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Staff Report   
City of Manhattan Beach 

  
 

TO:  Honorable Mayor Fahey and Members of the City Council 
 
THROUGH: Geoff Dolan, City Manager 
 
FROM: Robert V. Wadden, Jr., City Attorney 

Bruce Moe, Finance Director 
Neil Miller, Director of Public Works  

  Dana Greenwood, City Engineer 
  Stephanie Katsouleas, Senior Civil Engineer 
 
DATE: August 2, 2005 
 
SUBJECT: Consideration of Potential Tax Liability for Future Underground Utility 

Assessments 
 
 
RECOMMENDATION: 
Staff recommends that the City Council proceed to not include the IRS tax component in future 
utility underground assessment districts. The reasons for this recommendation and other options are 
described in the balance of this report.  
 
 
FISCAL IMPLICATION: 
The fiscal implications of this issue are discussed below.   
 
 
BACKGROUND: 
As planned, the property owners of parcels located in Districts 2, 4 and 6 will vote later this fall on 
whether to form assessment districts for the purposes of undergrounding utilities in their 
neighborhoods.  Additionally, design work for Districts 7-10 will commence this August.     
Initiation of District 11 and 12 (and any future districts) design plans will depend on Edison’s 
schedule and funding availability, but is not expected to start before summer 2006.  As was the 
case with Districts 1, 3 and 5, the question of how to address the additional Income Tax 
Contribution Component (ITCC) that could potentially be imposed by the IRS for the material 
upgrades and improvements has been raised.  A private letter ruling (see Attachment A) was issued 
by the IRS on April 6, 2005 clarifying its tax position regarding residential undergrounding of 
utilities.  It is worth noting that the private letter ruling Edison received did not specifically identify 
Districts 1, 3 and 5, suggesting it may be applicable to any resident-driven UUAD project.  At the 
bottom of page two the IRS stated, “…we conclude that the payments made by City [Manhattan 
Beach] to Corp A [Edison] to underground the overhead electrical lines and related equipment fall 
within the public benefit exception described in the House Report and in Notice 87-82 and are not a 



    Agenda Item #: 
 

Page 2 

CIAC1 under section 118(b).”  This ruling confirms that residents in Districts 1, 3 and 5 will not be 
taxed for the system upgrade.  Because the same tax issue has now arisen for Districts 2, 4 and 6 
and all future districts, staff called the IRS representative who issued the Private Letter Ruling 
(David McDonnell) to glean insight to the likelihood of future UUADs being taxed.  Mr. 
McDonnell’s response was very clear.  He stated that if the tax liability concern is the same (i.e., 
undergrounding utilities for existing parcels rather than for new developments), then the utility 
would not be assessed taxes on the upgrade based on current law.  He also stated that if the ruling 
were to change, application of the new law would not be retroactive to system upgrades 
constructed prior to the new ruling’s effective date. 
 
Staff recommends proceeding with current and future utility underground districts without 
consideration of the Income Tax issue given the strength of the IRS Private Letter Ruling. 
 
 
DISCUSSION: 
Based on the IRS ruling discussed above (also see Attachment A), the overall risk that the IRS 
would, in the future, collect taxes on these improvements is minimal.  However, staff is presenting 
City Council with three options as follows: 
 
Option Benefit Risk/Drawback 
1. Do not include the 

potential IRS tax 
component in the final 
assessment presented 
to residents 

The final assessment amount 
presented to property owners is 
less, thereby maximizing the 
total number of residents who 
may vote to form the Districts.   
Assuming the Districts form, 
the City is reimbursed for all 
funds associated with bringing 
the Districts forward. 

While the risk is minimal, should 
the IRS change its ruling for future 
districts, the City would be liable 
for the entire tax assessed.2  This 
amount is based on the total cost of 
the improvements, and is projected 
to be $700,000 - $950,000 for each 
of the three Districts. 

2. Do include the 
potential IRS tax 
component in the final 
assessment presented 
to residents 

The City assumes no risk 
should the IRS change its ruling 
for future districts.  The amount 
is collected from residents and 
available for collection from the 
IRS for 13 years. Fees are 
returned to residents at the end 
of 13 years if not collected by 
the IRS. 

The final assessment amount 
presented to property owners is 
approximately 18% higher (or up to 
$5,000 per parcel), thereby likely 
decreasing the total number of 
residents who will vote in favor of 
the Districts.  The City runs a 
higher risk of losing expended 
funds ($247,746 + staff time) 
should the Districts fail to form.   

                     
1 CIAC – Contribution in aid of construction 
2 Edison will not accept liability for the potential income tax, and will require the City to indemnify it for the tax if it is levied by the 
Internal Revenue Service.   
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Option Benefit Risk/Drawback 
3. Seek a new Private 

Letter Ruling from the 
IRS regarding 
Districts 2, 4 and 6 
and all future districts; 
Collect the tax 
component up front. 

 

The issue is finalized in a 
timely manner for each district. 
Residents know the risk, and 
may be reimbursed 
immediately for the tax 
component (but not the cost of 
the private letter ruling) should 
the ruling come back favorably. 
 
The City assumes no financial 
risk for the tax. 

The higher assessment cost is still 
presented to residents and collected 
until the ruling is issued, potentially 
decreasing the number of residents 
in favor of forming the District. 
 
Residents must pay the tax as well 
as the Private Letter Ruling as part 
of their assessment. The Ruling fee 
was $50,000 previously.  This 
translates into approximately $77 
per parcel (split evenly) if the IRS 
fee remains the same. 

 
Staff recommends that the City Council choose option number 1.  Further contributing to this issue 
is the significantly higher cost of construction.  Already, staff estimates that the upcoming 
assessments (to be determined) for Districts 2, 4 and 6 will be at least double what residents in 
Districts 1, 3 and 5 have paid, and will likely be $10,000 – 18,000 or higher per parcel.  Adding 
additional taxes on top of increased construction fees will most likely have a negative effect. 
 
A second private letter ruling request to the IRS filed jointly by the City and Edison would provide 
additional resolution to the taxability issue.  However, staff does not expect the ruling to be 
different than the ruling already received.  If this option is chosen and we receive another positive 
response from the IRS, the liens will be removed and any prepaid ITCC funds will be returned.  If a 
negative response is received, then the City will have already collected the tax.  A private letter 
ruling can take up to 18 months to complete, although the last one was received within 6 month. 
While there is no guarantee, Edison believes that if the City again seeks the private letter ruling, the 
IRS would most likely issue a favorable ruling consistent with prior letter rulings.  If Council 
directs staff to pursue this option, a letter to Edison from the City requesting the ruling from the 
IRS will be sent once the District is formed.  
 
Lastly, staff did question how Hermosa Beach addressed the potential IRS tax regarding its UUAD 
projects and found that the city elected to assume the financial risk on behalf of its residents.   
Thus, the additional IRS tax component was not included in the final assessment amounts 
presented to the residents of Hermosa Beach. 
 
 
CONCLUSION: 
Staff recommends proceeding on the basis of Option 1 (Do not include the potential IRS tax 
component in the final assessment presented to residents) for all future districts.  Staff feels that a 
future unfavorable ruling from the IRS is remote in light of its recent ruling regarding the tax 
liability for Districts 1, 3 and 5.  This issue must be resolved prior to finalizing the Assessment 
Report and initiating voting procedures for Districts 2, 4 and 6 (which are currently scheduled for 
the beginning of September).  Without resolution of this issue, the final assessment amounts cannot 
be determined.   
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Attachment A:  IRS Private Letter Ruling, April 6, 2004. 














