimile at (501) 372-3359 and by e-mail at Goodwin@gill-
law.com.  Gill Elrod Ragon Owen & Sherman, P.A. is a full service law firm.  Mr. Goodwin's practice focuses on corporate and 
municipal finance, asset acquisition and divestitures, real estate development, securities, general corporate and contract law. 
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