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Summary of the Statement of Senator Howard H. Baker (R.-Tenn.) on
the Tax-Exempt Status of State and Local Bonds before the Senate
Finance Committee Tuesday, September 23j 1969.

1. The three sections of the Tax Reform Act of 1969
adversely affecting the ability of state and local
governments to meet their capital requirements
should be deleted from the House-passed bill.

2. The immunity of state and local governments from
federal taxation is necessary for the preserva-
tion of our constitutionally delineated duel
ooverei3nty form of government.

3. Encroachment upon this tax exemption would be
detrimental to the autonomy and independence of
state and local governments.

If the objective is to provide a more ewuitable
distribution of the total tax burden, then the
Congress should not revoke or alter the tax exemp-
tion in such a way as to increase the cost of
borrowing to state and local governments.

5. Encroachment upon this tax exemption would be in-
consistent w.th the concept of revenue sharing
and a healthy federalism,

6. In order to determine the amount of any possible
abuseof this tax exemption individuals and
corporations should be required to disclose on
their income tax returns the amount of tax-exempt
interest rece ived from state and local securities.
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Statement of Senator Hoiard H. B.ker (R.-Tenn.) on the Tax-Exempt
Status of State and Local Bonds before the Senate F:nance Com-
mittee, Tuesday, September 23, 1969.

FOR RELEASE AT 10 00 A.M., TUESDAY, SEPTEMBER 23, 1969

M4r. Chairman, the Tax Reform Act of 1969 contains three

sections which , if enacted, may adversely affect the ability of

state and local Sovernments to meet their capital requirements.

The first would -moose a limitation on certain tax ?references,

including among such oreferences 'nterest on state and local

securities. The second would require that Indivi.duals allocate

their deductions between taxable and tax-exemot income, includ-

ing ,.nterest on municipal bonds. The third would permit state

and local .-overnments to issue at their option taxable bonds, a

portion of the interest on which would be paid by the federal

government. In my judgment, these three provisions should be

deleted from the House-aassed bill.

As I have stated on numerous occasions, I believe that the

immunity of state and local governmentss in the exercise of their

legitimate functions from federal taxation is necessary for the

preservation of our constitutionally delineated dual sovereignty

form of -Tovernment. I further believe that if the Congress under-

takes to encroach upon the tax exemotion of state and local secu-

rities, tt inevitably has the power to control state and local

financing and without self-control of its own financing, no

government can continue as an independent and autonomous body,

The Tax Reform Act is designed to provide a more equitable
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distribution of our tax burden. I support this legitimate ob-

jective. However, in attempting to insure a more even-handed

distribution of the cost of supporting our government, we must

consider not only the fair distribution of the federal income

tax burden out also the fair distribution of the total tax bur-

den -- federal, state and local.

It is apparent that the limit on tax preferences and the

allocation of deductions orovisions will, if adopted as passed

by the House, result in an increase '.n municipal nterest rates

to levels close to those of cor:,orate bonds of similar credit

quality. In fact, since the House Ways and Means Committee

opened hearings on this question, Investment yields on new issues

of local government AA-rated jonds have risen 70 base points or

from about 5.50 percent to 6.20 percent. If the tax exemption

is breached, investors would have little confidence that the

advantages to them of holding tax-exempt securities would not be

whittled away further, and they would, of course, demand higher

interest rates to compensate them for the higher risk in iur-

chasing these securities. As the cost of-borrowing Increases,

state and local taxes, primarily property and sales taxes, will

also increase, and the burden of these taxes falls disprooortion.

ately on those in the low and middle income groups. Therefore,

if the objective is to provide a more equitable distribution of

the total tax burden, as I believe it is and should be, then

the Congress should not revoke or alter this tax exemption I.n such

a way as to increase the cost of borrowinS to state and local
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governments.

It would be particularly unfortunate to increase the cost of
borrowing at this time when the current operating revenue needs

of state and local governments are such that miroosals for fed-

eral revenue sharing are being seriously advocated and widely

supported. I believe that the provisions presently in the bill

adversely affecting municipal financing are inconsistent with

the concept of revenue sharinS and the objectives J.t is designed

to achieve. Underlying my stron-i support for both retention of

this tax exem'tion and the enactment of revenue sharin$ is the

basic conviction that strong and financially viable state and

local governments are essential both to a healthy federalism

and to the best possible performance of governmental services.

I would like to make one additional 9oint. A considerable

amount of the sentiment for tax reform stems from the testimony

given by former Secretary of the Treasury Joseph Barr concern-

inS 154 individuals who in the year 1957 had adjusted gross in-

comes in excess of $200,000 yet naid no federal income taxes.

Unfortunately, the impression %as allowed to form that this was

accomplished to a large measure through municipal bond owner-

ship, even though the data submitted by former Secretary Barr

did not include interest on state and local securities among the

tax reducing factors utilized by the 154 individuals. Interest

on state and local securities is not included within 3ross in-

come and conse4uently does not anpear at all on the income tax

return. For this reason it is most difficult to determine the
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degree of tax avoidance by individuals holding state and local

bonds,

A possible solution to this lack of data miht be to re-

quire individuals and corporations to disclose on their income

tax returns the amount of interest received from tax-exempt

securities. If this information were to Indicate substantial

abuse of this exemption, then I would sunport a reasonable legis-

lative solution designed to alleviate the problem without adverse-

ly affecting the ability of state and local Sovernments to meet

tneir capital requirements.
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Mr. Chairmen, Mebere of the Camitte

Our concern is with each of the several provisions to which your

Committee Is devoting its attention today - the proposed inimm income

tax, allocation of deductions and federal subsidisation of interest

payments if state and local bonds are issued as table obligation.

Wb remarks will be limited, in the main, to the tax end fiscal consequences

if these provisions are enacted.

We appreciate your problem. To reform the federal income tax laws

is a very difficult task. In so doing, however, we hope you will avoid

disturbing the market for state and local bonds.

As you know, the pressure is enormous on state and local governments

to furnish more and better services and facilities. Our capital require-

ments continue to grow at a rapid rate. Only 13 years aSo, in 1956,

total state and local bonds outstanding totaled less than $50 billion.

Today that total has reached $140 billion - an increase of 180 percent.

A Federal Reserve Board estimate is that it will approximate $210 billion

in 1975. In other words, in 20 years the total of state and local bonds

outstanding is estimated to increase by 320 percent. These figures

should Impress anyone who has doubts about the overwhelming capital

needs of states and localities.

H.R. 13270 would exact a "1lmit on tax preferences," a form of

minimm income tax for individuals, in the base of which would be state

and local bond interest.

Treasury witnesses testified against the inclusion of state and

local bond interest in the minimum tax. They did so for two reasons.

Inclusion, they said would: (1) raise a constitutional issue, and (2)

have an adverse effect on the municipal bond market.
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Both NI.. 13270 and the Treasury would require that individuals

allocate deductions between taxable income and tax preference mounts.

both would include state and local bond interest. In the House bill

this provision would apply to future bond issues only, and be phased

in over a 10-year period. The Treasury would have this requirement

cover outstanding as well as future issues, and make it fully effective

imediatoly.

L.A. 13270 contains a plan for a federal subsidy of a portion of

state and local government interest costs if they chose - and the plan

is optional with them - to issue taxable obligations. The Treasury

promised to submit a substitute proposal for the House - approved plan.

Hr. Chaizmn, the revenue yield from inclusion of municipal bonds

in the House LP provision, according-to the Treasury's estimate would

be $35 million and for Its own allocation of deductions proposal, $45

million. These are not large sumst but the Impact on the market of

these provisions would be far greater.

Attached to my statement are certain exhibits. Host of then indicate

what has happened as a result of the threat of taxation. Should the

threat prove real, we may expect an even more severe impact.

Historically the yield relationship of comparable municipal and

corporate bonds has been in the vicinity of 70 percent. In other words,

if a corporate bond were sold at 8 percent, one would expect a comparable

municipal to yield 5.6 percent.

Oraphs No. 1 and 2, employing different indices, illustrate the

municipal-corporate bond yield relationship over the past two years.

Please note that they show a yield relationship of about 80 percent.

10
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Today, if a corporate bond vere to be sold at 8 percent, a comparable

municipal might be expected to bear an interest rate of 6.4 percent.

Note, too, that virtually all the chene in relationship has occurred

in 1969 - the period during which this legislation has been under con-

sideration.

Graphs No@. 3 and 4 show the yields of tax exempt and taxable

bonds over the past two years as indicated by representative indices.

Again the closing of the gap can be seen.

Tables No. 1-3 show in tabular form the sane data as Graphs 1-4.

Please note on Table No. 1 the interest spread of 1.78 percent in Aguast

1967. In January 1969, there was about the sam spread, 1.77 percent.

By July 1969, the gap had shrank to 1.39 percent. On Table No. 2 a

similar change can be seen. The respective interest rate differences

were 1.80, 1.87 and 1.51. Table No. 4 shows that the yield relationship

between municipals and U.S. Government 20-year bonds has been altered

drastically, too. The interest rate differences were 0.93, 0.95 and 0.19

respectively.

Hr. Chairman, tight money caused all these interest rates to climb.

The much more rapid clinb in municipal bond interest rates can only be

ascribed to the threat of taxation.

Also attached to my statement are two schedules. Turning first

to Schedule 11, it shows in columns 1-4 the issuance of tax exempt

municipal securities for the years 1965-1968 on a state-by-state basis

a reported in the M 11 aisg julltin. The figures shown include
issuances by local units of government as well as the state.

Columns 5 and 6 represent projections of bond sales by state for

1969 and 1970. They assume a conservative 10 percent per year increase

11
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over 1968, 5 percent due to inflation and 5 percent to a real increase

n outlays. To put it more accurately, they represent reasonable estimates

of need. Based on first quarter stAtistics, bond sales in 1969 on an

annual basis will be less than $11 billion, 40 percent below what might

have been expected.

Turning now to Schedule I, it shove estimates of interest costs

increases that would be incurred if the provisions of H.R. 13270 relating

to municipal bonds were enacted. Two estimates are made - one based

on actual volume for 1968, the other on projected volume for 1970.

Column 2 represents calculations of the annual debt service on

bonds issued in 1968. The interest rate used - 4.5 percent - approximates

the average of the Bond Buyer's Index for 1968. As can be seen, debt

service totaled $1.24 billiQn for all states.

Column 3 shows debt service on a taxable basis. Columns 4 and 5

show additional interest costs by year and over the assumed 20 year life

of the bonds. The interest rate increase assumed for purpose of computation

Is 2 percent.

Given these assumptions, the additional interest costs for one ycar

would be $222 million, and over the life of the bonds $4.45 billion.

Columns 6-10 contain information similar to that of columns 1-5.

but based on projected issuances for 1970. Please note the total of

column 9, the assumed interest cost increase, approximately $270 million.

If the same total were issued in 1971, the increase would be $540

million. By the tenth year increased interest costs would add up to

$2.7 billion, assuming no year-by-year increase in state and local financing.

Mr. Chairman, Members of the Comittee, some may feel we have over-

estimated the increase in interest costs that would result from enactment

12
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of H.R. 13270. Some may feel that the Treasury proposals would result

in a smaller increase. If one reduces the estimated increase by one-half

or even more, what remains Is an undeniably heavier debt service burden

that must be borne by state and local governments and their tax payers.

Secretary Kennedy testified that the impact on the market of the

Treasury allocations of deductions proposal would be minimal. Neither

he nor we know if his opinion is valid. We know he estimated the revenue

yield to be $45 million. Presumably that was based on a total of bonds

outstanding in 1969 of $154 billion ( $140 billion in 1968 plus 10 percent).

Assuming an additional 10 percent increase in bonds outstanding at the

end of 1970 would mean a total of $170 billion. On such amount, revenue

accruing to the Treasury would increase by 10 percent, also, to $49.5 million.

Look now at what the increased state and local debt service cost

would be for 1970. Would it be one percent, $135 million or one-half of

one percent, $67 million? That additional cost, whatever it might be,

would continue over the life of the bonds.

No one can know until after the fact what the actual debt service

cost increase would be. It would be in any case greater - and probably

such greater - than the revenue yield.

Let me state at this point that the Treasury allocations of deductions

proposal would have a very damaging effect. For one thing, allocation

of deductions affects many more people than the House minimum tax. The

latter is applicable only when total income from tax preference items

exceeds $10,000 and regularly taxable income. The former is applicable

to any mount of tax preference income in excess of $10,000. Moreover,

allocation of deductions has particular relevance to banks - much the larger

13
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customers for state and local bonds. A banker might reason, if allocation

of deductions is required of life insurance companies and of individuals

and if the requirement with respect to banks were in the all-but-final

House bill, can banks be far behind?

Mr. Chairman, those who purchase state and local bonds pay a "tax."

It is not paid to the United States, but it is paid to state and local

governments in the form of lower interest rates. True, investors may

hope to gain more in federal income tax savings than in interest foregone.

But have we not shown that the principal beneficiaries of low state and

local bond interest rates are the issuing governments? Have we not shown

that to correct on alleged inequity in federal income tax laws will cost

state and local governmts far more than the Treasury will realize in

revenue? Should direct or indirect taxation be voted, what would be the

result? Immediately there would ensue postponement, cancellation or

reduction in scope of many public building projects - schools, hospitals,

highways, water and sewer facilities and others vitally needed. Eventually,

of course, these projects would be built. They would have to be paid for,

however, out of increased sales and property taxes and utility fees.

These are regressive in nature, but they would have to be relied on even

more heavily than at present to supply the funds state and local govern-

ments could not afford to borrow or to pay the increased debt carrying

costs on what they would have to borrow.

Other witnesses who appear for the states will cover aspects of

taxation of state and local obligations that I have not covered. I have

tried to show, and I believe I have shown, certain of the dire results

that federal taxation would achieve. I do not believe that this Committee,

Its parent body or the Congress wishes to accomplish such results.

14



Mr. Chairman, Mebers of the Committee, I appreciate your giving

me your time and attention. Thank you.

69/9/18 T-2
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Mr. Chairman, Members of the Conittee:

I in John A. Love, Governor of Colorado and Chairman of the National

Governors' Conference. I an pleased to have this opportunity to appear

before you on behalf of the State of Colorado and the National Governors'

Conference to testify on H. R. 13270. the Tax Reform Act of 1969. Appearing

with me as representatives of the states are my colleagues, Governor Richard

J. Hughes of Now Jersey, Governor Daniel J. Evans of Wahington, Governor

Claude R. Kirk of Florida, Governor Norbert T. Tienann of Nebraska, and

Governor John J. Hceithen of Louisiana.

Mr. Chairman, it is no secret that we are seriously concerned about

several sections of H. R. 13270, and substitute provisions for them suggested

by the administration. At the most recent National Governors' Conference,

51 of the 52 Governors attending the Conference - all who were present at

the time -- sent a wire to the President expressing our concern. Copy of the

telegram is attached, but I should like to quote part of it at this time.

We wired the President:

One crucial matter which we did not have an opportunity to
discuss with you is the taxation of state and municipal bonds.
The infringement upon what we consider the constitutional
prerogatives of state and local government would be a setback
of major proportions to our mutual goal of governmental balance
in the "Spirit of '76".

The staggering blow of increased costs for all public construc-
tion would either add to the tax burden of the people or stop
construction of much needed public facilities.

Very simply, Mr. President, if the ability to market state and
municipal bonds is jeopardized in any way, it will be a setback
that for years to come wil overshadow any positive proposals.

As citizens and taxpayers, we welcome the effort to reform our tax

laws in which this Comnittee and the Congress are engaged. Inequities and

19
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Imperfections that have grown up over the years should be corrected, The

task you have set for yourselves Is a difficult and complex one. We are

here to urge that n Its accomplishment, however, you do nothing to disturb

the market for state end local government bonds.

I an referring, of course, to the provisions of U.K. 13270 relating

to a.limit on tax preferences, allocation of deductions and the subsidiza-

tion of nterest payments If state and local bonds are Issued as taxable

obligations, Sections 3010 302 end 601 and 602 respectively. I should like

also to refer to the administration proposals on these subjects*

In the uaing I shll limit my remarks to the tax and fiscal consequences

of what i proposed. Other aspects will be discussed by those appearing

with e.

Mr, Chairman, as I know you knoi, the pressure Is enormous on state and

local governments to furnish more and better services and facilities. Our

population and our expectations continue to grow. To build the schools,

highways, hospitals, water and sewer facilities and all the other projects

we want and need means that state and local governments must have a' healthy,

readily available capital market. We are a Nation that builds on credit, and

fewp If any, of our public or private institutions are more dependent on credit

than states and localities. At the end of 1956--.Qnly 13 years ago - state

and local securities outstanding totaled less than $50 billion, according

to Federal Reserve Board data. Today that total has reached $140 billion -

aincrease of 180 percent, The Federal Reserve Board estimates that the

total outstanding In 1970 will be about $147 billion, and nearly $210 billion

'in 1975o Parenthetically, I assume that these estimates are based on there

being no damage done to the market. In any event, the Federal Reserve Board

estimate is that in 20 years - 1956 to 1975 - state and local government

20
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bonds outstanding would Increase by about 320 percent. If there were any

question concerning the need of state and local governments for capital

funds, these data should put It to rest.,

H.L 13270 proposes enactment of a mnaima tax on Individuals, a "limit

on tax preferences". In the base of which would be state and local bond

interest. Witnesses for the Departsent of the Treasury testified that it

would produce 085 million a year when fully effective. Of that amounts revenue

from taxation of state and local bonds was estimated to produce $35 million.

Application of LTP to bonds would be at a gradual rate of 10 percent per

year over 10 years.

The Treasury witnesses urged this Comittee that it4 ot Include state and

local bond interest In this minimum tax. They cited two reasons for not

doing so: (1) It would raise a constitutional question, and (2) it would

have an adverse effect oan the market for such'bonds.

With respect to allocation of deductions, the House bill would require

that Individuals allocate deductions between taxable income and tax prefer-

once amounts, Including in the latter state and local bond interest. The

provision would apply to bonds issued after July 12, 1969, and be phased in

over a 10-year period.

The Administration similarly would Include municipal bond interest in

the allocation of deductions requirement, but would extend it to cover in-

terest on outstanding issues as well as future Issues$ and make it fully

effective immediately.

The House Included In its bill a plan to provide- a subsidy to state and

local governments - exercisable at their option - if they chose to issue

taxable bonds. The Treasury opposed this plan, promising to submit a sub-

stitute proposal.

Kr. Chairman, although the revenues that the proposed Inclusion of state

21



and local bond Interest in the limit on tax preferences - $35 million

the Treasury estimated - and allocation of deductions - $45 million for

the Treasury plan - would be small, the market impact of these provisions

would be great.

Attached to my statement are certain graphs and tables. They illustrate

the Impact on the market that the threat of taxation has had. t wish to

emphasize that what they represent Is the market reaction to the possibility

of taxation. Should that possibility be realized, the Impact could be ez-

peeted to be even more severe.

Historically, comparable municipal and corporate bonds have been considered

to have a relationship as to yield In the vicinity of 70 percent. That Is

to say, municipal yields have run at about 70 percent of those on comparable

corporates. To put it another way, If a corporate bond were to be sold at

8 percent, one would expect a comparable municipal to yield 5.6 percent.

Graph No. I illustrates the relationship over the past two years. Pleas

note that the latest data Indicate yield relationship of 80 percent. Today,

If a corporate bond were to be sold at 8 percent, a comparable municipal

would bear an Interest rate of 6.4 percent - not 5.6 percent. Note also

the extent of the change In the relationship that occurred in 1969.

Graph No. 2 Illustrates the sam basic change. It Is based on different

indicae

Graphs No. 3 and 4 show the yields of tax exempt and taxable bonds over

the past two years as indicated by representative Indices. Again the closing

of the gap can be seen.

Tables No. 1-3 show In tabular form the data shown on the several graphs.

Please note on Table No. I the difference of 1.78 percent in August 1967

(4.06 and 5.84 percent), which remained about the same, 1.77 percent, In

January 1969, had by July shrunk to 1.39 percent. On Table No. 2, a sialar

22



change can be seen. The respective differences are 1,80, 1.87 and

1.51. Both Table No. 3 and Graph No. 4 indicate the yield relation-

ship of one representative municipal bond index and 3.S. Government

20-year bonds. Just to round out the story, a difference in interest

rate of 0.93 percent in August 1967 (0.95 percent in January 1969)

had shrunk In July 1969 to 0.19.

These data indicate a general increase in interest rates which a

my be ascribed to the tight money market, The time during which

mst of the change In yield relationship took place, i.e. when this

bill was before the other body, aks it abundantly clear that the

threat of taxation of municipal bonds was the cause for that change,

Also attached to my statement are two schedules, If we may turn

first to Schedule U, columns 1-4 reflect the Issuances of tax exempt

municipal securities for the years 1965-1968 on a state by state bas-

is as reported in the IM Statistical Bulletin. The figures shown

for each state Include issuances by local governmental units as well

as those of the state itself.

The figures shown in columns 5 and 6 are projections of bond

sales by state for 1969 and 1970i They assume a 10 percent per

year increase over 1968, 5 percent due to inflation and 5 per cent

in real governmental outlays. They assume further that nothing in

the tax situation would disrupt the issuance of municipal securities.

I should observe that the latter assumption is unwarranted. The

odsous tax situation and attendant high interest rates - interest

rates in some instances high enough to exceed legal interest ceLl-

ings and in others to force Issuers out of the market - reduced the

annual rate of issuances to less than $11 billion based on first

quarter statistics. That Is a level 40 percent below what might

reasonably have been expected for this year. The figures in column
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5 and 6g in other words, represent reasonable estimates of need for

state and local government capital financing.

If we may turn back to Schedule I now, it shos estimates of

the additional Interest costs that would be Incurred by state and

local governments were the provisions relating to municipal bonds of

i 13270 enacted. Two estimates are made - one based on actual vol-

use for 1968, the other on projected volume for 1970. Inclusion of

the 1968 figures and estimates is justified on the grounds that they

represent a year unaffected by the current market uncertainties due

to the threat of taxation and, therefore, represent an actual expres-

sion of state and local financing needs. As discussed above, the

-volume for 1970 undoubtedly is overstated because of the taxation threat.

Colum 2 of Schedule I represents calculations of the annual debt

service on bonds issued in 1968. Inasmuch as it would be Impossible

to calculate the actual debt service on each of the over 5,400 sap-

arate ssuences, a 20-year bond with equal annual payments of prlnci. '.

pal and interest was used for these computations. The interest rate

used - 4.5 percent - was the approximate average of the Bond BuYer's

Index for 1968. This well-known Index consists of 20 municipal bonds

picked for their representativeness of the overall market. As can be

seen, debt service was $1.24 billion for the entire 50 states.

For purposes of computation, an Increase of two percentage points

of interest has been employed. If this appears to be too large an in-

crease, please remier that the January through July 1969 increase

based on the threat of taxation only was 0.96 or 0.85 percent, depending

upon which index Is used. In ay case, a two percent increase would

have resulted in an annual debt ser v ice of $1.46 bf..ion columnm 4) or

an Increase of $222 million over the tax exempt cost, The figures in
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column 5 show that for debt Issued In 1968 the additional interest cost

over the life of the bonds would have amounted to the staggering sum of

$4,45 billion, As appalling aa these figures are, they relate to Issusaces

of a single year,

Colums 6-10 contain information similar to that of columns 1-5, but

based on projected issuance for 1970, Please note the usumed Interest

cost Increase, approximately $270 million, Zf the sai total In bonds

were Issued in 1971, the Increase would be $540 million. By the tenth

year, and making the unrealistic assumption that state and local financing

would not grow from year to *oar, an additional $2.7 billion In Interest

costs would have to be paid that year from state and local government

budgets.

Mrs Chairman, Members of the Coinittee, some may feel that we have

overestimated the Increase In Interest costs that would result from on-

actment of M.e 13270 as It came to you. Some may feel that the Treasury

proposals would result In a smaller increases' If one reduces the estimated

Increase by one-half or even more, what remains Is an undeniably additional

heavy debt service burden that sot be borne by state and local governments

and their taxpayers.

er. Chairman, neither Governors nor their fiscal officers nor Mebers

of Congress make the market. Investors do. In their wisdom or unvisdom

they determine what interest rates viil be. The Treasury estimates of the

actual revenue Impact of the limit on tax preferences provision of H.R.

13270 as only $35 million, and its own allocation of deductions proposal

ad $45 million are not controlling. Investors decide for themselves, They

can decide that If Congress breaches the tax exemption dike or reduces the

value to then of their deductions, they will bid on bonds at sharply in-

creased interest rates# They can and they do as we have seen from studying
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what happened to state and local bond interest rates while the Ways

and Means Committee and the House were considering HoR. 3,3270.

Secretary Kennedy testified that the market impact of the Treasury

-allocation of deductions proposal would be minimal. Neither he nor we

know If his oplnlon is valid. We do know, however, that the Treasury

estimates the revenue yield in the first full year of operation of the

proposal to be $45 million. We know too that this estimate is based on

a requirement that deductions be allocated with respect to all bonds,

outstanding as well as prospective. We may assume for present purposes

that ,it was based on the total of bonds outstanding at the end of 1969 -

$140 billion at the end of 1968 plus our assumed 10 percent increase for

1969 or $154 billion. Let us then assume an additional 10 percent increase

in bonds outstanding at the end of 1970, or approximately $170 billion.

The revenue accruing to the Treasur; would than amount to $49.5 million.

Let us now look at what the increased debt service cost would be to
.5.

states and localities for Just one year, 1970. Assume the increase to be -

not two - but one percent. That would be $135 million. Assume it

would be one-half percent. That would be $67 million. And remember, that

is for that year only. The additional debt service cost would continue for

the life of the bonds.

No one can know until after the fact what the actual debt service cost

increase would be. There is reason to believe, however, that it would be

such greater than the increase in federal revenue would be. As we haie

pointed out, the threat of enactment of LHR. 13270 with its phasing in of

both LTP and allocation of deductions and its application of the latter only

to future issues pushed interest rates up nearly one percent. The Treasury

proposal, if enacted, would have nearly the same - possibly an evet greater-

damaging Impact. For one thing, allocation of deductions affects many more

people than the minimum tax. The latter Is operative only when the total

26



as V. M

income from tax preference items exceeds both $10,000 and regularly taxablb

income. The former is applicable with respect to any amount of tax preference

income in excess of $10,000. Moreover, and this seems to have been overlooked

by both the House of Representatives and the Treasury, allocation of deductions

can easily be made to apply to banks, by for the largest buyers of stte and

local bonds. As a matter of fact. in the all-but final House bill, banks

were required to allocate deductions.- If life insurance companies can be

mande to allocate, as Treasury witnesses pointed out the 8upreme Court has

held, and Congress chooses to require individuals to allocate, would bankers

feel that they would be forever Immune?

r Chairman, another point overlooked or Ignored is that those who buy

state and local bonds pay a "tax" as long as they-liold the securities. True,

they do not pay it in the form of income tax to the United States, but they

pay it to state and local governments by accepting a lower rate of interest

than they would receive if they bought taxable securities. True, also, they

expect to gain more in federal income taxes not paid than in interest foregone

in many if not most instances.

But, have we not shown that the principal beneficiaries of low state and

'local government bond interest rates are the issuing governments? Have we

not shown that to correct an alleged inequity in federal income tax laws will

cost state and local governments in interest costs far more than the Treasury

will realize in revenue?

If the Congress does not heed our warning, what will be the result? The

Immediate result will be the postponement, cancellation or reduction in'scope

of many public building projects - schools, hospitals, highways, water and

sewer facilities and others vitally nesded. Eventually, of course, these pro-

jects will be built. They will have to be paid for, however, out of increased

sales and property taxes and utility fees. These taxes and fees - regressive
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though they may be - will have to be relied on even more heavily than

at present to supply the funds state and local governments could not

afford to borrow or to pay the increased debt Uarrying costs on what

they would have to borrow.

Mr. Chairman, in my statement I have chosen not to speak on a number

of aspects of what is involved in the direct or indirect taxation of

state and local obligations by the Federal Government. Other witnesses

appearing for the states will cover them. I have tried to show, and I

believe I have shmo certain of the calamitous results that federal taxa-

tion would achieve. I do not believe that this Comittee, its parent body

or the Congress wishes to accomplish such results.

Mr. Chairman, embers of the Committee, I appreciate your giving me

your time and attention. Thank you.
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vTkmR 2, 1969

TilE HONORABLE RICHARD NIXON
PRESIDENT OF THE UNITED STATES
THE WHITE HOUSE
WASHINGTON, D. C.

DEAR MR. PRESIDENT:

YOUR PRESENTATION TO THE NATION'S GOVERNORS MONDAY NIGHT WAS A TRI4EDOUS

CONTRIBUTION TO THE MEANINGFUL ESTABLISHMENT OF THE "NEW FEDERALISM." WE AME

CONVINCED, MR. PRESIDENT, THAT WE HAVE BEFORE US THE OPPORTUNITY FOR A

MONtlUENTAL BREAKTHROUGH TO A POSITIVE PARTNERSHIP IN GOVERNMENT. YOU VERY

ABLY OUTLINED THE PARAMOUNT ISSUES WHICH ARE CHALLENGING OUR SYSTEM OF

GOVERNMENT, AND LAID THE GROUNDWORK UPON WHICH ALL ELECTED OFFICIALS CAN

JOIN TOGETHER IN A COMON CAUSE. THAT CAUSE IS, OF COURSE, A GOVERNMENTAL

SYSTEM THAT CAN EFFECTIVELY DELIVER SERVICES TO OUR PEOPLE.

YOU CAN BE ASSURED OF THE COMPLETE COOPERATION OF THE NATION'S GOVERNORS

IN THESE VITAL ISSUES.

ONE CRUCIAL MATTER WHICH WE DID NOT HAVE AN OPPORTUNITY TO DISCUSS WITH

YOU IS THE TAXATION OF STATE AND MUNICIPAL BONDS. THE INFRINGEMENT UPON WHAT

WE CONSIDER THE CONSTITUTIONAL PREROGATIVES OF STATE AND LOCAL GOVERNMENT

WOULD BE A SETBACK OF MAJOR PROPORTIONS TO OUR MUTUAL OOAL OF GOVEROETAL

BALANCE IN THE "SPIRIT OF '76."

THE STAGGERING BLOW OF INCREASED COSTS FOR ALL PUBLIC CONSTRUCTION WOULD

EITHER ADD TO THE TAX BURDEN OF THE PEOPLE 0R STOP CONSTRUCTION OF MUCH

SEEDED PUBLIC FACILITIES.

VERY SIMPLY, MR. PRESIDENT, IF THE ABILITY TO MARKET STATE AND MUNICIPAL

BOND& IS JEOPARDIZED IN ANY WAY, IT WILL BE A SETBACK THAT FOR YEARS TO OW

-WILL OVERSHADOW ANY POSITIVE PROPOSALS.

$*see continued too#*
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V3 URGE YOUR CAREFUL CONSIDERATION OF NIS VITAL MATTERS AND BY COPY

CF IIS TULIRAM CALL ONT TlE CONGRIESNICAL LEADERSHIP FOR MIR COONRATION

AID SUPPORT.

MGAI, WU APPRECIATI 80 MUCH YOUR PRESENCE AT OUR CONMP NCN, AID TUE

WWIDvUS CONTRIBUTIONS YOU AIM MAKING TO PROVIDE ORDER AND BALANCE IN OUR

FEDERAL SYSTEM

IOOVERNOR BUORD ELLINOTONg TENNESSEE, CHAIRMAN OF 1I NATIONAL GOVERNORS
CON FERNCE, JOINED BY ALL OTER GOVEINORS PRENT AT TODAY'S BUSINESS
lSESSIOlls

GOVERNOR ALBERT P. BREVER ALUBM-
GOVERNOR KEITH H. MILZR, AASK
GOVERNOR JOHN H. HAYDON, AMERICAN SAMOA
GOVERNOR JACK WILLIAMS ARIZONA
GOVERNOR WINTHROP ROCKFELLER, ARKANSAS
GOVERNOR RONALD REAGAN, CALIFORNIA
GOVERNOR JOHN A. LOVE, COLORADO
GOVERNOR JOHN DIMPSEY, CONNECTICUT
GOVERNOR RUSSELL V. PETERSON, DMAN
GOVERNOR CLAUDE . IRK, JR., FLORIDA
GOVERNOR LESTER 0. MADDOX, GEORGIA
GOVERNOR CARLOS 0. CAMACHO, OUAM
GOVERNOR JOHN A. BURNS, HAWAII
GOVERNOR DON SAMUEMON, IDAHO
GOVERNOR RICHARD B. OGILVIE, ILLINOIS
OOVIRNOR DGAR D. WHITCOMB, INDIANA
OOVERNOR ROBERT D. RAY, IOWA
GOVERNOR ROBERT DOCKING, KANSAS
GOVERNOR LOWI B. NUN, KENTUCKY
GOVERNOR KENNETH 4. CURTIS* MAINE
OOVINOR KAINM HANDEL, MARYLAND
GOVEROR FRANCIS V. SARGNTs, MASSACHUSETTS
GOVERNOR WILLIAM 0. MILLIK R, MICHIOA
GOVERNOR HAROLD LE1VANDER. MINNESOTA
GOVERNOR WARR . SHARES, MISSOURI

GOVERNOR FORREST H. ANDERSON, MONTANA
GOVINOR NOPBET T. TIMAN, NEBRASKA
OOVENOR PAUL LAXAIJF, NEVADA
GOVERNOR WALTER PETERSON, NEW HAMPSHIRE
GOVERNOR RICHARD J. HUHS, NEW JERSEY
GOVEROR DAVID F. CARO, NEW MEXICO
GOVERNOR NELSON A. ROCKEYLLR, NEW YORK.
OOVXRNOR ROBERT V. SCOfT NORTH CAROLINA
GOVERNOR WILLIAM L. OUY, NORTH DAKOTA
OOVIROR JAN8 A. RHODES, OHIO
GOVERNOR DEWEY F. BARTLETT, OK AHOMA
GOVERNOR TOM MC CALL, OREGON
GOVERNOR RAYMOND P. SHAER, PENNSYLVANIA
GOVERNOR LUIS A. PERS PUERTO RICO
GOVERNOR FRANK LICHT. RHODE ISLAND
GOViNOR ROBERT 3. MC NAIR, SOUTH CARLW
GOVXRNORPRANK L. FARRAR, SOUTH DAXOTA,
GOVERNOR CALVIN L. RAMPTONq UTAH
GOVERNOR DIANE C. DAVIS, VERMONT
GOVERNOR MILLS.i. ODIN, JR., VIRINIA
GOVERNOR MELVIN H. EVANS, VIRGIN ISLANDS 1
GOVHINORDAMIEL J. EVANS, WASHINGTON
GOVERNOR ARCH A. MOOR, JR., EST VIRGIX
GOVERNOR WARREM P. KNOWLES, WISCONSIN
GOVERNOR STANLEY K. HATHAWAY, WYa4ING'

CONRAD FOWLER - PRESIDENT, NATIONAL ASSOCIATION OF COUNTIES
JACK D. MAUITER - PRESIDENT, U. S. CONFERENCE OF MAYORS
BVR BRILEY - PRESIDENT, NATIONAL LEAGUE 07 CITIES
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CCMKARISON OF YIELDS
Municipal (Bond Buyer 20)

and
Industrial (N y's Average)

Bond Buyer's Avg. of Yields
Index of 20 On Industrial Differential

MunicipAl Bonds Bonds (Mood, .. )-

1967 Aus, 4,06% 5.84% 6905%
Sep. 4.19 5.93 70.6
Oct. 4.27 6.05 70.5
Nov. 4.45 6.28 70.8
Dec, 4,44 6.39 69.4

1968 Jan. 4.16 6.34 65.6
Feb. 4.44 6.31 70.3
Mer. 4.54 6.33 71.7
Apr. 4.43 6.42 69.0
May 4.64 6.52 71.1
Jun. 4.48 6.55 68.3
Jul. 4.11 6.42 64.0
Aus. 4.38 6.23 70.3
Sep. .4.30 6.26 68.6
Oct. 4.56 6,40 71.2
Nov. 4.76 6.60 72.1
Dec. 4.85 6.79 71.4

1969 Jan. 4.97 6.74 73.7
Fob. 5.04 6.87 73.3
Her, 5.30 7.16 74.0
4 ,r. 5.09 7.02 72.5
May 5.60 7.08 79.0
Jun. 5.68 7.20 78.8
Jul. 5.93 7.32 81.0

EM:LO

8/28/69

No.1



COMPARISON OF YIELDS
Municipal (Bond BUYer 11)

and
Industrial (Moody's Aaa)

Bond Buyer's Moody's Average
Index - 11 of Yields on Differential

Bonds M Corporate Bonds (7 .

1967 Aug. 3.82% 5.62% 67.9Z
Set). 3.99 5.65 70.6
Oct. 4.15 5.82 71,3
Nov. 4.16 6.07 68.5
Doe. 4.37 6.19 70.5

1968 Jan. 4.27 6.17 69.2
Feb. 4.04 6.10 66.2
Mar. 4.38 6.11 71.6
Apr. 4.19 6.21 67.4
May 4.32 6.27 68.8
Jun. 4.40 6.28 70.0
Jul. 4.36 6.24 69.8
Aug. 4.00 6.02 66.4
Sop. 4.32 5.97 72.3
Oct. 4.25 6.09 69.7
Nov. 4.44 6.19 71.7
Dec. 4.65 6.45 72.0

1969 Jan. 4.72 6.59 71.6
Feb. 4.84 6.66 72.6
Mar. 5.05 6.85 73.7
Apr. 5.12 6.89 74,'3
May 4.99 6.79 73.4
Jun.. 5.61 6.98 80.3
Jul. 5.57 7.08 78.6

8/28/69

No. 2
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COMP'ARIS ON O1" YIEM01S
MuUt1imal (!o101d Buyer 20)

Industrial (Hoodl's Averago) 4id
U. 8. Govornmonts (20 Years)

no,8 1 nJox
of 20

Iune Bonds

4,067.
4.19
4.27
4.45
4.44

1967 Aug.
Sep.
Oct.
Nov.
Dec.

1968 Jan.
Feb.

Mar.
Apr.
May
Jun.
Jul.
Aug.
Sop.
OcL.
Nov.
Dec.

1969 Jan.
Feb.
Mar .
Apr.
Hay
Jun.
Jul.

4.16
4.44
4.54
4.43
4.64
4.48
4.11
4.38
4.30
4.56
4.76
4.85

4.97
5.04
5.30
5.09
5.60
5.68
5.93

Average Yields
On Industrial
Bonds (HMody,8

5.84%
5.93
6.05
6.28
6.39

6.34
6.31
6.33
6.42
6.52
6.55
6.42
6.23
6.26
6.40
6.60
6.79

6.74
6.87
7.16
7.02
7.08
7.20
7.32

EM:LO
8/28/69

No. 3
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Ylulds of
U.8.0.'u

22

4.99%
5.12
5.18
5.46
5.60

5.57
5.37
5.39
5.59
5.47
5.47
5.31
5.12
5.20
5.29
5.40
5.55

5.92
6.00
6.08
6.20
5.92
6.29
6.12
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STATELNT OF GOVERNOR DANIEL J. EVANS, CHAIRMAN, NATIONAL GOVERNOPS'
CONFERENCE ON EXECUTIVE MANAGEMENT AND FISCAL AFFAIRS, TO SENATE COMMITTEE
ON FINANCE, SEPTEMBER 23, 1969, OPPOSING PROVISIONS OF H. R. 13270 DEALING
WITH TAX EXEMPTION OF STATE AND LOCAL BONDS

SUMMARY

1. The provisions of H. H. 13270 dealing with taxation of state and local

bonds will result in a basic change in our governmental structure arising from

immediate economic pressure.

2. Tne provisions insure a narrowing of the difference between the cost of

taxable and non-taxable issues. The current chaotic condition of the

market can, in specific part, be attributed to the'proposed provisions,

and has already resulted in serious financial problems in construction

programs in the State of Washington and substantial increased cost of borrowing

throughout the country.

3. The provisions do not represent tax reform, but shift to more regressive

state and local tax burdens and utility charges.

4. The basis of exemption is constitutional, and enactment will result

in legal challenge, with continuing chaos in the bond market

and severe intergovernmental conflict.

5. The purchaser of municipal bonds now pays a minimum tax by accepting a

lower interest rate.

6. There is no indication that tax exemption of municipal bonds was a signifi-

cant factor in the failure by wealthy individuals cited by the Treasury

Department to pay income taxes.

41

33-758 0 - 89 -- No. 9 -- 4



bUf"22LKI -4-

7. Further study needs to be undertaken on the role of tax exempt securities

in the tax system and on ways to broaden the market for municipal bonds

before changes in the tax exempt status of municipal bonds should be

considered. ACIR has suggested such a study in which the National Governors'

Conference would be desirous of participating.
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PATENTT OF COVER OR DANEL J. EVANS, CIIAIINAN, NATIONAL GOVERNORS'
COMIERNCE ON EXECUTIVE UNAGEIENT AND FISCAL AFFAIRS, TO SENATE
CO.ITTEE ON FINaNCE, SEPITNER 23, 1969, OPPOSING PROVISIONS OF
H. R. 13270 DEALING WITH TAX EXEI.PTION OF STATE AND LOCAL BONDS

I sincerely appreciate the decision of this Comittee to hold public
hearings on the provisions of H. R. 13270 which deal with taxation of
state and local bonds. Seldom has an issue of such Intergovernmental
importance and sensitivity been before you. The decision by the House
of Representatives without any public opportunity for Governors and
local officials to express themselves is an unfortunate chapter in the
history of the federal system.

Others who will appear before you in future hearings 4ll deal with
the technical features of the optional issuance of exempt or non exempt
bondS, the allocation of deductions and the minimum tax provisions of
H. R. 13270. I believe that taken separately or together, their result
will be a change in the basic structure of government resulting from
immediate economic pressure and demagogic appeals. Therefore, I urge
the members of this Committee to weigh most carefully the effect of this
issue.

The effect of the provisions of H. R. 13270 is, by gradual stages,
to'tax the interest on state and local bonds. The much discussed local
choice to issue either tax exempt bonds or taxable bonds with an interest
subsidy is an illusory choice. The requirement that the Secretary of
the Treasury fix the interest subsidy for fully taxable bonds each
quarter on the basis of the difference between the interest yield on such
fully taxable bonds and the yield on "tax exempt" bonds as determined
by the market at that time, makes it apparent that this difference would
gradually decline and the cost of borrowing to state and local governments
even under the subsidy option would substantially increase.

The effect on the municipal bond market of this legislation can be
viewed dramatically today by each of us and can be separated from the
general financial market instability. The Dow Jones municipal bond index
rose from 6.02% to a record 6.23% in one week in September. Within the
past month in the State of Washington we have increased the burden to
our present taxpayers by markedly shortening the maturity period on one
issue of bonds which must be sold by December 31 and has an interest rate
limitation, and the timely construction of vitally needed vocational
education and general educational facilities In our community colleges
has been placed in jeopardy.by rejecting all bids on a $22 million issue
because they were based upon interest rates whIch'the state could not accept.
We can only hope that when we reissue a call for bids on this issue, some
order will have returned to the market.

Financial experts in my state have stated that the interest rate
differential between taxable and non taxable bonds has narrowed from 30Z
to 20% since this legislation came under consideration. Based on the
supportable assumption of the issuance of $10 billion in state and local
bonds throughout the country during the year,.the portion of the increase
in cost attributable to the potential effect of this legislation will cost
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local taxpayers of the nation more than $1 billion over an average 25 year
life of the bonds issued in one year alone. This cost will be compounded
each year in which additional bonds must be issued under tfhe present market
conditions.

The net effect of the enactment of these provisions will be to
increase slightly the tax yield to the federal government at the expense
of substantially increasing the cost of borrowing by state and local
government. It will increase the federal Income tax yield at the expense
of higher Propery taxes and higher utility charses for the local residents
who pay the cost of municipal and state borrowing. It is not overall tax
reform, but enforced local tax regression. It is a shift of the tax burden
to the advantage of the federal treasury but the disadvantage of renters,
home-owners, and utility users, regardless of their ability to pay. I
cannot too strongly express my view that the result of these provisions
are inimical both to the concepts of. federal-state relations expressed by
Presidents Nixon a-ad Johnson, and to the views of those who most urgently
desire real tax reform. The Federal Treasury cannot be viewed as the single
entity in the nation's tax structure. hen the entire tax system is viewed,
these provisions w11 prove regressive in effect.

Tax deductions are generally permitted as a matter of Federal policy
to-encouroge charity and investment and stimulate discovery of natural
resources or similar worthwhile activities. But. exception of state and local
bond interest does not derive from such Federal policy. It stems from the
constitutionally mandated doctrine of' inter-governmental Imnunity which is
designed to parit the continued functioning of States and their political
subdivisions, There Is no doubt that litigation will ensue if this bill
Is enacted. By making this litigation inevitable, the Congress will doom
the municipal bond market to several years of chaos which can only result
in costing the public taxpayer hundreds of millions of dollars in addi-
tional interest cost, At a time when close intergovernmental relationships
are being encouraged, a bitter and divisive battle will ensue, causing
possibly irreparable harm to the ?ederal system.

It should be pointed out that the Ilouse of Representatives did not
take cognizance of the fact that the buyer of State and local government
bonds is now paying a 'Vinimum tax" (ia effect) to local government bonds
by accepting a lower interest rate than he would demand if the bonds wore
taxable. Individuals vith incomes in excess of 0200,000 per year who pay
no taxes are cited by the U.S. Treasury Department as examples of the need
for reform. However, in the vast majority of cases cited by the Treasury
DepArtment this non-taxpaying status was achieved through depreciation,
cl'ritabl .contributions and other deductions and not through municipal
5ond holdings. The only study which has been conducted of which I am
aware supports the corclusion that a minor portion of the income of most
persons with large Incomes is derived from this source. Action should be
taken by this Couittee to have timely information on this subject before
it should consider accepting the provisions of H. R. 13270. The Advisory
Cotmission on Intergovernmental relations has expressed interest in dealing
with the subject of ta:ation of municipal bonds and I urge the Cormittee
to utilize this prestigious body on which all levels of government are
represented to brinZ wore realistic reconmendetions bWfore us. I assure
you that the nation's Covcrnors will part cipate constructively in sich a
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study. Given the crippling conditions of today's bond warket, this
Committee and the Treasury Department, in conjunction with ACIR and the
National Governor's Conference Committee on Executive Mlandgement and Fiscal
Affairs should be reviewing ways to broaden the market for municipal bonds.
The use of urban development bonds and the authority for investment of
unemploym, ent compensation trust funds in municipal bonds are among suggestions
which deserve further study.

The recent National Governors' Conference unanimously adopted a policy
statement originating in the Comittee of which I was Chairman, affirming
its support of the constitutional freedom from taxation of municipal bonds
by the Federal Coverntmant and affirming its opposition to the provisions of
H. R. 13270 which so obviously affect the marketability of state and local
securities, and thereby the provision of needed'public services and
facilities. I appreciate the opportunity to share with you this view on
behalf of the nation's Governors.
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Mr. Chairman, Members of the Comittee, my name is Norbert T. Tiemann.

I am Governor of Nebraska. I appreciate your permitting me to speak on

the tax treatment of state and local bonds.

On March 11 of this yes; I was afforded the opportunity to appear

before the Ways and Means Committee on the subject of tax reform. As

the representative of the National Governors' Conference, I urged strongly

that the Committee not include in its bill provisions to tax state and

local bonds. Other witnesses and I warned that the inevitable result

of such provisions would be an escalation in bond interest rates. Un-

fortunately, we have been proved to be excellent prophets.

In February, before we testified, the Sod Buyers' Index of 20

representative municipal bonds was 5.04 percent. On August 21, the

index breached 6 percent to reach 6.02. The Bond Buyers' Index of 11

bonds - more highly rated issues - showed yields in February to be 4.84

percent. On August 21, It hit 5.92. These are increases of 0.98 and

1.08 in the short space of six months. In the period, February-July,

corporate issues (Moody's Average of Yields on Corporate Bonds) and

20-year U.S. Government bonds experienced interest rate Increases of

0.44 and 0.12 respectively.

I am not here to assert a claim to be regarded as a seer. I am

not here to argue that tight money has not caused interest rates to

rise. I do assert, however, that the only thing that could have caused

state and local bond interest rates to increase so much more greatly

than those of these other long-term securities is the consideration

the House gave to taxation of state and local bonds. Itll make one

more prophecy. Should the Senate and then the entire Congress decide

to tax our bonds - be the form minimum tax, allocation of deductions
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or some other - our Interest rates will continue their climb both absolutely

and relatively.

You have heard, Mr. Chairman, testimony that the House provisions on

a "limit on tax preferences" and allocation of deductions and the Treasury

scheme with respect to the latter will have only minimal revenue conse-

quences. We do not quarrel with this view. What we fear Is that the

market will react - as it has already- to a much greater degree than

the revenue consequences would appear to justify.

One of the Treasury witnesses referred to the market reaction as

being primarily "psychological." Of course it Is. So labeling it does

not make it any less severe, however. Whether the Congress, Governors,

Mayors, the Treasury or anyone else feels the actual and potential reaction

to be justified Is beside the point. Investors make their own decisions.

And their decisions determine what the state and local bonds interest

rate will be.

They might decide that a minimum tax rate established by this

Congress could be increased by a subsequent Congress. They might decade

that an allocation of deductions requirement for individuals applicable

only to future issues of bonds and phased in over 10 years, as provided

by H.R. 13270, enacted by this Congress might be changed to be effective

immediately with respect to both outstanding and future issues at the

behest of a future Secretary of the Treasury. They might decide that

once absolute Immunity Is abridged they must fear later additional

abridgements.

Their fears might prove to be groundless, but personally I find

it hard to criticize investors for entertaining such fears when they
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contemplate Investing their money for 10 or 20 or up to 50 years.

Mr. Chairman, if ultimately Congress decides not to Include state

and local bond interest n a minimum tax or an allocation of deductions

requirement, the more considerations of these items has already cost

state and local governments and their taxpayers $13.8 million annually.

This can be shown very easily.

Assume, if you will, that the yield relationship that existed last

February between the Bond Buyers' Index and the Average of Yields on

Industrial Bonds (Hoody's) were to obtain today. The yield relationship

then was (73.3). Today it is (81.0). Assume that municipals issued

in the intervening period had an average date of maturity of 20 years.

The difference between what might have been and what will be -

what will be, Members of the Committee - is $276 million.

That difference allows for the general increase in interest rates.

It can be ascribed only to the consideration that the Congress has

given to taxation of state and local bond interest. It represents the

"hedge" that those who bought the bonds decided they needed to guard

against the possibility of taxation.

Were the investors overcautious? Each one of us can judge for

himself.

Commerical banks constitute the largest category of investors in

state and local bonds, as I am sure you have been told repeatedly. A

banker confronted with a choice among investments might conclude that

be needed such a "hedge." His reasoning might be that since the

Supreme Court has held that life insurance companies must allocate

deductions$ as Assistant Secretary Cohen testified since the House

determined that individuals must do so, and since the House Ways and
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Means Committee announced shortly before it reported the tax reform

measure a "tentative decision" to require banks to allocate, Congress

might decide that banks must allocate deductions long before the bonds

he bought would mature.

Mr. Chairman, in testifying before the Ways and Means Committee,

I said, "In approaching this issue we do not Intend to be merely

negative or to defend the status quo simply because it is the status

quo. Rather we seek - with you - a reexamination of the common objective

and possible alternatives open to us..... "

That was my attitude. That continues to be my attitude.

Following the hearing, I was given an opportunity to submit a

supplementary statement. In it I outlined my views on what possible

means might be found to satisfy the objective of the Committee while

protecting the state and local bond market. With your permission, I

shall file with you its complete text, and a memorandum outlining an alternative
subsidy plan.

Mr. Chairman, Members of the Committee, to me it Is ironic that

serious consideration is being given-to revenue sharing, a mass transit

fund, reformation of our welfare system and other proposals that indicate

an appreciation of the serious financial plight of state and local

governments - and to taxing state and local bond interest. The last

could cost us most or all of what we hope to receive from the others.

At the state and local level, we are aware of the difficult

decisions you must make in order to reform our tax laws. We wish you

well. Our only additional desire is that you understand that we are.

pleading the case for state and local governments - not industry, not
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banks, not individuals, not any class of investors. The beneficiaries

of the continued tax exemption of state and local bonds will be state

and local government. Only marginal benefits will accrue to investors

as testimony by witnesses for the Treasury has indicated.

Thank you, Mr. Chairman, Members of the Comittee, for permitting

me to testify.

69-9-12-T2
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Mr. Chairman, Members of the Committee:

My name is Norbert T. Tiemann. I an Governor of Nebraska. I

appreciate your permitting me to speak on the tax treatment of state

and local bonds.

On very few issues, Mr. Chairman, would it be possible to find

a greater measure of agreement among representatives of state and local

governments than the one we are considering today. We are firmly opposed

to any proposal to tax our bonds, be it minimum tax, allocation of

deductions or some other scheme. I should be les than candid if I

did not report that we are divided in our views on the efficacy or

desirability of a plan embodying a federal-subsidy of one kind or another

in exchange for issuance of municipal bonds on a taxable basis. About

that I shall have more to say later.

I am not here to argue the legal case for tax exemption of our

securities, but I do wish to emphasize that we believe strongly that

any federal tax on the bond interest of a state or its local governments

without the state's consent is unconstitutional. The doctrine of

reciprocal immunity from taxation was enunciated by the Supreme Court

almost as many years ago as the Republic is old. In the intervening

century and one-half, it has resisted successfully many assaults.

The Congress has complete discretion in determining what the tax

treatment shall be for capital gains, charitable deductions, depletion

allowances and other items. The tax Immunity of state and local

governments, however, is part of the warp and woof of our federal

system. Be that as it may, my reasons for urging the continuing

inviolability of reciprocal immunity will be cast solely in policy

term.
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On March 11 of this year I was afforded the opportunity to appear

before the Ways and Means Comittee on the subject of tax reform. As

the representative of the National Governors' Conference, I urged

strongly that the Committee not include in its bill provisions to

tax state and local bonds. Other witnesses and I warned that the

inevitable result of such provisions would be an escalation in bond

interest rates. Unfortunately, we have been proved to be excellent

prophets.

In February, before we testified, the Bond Buyers' Index of 20

representative municipal bonds was 5.04 percent. On August 21, the

index breached 6 percent to reach 6.02. The Bond Buyers' Index of 11

bonds - more highly rated issues - showed yields in February to be

4.84 percent. On August 21, it hit 5.92. These are increases of 0.98

and 1.08 in the short space of six months. In the period February-July,

corporate issues (Moody's Average of Yields on Corporate Bonds) and

20-year U.S. Government bonds experienced interest rate increases of

0.44 and 0.12 respectively.

I am not here to assert a claim to be regarded as a seer. I am

not here to argue that tight money has not caused interest rates to

rise. I do assert, however, that the only thing that could have caused

state and local bond interest rates to increase so much more greatly

than those of these other long-term securities is the consideration

the House gave to taxation of state and local bonds. I'll make one

more prophecy. Should the Senate and then the entire Congress decide

to tax our bonds - be the form minimum tax, allocation of deductions

or some other - our interest rates will continue their climb both absolutely

and relatively.
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You have heard, Mr. Chairman, testimony that the Rouse provisions on

a "limit on tax preferences" and allocation of deductions and the Treasury

scheme with respect to the latter wil have only minimal revenue cones-

quences. We do not quarrel with this view. What we fear Is that the

market will react - as it has already - to a much greater degree than

the revenue consequences would appear to Justify.

One of the Treasury witnesses referred to the market reaction as

being primarily "psychological." Of course it Is. So labeling It does

not make It any less severe, however. Whether the Congreas, Governors,

Mayors, the Treasury or anyone else feels the actual and potential reaction

to be Justified is beside the point. Investors make their own decisions.

And their decisions determine what the state and local bonds interest

rate will be.

They sight decide that a minimum tax rate established by this Congress

could be increased by a subsequent Congress. They might decide that an

allocation of deductions requirement for individuals applicable only to

future issues of bonds and phased in over 10 years, as provided by

H.R. 13270, enacted by this Congress might be changed to be effective

Immediately with respect to both outstanding and future issues at the

behest of a future Secretary of the Treasury. They might decide that

once absolute immunity is abridged they mut fear later additional

abridgements.

Their fears might prove to be groundless, but personally I find

It hard to criticize investors for entertaining such fears when they

contemplate Investing their money for 10 or 20 or up to 50 years.
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Mr. Chairman if ultimately Congress decides not to Include state

and local bond interest in a minimum tax or an allocation of deductions

requirement, the mare consideration of these Items has already cost

state and local governments and their taxpayers $13.8 million annually

This can be shown very easily.

Assume, if you will, that the yield relationship that existed last

February between the Bond Buyers' Indax and the Average of Yields on

Industrial Bonds (oody's) were to obtain today. The yield relationship

then was (73.3). Today it Is (81.0). Assume that municipals issued

in the Intervening period had an average date of maturity of 20 years.

The difference between what might have been and what will be -

whot will be, Members of the Committee - is $276 million.

That difference allows for the general Increase in interest rates.

It can be ascribed only to the consideration that the Congress has given

to taxation of state and local bond interest. It represents the "hedge"

that those who bought the bonds decided they needed to guard against

the possibility of taxation.

Were these investors overcautious? Each one of us can Judge for

himself.

Commercial banks constitute the largest category of investors in

state and local bonds, as I am sure you L~ve been told repeatedly.

A banker confronted with a choice among Investments might conclude that

he needed such a "hedge." His reasoning might be that since the Supreme

Court has held that life insurance companies must allocate deductions,

as Assistant Secretary Cohen testified, since the House determined that
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individuals must do so, and since the House Ways and Nean Comittee

announced shortly before it reported the tax refor measure a "tentative

decision" to require banks to allocatep Congress might decide that banks

mst allocate deductions Iong before the bonds he bought would mature.

Mr. Chairman, in testifying before the Ways and Means Comittee,

I said, "In approaching this issue we do not intend to be merely negative

or to defend the status quo simply because it is the status quo. Rather

we seek - with you - a reexamination of the common objectives and possible

alternatives open to us...."

That was my attitude. That continues to be my attitude.

Following the hearing, I was given an opportunity to submit a

supplementary statement. In it I outlined my views on what possible

means might be found to satisfy the objectives of the Committee while

protecting the state and local bond market. With your permission, I

shall indicate briefly what the statement contained and file with you

its complete text.

First, I urged that, since the matter was both of enormous complexity

and of vital concern to state and local governments, it be given sufficient

study. I suggested that the Advisory Commission on Intergovernmental

Relations might be asked to make the study. Incidentally* I underhand

it is doing so. I pledged the complete cooperation of state and local

governments in such a study.

Second, I suggested that if the Committee felt impelled to act

without further study, it consider:

1. A system employing a federal- state agreement in which the
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Federal Government would grea to pay a percentage of the

lnteresat cost of future issues of state and local securities

if they were issued a taxable obligations, and waive immunity

from state and local taxation of income from future issues

of its own securities. A state, in turn, would agree to

valve tax Immunity for its obligations and those of its

political subdivisions if it or they chose to issue taxable

securities; or

2. A Federal System of Urbanks. This would be a variation of

the Urban Development Bank proposal introduced by a number

of ebers of Congress.

In the statement, I listed four specific criteria that I felt

any plan must contain. They verst

1. State and local governments must be able to determine all

policy questions relative to bonding free of federal control.

2. State and local governments must have the opportunity to

choose between the alternative plan, whatever it might be,

and reliance on the private market.

3. Reliability must be assured. If inaugurated, the scheme must

be continued unless three years notice of its intended termina-

tion were given.

4. The plan met provide for a minimum processing time.

With your further permission, I am attaching to my statement an

amplification of the proposal for federal-state agreements.
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Mr. Chairman, Hlembers of the Comsittee, to me it is ironic that

serious consideration is being given to revenue sharing, a sass transit

fund, reformation of our welfare system and other proposals that indicate

an appreciation of the serious financial plight of state and local govern-

ments - and to taxing state and local bond interest. The last could

cost us most or all of what we hope to receive from the others.

At the state and local level, we are aware of the difficult decisions

you must make in order to reform our tax lava. We wish you well. Our

only additional desire is that you understand that we are pleading the

case for state and local governments - not Industry, not banks, not

individuals, not any class of investors. The beneficiaries of the

continued tax exemption of state and local bonds will be state and local

government. Only marginal benefits will accrue to investors as testimony

by witnesses for the Treasury has indicated.

Thank you, Mr. Chairman, Members of the Committee, for permitting

Me to testify.

69-9-12-Tl
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This is a supplementary statement to that which I presented to the

Committee on Ways and Mcans, March 11, 1969, on behalf of the National

Governors' Conference. I thank the Chairman for giving me the opportunity

to submit this more detailed statement.

Since March 11 representatives of State and local governments have

....... Pet frequently to discuss ideas and proposals to further the objectives

of theCommittee on Ways and Means while protecting the'market for muni-

cipal securities. I believe that several exciting proposals have been

formulated that warrant further exaalnatlon and refinement. These pro-

posals are outlined later in this statement.

It is not necessary to enlarge on our belief that any Federal tax

on the bond interest of a State or its local governments without that

State's consent is unconstitutional. The doctrine of reciprocal immunity

from taxation was enunciated by the Supreme .Court almost as many years

ago as the Republic is old. In the intervening century and one-half it

bas resisted successfully many assaults. 'It goes without saying that we

could support no proposal that raises this constitutional issue.

We are convinced that the doctrine of reciprocal Immunity extends

to the inclusion of the interest paid on State and local obligations in

the calculation of a miinimun tax, allocation of deductions to such tax

exempt income or any similar proposal the effect of which would be to

levy a tax on such securities.

Eacheving the constitutional argument except to point out that tax

treatment of capital gains, charitable deductions and depletion allowances

are matters over which the Congress has complete discretion while the tax

immunity of State and local governments is part of the warp and woof of

our federal system, we shall state our reasons for the continuing inviol-

ability of reciprocal Imunity solely in policy terms.

67



.2-

.I
Our reasons have to do largely with the marketability of State and

local securities and consequences flowing therefrom. Investors in securi-

ties are sophisticated. They would not be confident that a minimum tax

rate, for example, would not be increased or, if the interest paid on

-State and local securities were taxed as income to individuals, it would

not be taxed as income to banks, other financial institutions and corpora-

tions.' Not being confident, they would not buy or would buy only if interest

ratess were boosted sufficiently to.iafeguard their investment.

As a consequence, interest rates would have to be raised appreciably.

Some capital improvements would be postponed, others limited in scope, still

others abandoned. To take up some of the slack, State and local taxes --

particularly sales and property taxes, both regressive in nature -- would

bave to be raised. Additional pressure would be brought on the Congress

to increase the range of programs supported by grants-in-aid, to raise

authorizations for current grant-in-aid programs and to appropriate suns

more nearly comparable in size to authorized amounts. Nor would there be

much benefit to the United States Treasury from the much higher interest

rates. As individuals and entities subject to tax moved out of the muni-

cipal bond market, tax exempt pension and welfare funds, foundations an

other tax exempt institutions would move in.

It is particularly ironic that, at a time when State and local govern-

ments are under such intense financial pressure, the integrity of their

securities -- the means by which they finance most of their capital expenei-

turis -- should be threatened. The "urban crisis" is not an invention of

city hall publicists. The urgings of some that the Federal government

assume entire responsibility for welfare costs or States assume entire

responsibility for elementary and secondary education costs are prompted"

by an awareness of the serious nature of the fiscal crisis faced by States

and localities. In Congress similar recognition is represented by the
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many bills to share Federal revenues with the States and local govern-

ments. We believe that the Committee on Ways and Means does not wish to

bring about a marked increase in interest costs for State and local capi-

tal expenditures, to. cause an increase in regressive taxes, and to benefit

the United States Treasury only marginally -, all to tax more heavily an

-uncertain number of millionaire tax evaders. The proposals described

below would avoid such dire consequences.

S• --roposals Under Consideration

Study of Proposed Methods of Taxation:

The matter of taxation of State and local obligations is a complex

one as the Committee on Ways and Means is aware. Equity is not to be

achieved by the simple expedient of providing for taxation of such securi-

ties as if they were private obligations. Vying with this objective are

constitutional and policy issues that must be resolved satisfactorily.

Obviously this matter is of great interest to the Congress. Even more

obvious is its interest to State and local governments. It is their

capital improvements that would be jeopardized were an unwise Federal

policy to be elected. The Federal interest is represented by an undeter-

mined amount that may run into millions of dollars annually. To State and

local governments, the annual stake is literally billions of dollars

worth of capital Improvenents.

For these reasons; if it is not possible within a relatively brief

period to find a satisfactory way to safeguard the integrity of State and

local securities within a Federal tax system that is equitable to the

generality of taxpayers, we believe that it would be wise to refer this

matter to a study group. Should this prove necessary, we pledge our

entire cooperation in the study.
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'We propose that such a study be concerned with devising alternative

IImethods bf financing capital needs of State and local governments which

will expand available capital and reduce reliance on tax exempt bonds,

but not imperil the Federal tax immunity of State and local bonds when

their use is necessary. Possible expansion could include the purchase

of State and local obligations by the Federal Reserve Board and the Un-

employment Compensation Fund.

To make such a study we suggest the Advisory Commission on Inter-

governmental Relations. It is unlque in having as members representatives

of Federal, State and local governments from both the Legislative and

Executive Branches.

With respect to specific proposals below, obviously much work must

be done if they are to be perfected. Others equally worthy or better

might be developed. To this end, we shall devote as much time and energy

as my be needed, and will be available for consultation with the Com-

mittee on Ways and Heans or its staff.

Federal-State Agreements:

One proposal that is being considered would provide for a Federal-

State agreement. The Federal government would agree to pay a percentage

of the interest cost of future issues of State and local securities, if

they were issued as taxable obligations, and waive Immunity from State

and local taxation of income from future issues of its own securities.

A State, in turn, would agree to waive tax immunity for its obligations

and those of its political subdivisions if It or they chose to issue

taxable securities. The Federal percentage might be 50 percent. Since

in effect corporate Interest costs are subsidized by the Federal govern-

ment In the amount of 50 percent, Federal participation in the interest
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I
rate tos.ts of State and local government bonds at this level appears

not to be unreasonable.

The method of issuance would involve a dual set of coupons for each

State-issued bond. The investor would clip the Federal coupon and pre-

sent it for payment as if the bond were an issuance of the United States.

The other coupon would be predented for payment to the disbursing agent

of the*State or political subdivision.

....W is proposal appears to offer-several advantages. Sine. immunity

-would be waived, a confrontation would be avoided on the issue of the

constitutional basis for immunity of Federal obligations from taxation

by States and State obligations from taxation by the Federal government.

Since there would be taxation of future issuances only, there would be

to question of equity to purchasers of earlier issues who assumed in good

faith that Income from Federal, State and local obligations was not sub-

ject to taxation. Finally, were such securities made taxable, the alle-

gation of tax avoidance could not be raised.

Federal System of Urbanks:

Another suggestion that has been advanced involves the establishment

of a Federal System of Urban Development Banks. As the name implies, this

is a variation of the Urban Development Bank proposal that has been intro-

duced in the Congress. It would require each State to establish a bank to

purchase obligations issued by the State and its political subdivisions.

Obligations of the State Urbanks would be sold to private purchasers as

taxable securities with a Federal coupon as proposed above or as tax

exempt securities. If the demand on a given State Urbank were too great,

it could call on a Federal Developmcnt Bank to serve as a secondary wcr~ke.

An additional responsibility of the Federal Urbank would be to act as the

insuring agent for State and local bonds In return for a premium to be

paid on each issue.
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Possible advantages of this suggested arrangement are several.

First, in having a series of 50 State Urbanks, as opposed to only one

Federal institution, there would be a minimum of delay in a bank's

determining that the credit of the Issuing government was'adequate to

support the issue of. the securities in question. Second, by providing

that the obligations would be insured, there would be no need for a

-Federal "guarantee" of payment with the consequent possible exposure of

.theFeferal government to make good on its warranty. Third, by assigning

to the several Urbanks responsibilities of banker and, in the case of the

Federal Urbmnk, insurer, there would be no need or occasion for inter-

ference with the policy decisions of the issuing unit.

Elements of a Propsal

Any proposal that is adopted must meet constitutional limitations

and provide for equity among taxpayers. In addition to these obvious

requirements in our view it should meet certain other specifications.

Some of them have been suggested or Implied above. However, at the risk

of repetition, we believe they should be stated explicitly.

Freedom front Federal Control:

It is a mark of our system of government that power is widely dis-

persed. Decisions with respect to public policy are utade at each of the

several levels of government. Means to insure that the electorate is

beard are familiar at all levels. By such means we insure both an optimum

measure of popular participation and an optimum responsibility to popular

control. Both are impossible of realization, however, if decisions which

should be wade et the State or local level are made at the Federal level.

The decision to build a court house or a school, where to build it, what

size it should be and how to raise the money for its construction are not

questions that can be answered properly by a Federal official. Any scheme
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that may be developed must permit such basic policy decisions to be akde

by responsible State or local officials and legislators.

Alternative Markets:

To this point in time State and local governments have been able to

borrow from the private bond market the funds they need for capital ex-

penditure requirements. Of late interest rates on municipal securities

.bave risin markedly, but so have they for housing mortgages, corporate

bonds and United States Government bonds. Assuming that the credit "squeeze"

does not become appreciably tighter, there is no reason to suppose that

State and local governments will not be able to continue to place their

primary reliance on the private bond market.

On the other hand, an alternative market, particularly one that might

offer preferential rates, would be a welcome additional source to satisfy

the continually growing State and local capital needs. It must be an

alternative, however. State and local governments must retain the option

to go to the private market if they choose.

Reliability:

Assuming a method can be devised that meets other expectations, It

also must be reliable. Credit cannot be turned on and off like a faucet.

Any scheme that depends for its funds on annual appropriations cannot be

relied upon. If the Congress proposes to make a commitment, it must be

met in full and it must be continued for at least three years after notice

of termination is given. Should a satisfactory alternative capital market

plan be developed State and local governments will expect to utilize it.

They would be unable to do so -- or Would do so at their peril -- if they

could not anticipate that money would be available when they needed it.

If the alternative were to be established and then abruptly discontinued
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or radically reduced in scope, the effect would be disastrous. Private

markets would have to be reestablished -- a process that would require

time. State and local governments would have lost valuable time at a

minimum and possibly all chance to sell their securities.

Freedom from Delay:

The next requirement is. one which more properly might be addressed

to the agency made responsible for administering any of the alternative

plans. Nevertheless, it is an important element in the successful opera-

tion of any plan that might be adopted. Provision must be made for a

minimum processing time. Delay can add to interest costs at a time when

rates are climbing. Inevitably it adds to building, land acquisition and

other costs. Even at favorable interest rates an appreciable delay in

processing could offset completely any savings in interest rate reduction.

Conclusion

In discussing our position regarding taxation of state and local bonds

I mentioned -- and I now underscore -- the irony of proposals to subvert

the tax exenipt status of said bonds while at the sane time the recognition

of State and local fiscal crises Is being expressed in proposals and actual

legislation to provide for block grants, revenue sharing, and grant consolida-

tion. The 'National Governors' Conference has stated its firm support of

these varying. means of relieving the fiscal crises, as I indicated in ans-

wer to questions from Committee members at the hearings of March 11. At

that tiate Chairman Hills inquired whether the States would exchange the

tax-exempt status of their'bonds in return for come form of revenue sharing

and block grants. In reply I indicated that I would submit this question

to the Executive.CountLttee of the National Governors' Conference. This

matter will be on the Executive Committee's agenda when it meets in mwd-Nay.

74



-9-

but I do not anticipate any specific action by the Executive Committee

at its forthcoming meeting. It should be noted that the National

Governors' Conference has a Standing Committee on Executlve Management

and Fiscal Affairs. That Committee is now at work on revenue sharing,

block grants, grant consolidation and related matters. Specifically

-that Committee is gathering data from the states regarding their capi-

tal improvement programs and the effect of the tight money market on

the marketing of State bonds and State programs. The survey results

will be made known to the House Committee. Thus It" is my view that the

Executive Committee will request that the Committee on Executive Manage-

vent and Fiscal Affairs give careful attention to this important

question raised by the distinguished Chairmen of the Committee on Ways

and Means.
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flDRL-STATI AGREEHENS

* The Problem: To avoid inequities from the exemption of state and

local government bond Interest in a manner which is constitutional,

fair and not harmful to state and local governments and local taxpayers.

The Solution: An optional double coupon plan, can accomplish a

voluntary termination of the issuance of exempt bonds. With such

termination the inequities would become impossible for future issues

and would come to an end as outstanding issues are paid off. Elements

of amplification are set forth below.

A Workable Duble Cannon Plan

(a) To be constitutional the plan must be completely optional

with the affected states. Therefore the technique of a federal-

state agreement Is recommended, authorized by legislation of both

the Congress and the affected state legislature. The agreement

should prohibit withdrawal by either the federal government or

the state except on five years notice.

(b) In the agreement the state would authorize its local

governments to elect to issue taxable bonds and would also

authorize taxable bonds at the state level. The United States

would authorize each such issuer of taxable bonds to attach

coupons for the federal share of the interest.

(c) The United States coupons would be the direct obligation

of the United States and not of the issuer. This is necessary

because:
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(i) It avoids conflict with inwnmerable constitutional

and statutory limit. on the Interest rate a local government can

Pay.

(ii) It avoids the problem of local government having

to pay more Interest and waiting ;o get the excess back from

Washington.

(1ii) It will give Investors In a new kind of security,

more confidence.

d) The United States coupons would be for half the Interest

payable. Fifty percent Is fully justified because:

(i) A private corporation can cost the United States

52.8 percent of the Interest paid on private bonds. This results

from the deductibility of the Interest payments from the base for

corporate incoae tax at the present 52.8 percent rate.

(ii) The Treasury estimates the United States will

recover 42 percent of the interest payment on taxable state and

municipal bonds. Since the purpose is reform, all this should be

returned to the issuers. The additional 8 percent Is well Justified

as a needed contribution to the local government crisis.

(iii) Since the plan must be optional to be constitutional,

the federal percentage should be large enough to make sure that

all issuers will ont for taxability to assure that the reform will

be accomplished.

The cost to the local issuers In recent years has

been around 33 percent. A substantial increment above the figure is

required for the option to work.
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(iv) Adding municipal bonds to the taxable market will

probably raise all taxable interest rates, so that just to break

even requires more than the present 33 1/3 percent.

(e) The Federal Government would reaffirm that state and

local issuance would be subjected to no controls. The federal

coupon authorization would not be withheld from any true state

or municipal bond regardless of the purpose of issuance, interest

rate or any other factor.

Industrial development bonds, properly defined, and

arbitrage bonds are not true exercises of the state or municipal

borrowing power and would be neligible for the federal coupon.
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Mr. Chairman, Members of the Comittee, I am John J. McKelthen,

Governor of Louisiana. I appreciate your hearing me on the subject of the

tax treatment of state and local bonds - a subject of intense interest and

concern to our state and its local governments.

We appreciate the difficulty and complexity of what you are trying to

accomplish. As taxpayers and citizens, we wish you well in this undertaking.

Mr. Chairman, state and local governments from their own resources

support services in such areas as education, highways and highway safety,

crime prevention and control, health, water and natural resources, and a host

of others. In all these program areas, they receive federal grants-in-aid.

Major federal construction grants include those for highways, airports, hos-

pitals, water pollution abatement, urban renewal and others. They represent

national policy decisions relative to national goals. Total grants-in-aid

approximate $25 billion. Grants for capital purposes total $6.457 billion

(estimated) for fiscal year 1970.

These grants must be matched by state and local governments. If capital

expenditure is involved, almost always bond financing is used.

Many bills have been introduced providing for sharing federal revenue

with states and localities. The administration is about ready to offer its

plan. Other aid programs have been proposed. Their proponents are undoubtedly

sincere in arguing that they are necessary to ease the severe financial

pressure on state and local governments.

You may imagine then how astonished we were when H. R. 13270 included

state and local bond interest in its provisions for a limit on tax preferences

and allocation of deductions. Our wonderment was increased by the administra-

tion's "instant" allocation of deduction plan, and its proposal that it be

applied to both future and outstanding issues.

Are you surprised that we rub our eyes-or shake our heads in wonder?
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On the one hand, we see national policies to give aid to state and local

governments to achieve national goals. Additional programs are proposed -

some with the avowed purpose of relieving the fiscal crisis of these govern-

ments. On the other hand, we see provisions in the House bill that would

impair the ability of state and local governments to raise needed capital.

Then the administration proposes an even harsher allocation of deductions

plan.

Mr. Chairman, there are many reasons to oppose these provisions, but I

shall limt, my remarks to policy considerations.

The genius of the federal system lies in its mutual forbearance from

taxation of Instrumentalities, property, revenue or income derived from

securities. We have a system of parallel governments. It is no more right

that the Federal Government interfere with or impede the states in the per-

formance of their governmental functions than it is for a state to interfere

with or impede the Federal Government in the attainment of its governmwntal

aims.

Governments raise money by various means. Taxation is the largest

revenue producer, but borrowing is of great significance. In 1968, state and

local governments issued more than $16 billion in debt instruments. Such a

sum supports the assertion that the power to borrow is as essential to govern-

ment as the power to tax.

If the Congress takes action to impair state and local capacity to borrow,

how shall we raise capital funds, including those required to match federal

grants? Shall we raise taxes to build schools and hospitals? Shall we

accomodate to increased debt service costs by reducing our contributions

toward the building of highways and airports?

If it is felt that these questions represent an overreaction,I should like
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to call your attention to certain information fron the table$ presented by

Governor Love.

INTEREST RATES, SEVERAL INDICES. SELECTED DAMES

20 Municipals Industrials 11 Bonds AA Corporetos U. S. Govt. 20

Aug. 1967 4.062 5.842 3.82% 5.62% 4.99%

Jan. 1969 4.97 (.91) 6.74 ( .90) 4.72. (.90) 6.59 (.97) 5.92 (.93)

July 1969 5.93 (.96) 7.32 (.58) 5.57 (.85) 7.08 (.49) 6.12 (.20)

Aug. 21 6.02 5.92

Please note that between August 1967 and January 1969, the figures in

parentheses Indicate the range of rate increases was very narrow - .90 to .97.

Note, however, that from January to July this year. the municipal bond indices

rose by .96 and .85. Private issues rose .58 and .49, U. 8, Government obli-

gations .20. Note, too, from the August 21 data that municipal bond interest

rates continue to rise.

The change in market behavior can be explained only by the consideration

that has been given to taxing state and local obligations. If the decision to

tax is affirmed, even higher rates will result.

Necessarily taxes ultimately will be relied upon to pay these increased

rates. Who are the taxpayers? They are those who pay federal taxes - those

who anticipate relief from enactment of the tax reform bill.

Does that sound like we are chasing our tail? We are.

We are, that is, except for two reasons.

One reason is that the cost to state and local taxpayers ill be far

greater than will be realized in revenue if these provisions are enacted.

The second is that the bill would reduce income tax rates - a progressive

tax. By far the largest part of local government revenue caes from real pro-

perty taxes. States rely primarily on sales taxes. Both are regressive taxes.
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To enact these provisions would achieve a modest increase in federal

revenue. This would be achieved at the expense of higher state and local

taxes - taxes far larger in total than the revenue realized. Enactment may

help to reduce a progressive tax -- but would raise regressive taxes.

Mr. Chairman, tampering with the tax exempt status of state and local

bonds is justified on the grounds that wealthy persons escape their fair

burden of taxation by their owning municipal bonds. Sometimes it is stated

that the revenue loss exceeds state and local savings.

As to the former, this has not been proven. Possibly wealthy persons have

large holdings. Neither they nor other taxpayers report income derived from

such ownership. As a matter of fact, one might wonder why they should. The

Ways and Means Committee reported that the 154 Individuals with adjusted gross

Incomes of $200,000 or more In 1966 did very well under other provisions. They

claimed as deductions, the Committee shoved, large charitable deductions, interest

payments, real estate depreciation and farm losses. That half of capital gains

not taxed was another bonanza. Why should these people invest heavily in what

were until recently low-yield securities?

Centlemen, do those who buy state and local bonds realize savings in

taxes? One may assume some do. Is the aim to make a profitable investment

different from that of other investors? Or are they attracted to our bonds

because they are a safe investment? Some do. State and local governments

honor their obligations. t;ho knows why investors pick particular securities?

Some local banks buy their local government bonds from a sense of civic duty.

Mr. Chairman, the so-called "taxpayers' revolt" is not confined to the

national level. Despite it, however, reasonably and logically, we must point

out that tax dollars are required to rebuild our cities, protect our environ-

ment, Improve our transportation system, and assure our people adequate diets,
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health care and educational opportunities. These and other domestic programs

are supported primarily by state and local governments. To endanger them by

endangering our capacity to borrow would be folly. We need your help -- help

you have already determined is in the national interest. We trust you will

serve Frour real, long-term interests and ours by rejecting these proposals.

Mr. Chairman, Members of the Committee, I thank you.

#69915T2
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Mr. Chairman, Members of the Comittee, I am John J. Mcleithen, Governor

of Louisiana. I appreciate your hearing me on the subject of the tax treat-

ment of state and local bonds - a subject of intense interest and concern to

our state and its local governments.

We appreciate that the Committee on Finance In considering means to

reform our tax laws is endeavoring to accomplish a difficult and tremendously

complex assignment. We are aware that current national policy may dictate your

recommending certain changes. We understand your desire to remove or minimize

certain inequities. As taxpayers. and citizens, we wish you veil in this undertaking.

What you decide - what the Congress decides - will have very far-reaching

effects. Among those that will be affected will be state and local governments.

Mr. Chairman, state and local governments from their own revenues support

services in such areas as education, highways and highway safety, crime pre-

vention and control, health, water and natural resources and a host of others.

In all these broad categories they administer program for which they receive

federal grants-in-aid. Major federal construction grant programs include

those for highways, airports, hospitals, water pollution abatement, urban

renewal and others. These programs represent policy decisions by the National

Government in the attainment of national goals. Total grants-in-aid approximate

$25 billion. Grants for capital purposes total $6.457 billion (estimated) for

fiscal year 1970.

Formulas vary, but these grants must be matched by the recipient state

and local governments. If captial expenditure is involved, almost always

bonds are issued to raise the necessary funds.

Many Members of Congress have introduced bills to share federal income

tax revenue with state and local governments. The administration is about

ready to offer its plan, we are told. Proposals have been made for a mass

transit fund. The President has asked that welfare laws be reformed to
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Increase aid to the states. Many other financial assistance schemes have

been advanced. Their proponents are obviously sincere in their support of

these measures as being necessary to ease the severe financial pressure on

states and localities.

Perl:aps you can imagine our astonishment when the Ways and Means

Committee and then the House of Representatives approved the inclusion

of state and local bond interest in the limit on tax preference and allo-

cation of deductions provisions of H. R. 13270. Those feelings were com-

pounded when the administration unveiled its "instant" allocation of

deductions plan and proposed it be applied to both future and outstanding

issues.

Are you surprised that we rub our eyes or shake our heads in wonder?

On the one hand, we view declared national policies to give aid to

state and local governments to achieve national goals. In addition, other

aid programs are urged - some with the avowed purpose of relieving the fiscal

crisis of these governments. On the other hand, we are witness to House

passage of LTP and allocation of deductions formulas that would impair the

ability of state and local governments to raise needed capital. Then the

administration proposes an even harsher allocation of deductions plan.

The situation appears to be another illustration of the left hand's not

knowing what the right hand is doing.

Mr. Chairman, I do not propose to argue that the consideration of these

provisions has had a severe impact on municipal bond interest rates. If

the material submitted by Governor Love does not prove that point, no words

of mine will do so. Nor shall I show that the administration's allocation

of deductions formula will be even more damaging than the one in H. R. 13270.

Its specifications make that clear. It Is not my intention to argue the

constitutional issue. Presumably that will be done by others. I shall
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limit my remarks to policy matters.

The genius of the Federal system is in its mutual forbearance from

taxation of instrumentalities, property revenue or income derived from

securities. No specific provision in the Constitution forbids such taxation.

It is inherent in the concept of federalism. We have a system of parallel

governments in other words. It is no more right or appropriate that the

Federal Government interfere with or impede the states in the performance

of their governmental functions than it is for a state to interfere with or

impede the Federal Government in the attainment of its governmental aims.

Governments raise money by various means - taxes, borrowing, fees for

services, licenses, various enterprises and others. Taxation is the largest

revenue producer, but borrowing is of great significance. As has been pointed

out, in 1968 state and local governments issued more than $16 billion in debt

instruments. This is no small sum. It supports the assertion that the

power to borrow is as essential to government as the power to tax.

If the Congress takes action to impair the capacity to borrow of state

and localities, how shall we secure the capital funds we need, Including

what is required to match federal grants? Shall we raise taxes to build

schools and hospitals? Shall we accommodate to increased debt service costs

by reducing our contributions toward the building of highways and airports?

If it is felt that these questions represent an overreaction, I should

like to call your attention to certain information from the tables presented

by Governor Love.
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Aug.

Jan.

July

Aug.

94

INTEREST RATES. SEVERAL INDICES, SELECTED DATES

20 Municipals Industrials 11 Bonds AAA Corporates U. S. Govt. 20

1967 4.06% 5.84% 3.822 5.62% 4.99%

1969 4.97 (.91) 6.74 (.90) 4.72 (.90) 6.59 (.97) 5.92 (.93)

1969 5.93 (.96) 7.32 (.58) 5.57 (.85) 7.08 (.49) 6.12 (.20)

21 6.02 5.92

Please note that In the period August 1967-January 1969, the range in

interest rate increases was very narrow - .90 to .97, the figures shown in

parentheses. Note, on the other hand, that between January and July of this

year, the municipal bond indices rose by .96 and .85. The indices shoved

that rates for private issues rose .58 and .49, for U. S. Government obliga-

tions .20. I have added the reports on municipal bond interest rates for

August 21, 1969, to show that they are continuing to rise.

The change in the behavior of the market must be ascribed to the con-

sideration that has been given to taxing state and local obligations. Should

the decision the House has made be affirmed by the entire Congress, even

higher rates must be expected.

How will state and local governments secure the revenue to pay these

increased rates? Ultimately, it would be raised by taxes.

Who are the taxpayers? They are those who pay federal taxes - those

who anticipate relief from the enactment of the tax reform bill.

Does that sound like we are chasing our tail? We are.

That is, we are except for two reasons.

One reason is that the cost to state and local governments and their

taxpayers will be far greater than the Federal Government will realize in

revenue if the provisions you are considering are enacted.

The second is that you are contemplating rate reductions in the income
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tax - a progressive tax. By far the greatest portion of local government

revenue is raised by taxes on real property. States rely primarily on sales

taxes. These are regressive taxes.

To enact these provisions would achieve a modest increase in federal

revenue. This achievement would be at the expense of higher state and local

taxes - taxes far larger in total than the revenue realized. In other words,

enactment may help to reduce a progressive tax - but raise regressive taxes.

Is this achievement in line with what most people regard as wise tax

policy? Do we feel that to cause regressive taxes to be raised by a reduc-

tion in a progressive tax serves our social purposes?

Criticism may be leveled at state and local governments because their

tax structures are not more progressive. Even so, they cannot be changed

overnight. Nor will the situation be. improved by their being forced to bear

the burden of increased bond interest rates.

Mr. Chairman, tampering with the tax exempt status of state and local

bonds is justified on the grounds that wealthy persons escape taxation by

having large investments in such bonds. Sometimes it is stated that the cost

to the Treasury from income not taxed is greater than the savings realized by

state and local governments in the lower interest rates they pay.

As to the former - large municipal bond holdings by the wealthy - this

has not been proven. (Possibly they have such holdings, but oe just don't

know.) Neither they nor other taxpayers report income derived from such

ownership. As a matter of fact, from the information contained in the

Report of the Ways and Means Committee, one might wonder why they should.

The 154 individuals with adjusted gross incomes of $200,000 or more who paid

no federal income tax in 1966 seem to have done all right by claiming as

deductions large charitable contributions, interest payments, real estate
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depreciation and farm losses. The excluded half of Capital gains was another

bonanza, the Committee stated. Why should those so skilled in minimizing

their taxes invest heavily in what were until recently investments with low

yields?

Incidentally, the Ways and Means Committee in Justifying the bill made

its first reference to municipals on page 9 of the Report. It stated, "It is

believed that still other high-income individuals paid no tax and dl. not

even file tax returns since virtually their entire income was from tax-exempt

State and unicipal bonds."

By page 11, what the Comittee "believed" had become a "fact." There it

said, "Also, despite the fact that tax-exempt State and municipal bond interest

is a prime way for well-to-do individuals to.escape the burdens of taxation,..."

What the Committee believedd" had become a "fact" and a "prime way" - in

the short space of two pages.

In fairness, I should point out that thereafter the actions and state-

ments of the Committee were consistent. It acted and justified its actions

on the basis of the "facts."

Gentlemen, is it true that those who buy state and local obligations

realize or hope to realize, savings in taxes? One may assume some do. Is

their aim to make a profitable investment different from that of any investor?

Or are they attracted to our bonds because they are a safe investment? Again

one may assume this to be a motivating factor. The record of state and local

governments is that they honor their obligations. Who know why investors pick

particular securities? Some local banks, for example, buy the bonds of their

city or county - or in Louisiana, parish - out of a sense of civic duty.

Members of the Committees you have heard much about the "taxpayers'

revolt." No doubt your correspondence has been heavy on this subject. Let
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me assure you that it Is not confined to the national level. State and

local tax rates have been rising. except for the surtax, Congress has been

able to reduce tax rates several times in the past 15 years. We have not

been so fortunate. We have been increasing rates and Instituting new taxes.

We may deplore the restiveness of the taxpayer. We may be aware that

governmental expenditure can be supported only by comparable taxation. We

may agree with Justice Holmes that taxes are the price we pay for civiliza-

tion. Reason and logic nay sustain our position. Unfortunately, taxpayers

in revolt have little time for reason and logic.

About a year ago, Governor Rockefeller of New York said that states

and localities supported from their own revenues 64 per cent of the govern-

mental expenditures for domestic programs. It is these expenditures that we

need to make to rebuild our cities, protect our environment, improve our

transportation system and assure that our people have adequate diets, health

care and educ, Lioz:1 opportunities.

Gentlemen, to endanger even to a minor degree our capacity to sustain

these programs Ys folly. To do so to raise the paltry sums -- $35 million

from LTP and $45 million from allocation of deductions -- would compound the

folly. We need your help - help you have already determined Is in the

national interest. We trust yours will serve your real, long-term interests

and ours by rejecting these proposals.

Mr. Chairman, Members of the Comittee, I thank you.

069915T1
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SUMMARY OF PRINCIPLE POINTS

Changing the historic tax exempt status of municipal bonds
will reflect on the integrity of our government.

Proposal to subsidize a portion of interest costs would lead
to Federal control over state and local borrowing and would be in
conflict with President Nixon's goal of decentralizing authority
and responsibility.

Proposals would increase the cost of borrowing to communities
and would result in increased taxes at state and local levels*

The effect on growth states would be particularly harmful due
to their critical need for financing.

If doctrine of reciprocal immunity from taxes is violated by
Federal Government, it will lead to similar action by states to
tax United States Treasury obligations.

99



NATIONAL GOVERNORS' CONFERENCE PANEL ON TAXATION
OF STATE AND MUNICIPAL BOND INTEREST

STATEMENT
GOVERNOR CLAUDE R. KIRK, JR., FLORIDA

Gentlemen, we are all here today to consider a matter far

more basic than the details of a proposed tax bill. Changing the

historic tax exempt status of municipal bonds Would have a deep

and penetrating consequence which we should recognize, and that

is loss of faith in the integrity of our government.

Even while Congress has been discussing the enactment of a

law to tax interest on state and local security, we have seen the

steady deterioration of the investing public's confidence in their

value.

It is time, once and for all, to lay this matter to rest, by
e0

deciding to abide by the assurances given all states over.kifty

years ago when the Income Tax Constitutional Amendment was subiLtted

to the states. That assurance was that the Federal Government could

not and would not directly or indirectly tax this income source, and

we now find ourselves faced with the very thing the states were as-

sured would never happen.

This is a breach of faith which, if permitted, would destroy

the very foundation of our Federal system that is, sovereign status

but mutual trust in each other.
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Another trust which ts even more important than that between

governments is the trust of the people in their government at all

levels, Federal# state# and local. All too frequently this trust

has been violated and this proposal flies in the face of assurances#

given time and time again, that the Federal Government will not tax

the interest on local and state bonds. Credibility of the Federal

Government has too frequently been successfully attacked, an4 I am

sure you do not want to add to this credibility gap.

If you now take the back door approach by indirectly taxing'

state and local bonds, the investing public will be forewarned that

the fiscal integrity of the states no longer exists. The results
0

will be chaotic.

The proposal to "subsidize" a portion of the interest costs

,accruing to the states and local governments, if they agree to issue

taxable bonds, would give the Federal Government in Washington qpntxol

over all such state and local borrowing for capital outlay programs.

The effect of this proposal would be increased Federal control rather

than increased Federal revenues, although offered under the guise of

"tax equity." Federal regulations and the necessity for prior Federal

approval will inevitably result.

President Nixon has emphasized the importance of.the "New Fed-

eralism" under which thd states will be called upon to assume an

increasing share of the responsibility for providing the public

, . .
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services citizens have come to expect from their government. These

tax proposals, by shifting authority and control of capital outliy

borrowing to Washington, and by making it more difficult and costlyV

for state and local governments to do their job of building needed

public facilities, are in conflict with the goal of decentralizing

authority and responsibility as urged by the President.

The minimum income tax and the allocation of deduction proposals,

as they relate to the interest on state and municipal bonds, would

increase the cost of borrowing for the needed improvements for whioh

state and local governments are responsible and would, therefore#

necessarily.increase state and local taxes. These higher taxes would

have to be paid by the same taxpayers supposedly being benefited by

the so-called tax reform package. Every taxpayer in America would

have to pay more taxes to his state# county, school district, and,

city if these proposals become law, thus increasing tax inequity in

the iame of tax equity. The increased cost which would have tQbe

paid by the taxpayers under these proposals would be in excess of the

amount of additional revenue to be collected by the Federal Govern-

ment under these indirect forms of taxation of presently tax exempt

bonds. The total cost of government to the taxpayer would thereby

be increased.

The effect upon growth states, such as Florida,.would be particu-

larly harmful, because of the great need for financing education#

anti-pollution, transportation health and rehabilitative facilities

for which state and local governments are responsible. Such growth
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states have critical needs for such facilities and would therefore

suffer disproportionately the consequences of the increased cost

of borrowing. These needs cannot be ignored if the states are to

assume their proper responsibilities. These proposals would impose

unfair burdens upon those states which have the greatest needs and!

make the greatest efforts to solve them. The impact of this burden

would be even greater at the local level with smaller conmunities

which are not as well established as credits in the bond market.

Every local taxpayer in states with rapidly growing populations would

pay the prica of these attempts at "tax reform" in increased property

and excise taxes.

There is one other inevitable consequence of the proposed

legislation about which you should be forewarned. The Constitutional

doctrine of reciprocal immunity from taxes has been held sacred by

both the states and the Federal Government since the draftingof our

Constitution. If the Federal Government chooses to unilaterally

circumvent or.abort this doctrine by legislation such as this, so

then should the states be free and anxious to tax the instruments

of the Federal Government. This would open a Pandora's box of *n-

calculable proportions. The negative effect on the desirability

and marketability of United States Treasury obligations would impose

the same burden on the Federat Government which this legislation

would place on the states. Let us not break this delicate balance

of powers which has been so wisely cherished and maintained by our

forefathers.
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SUM4ARY OF STATEi.ENT OF C. BEVERLY BRILEY

on behalf of

THE NATIONAL LEAGUE OF CITIES

The cities of the nation are vitally concerned with the provisions
of H.R. 13270 which affect municipal bond interest because they
would increase the cost of city government and threaten the physi-
cal rejuvenation of our cities. Tax exemption is important to
cities because it protects the integrity and independence of fis-
cal policy-making by cities, it provides a stable* adequate inde-
pendent source of capital and saves states and cities billions of
dollars in interest costs and tax dollars.

The market impact of mere House passage of H.R. 13270 has been great
increasing interest coots an average of 1/2 to 1 percentage point
which in turn has added millions of extra dollars to local debt ser-
vice costs. The actual and the psychological impact of the ADR and
LTP will very severely curtail the market for municipal bonds.

The large extra cost of this action to local taxpayers and the very
small return to the Federal government, coupled with the fact that
extra costs must be paid through regressive property taxes hardly is
equitable. Congress must take full responsibility for any increase
in local property taxes. This action would really cause a taxpayers
revolt.

The interest subsidy provisions do not meet certain criteria of ac-
ceptability established by bond issuers and would pose critical
problems for both the federal and the local governments.

The cities call upon this Senate Finance Committee to d3lete provisions
which include bond interest in the Limit on Tax Preferences and
the Allocation of Deductions rule. They urge deletion of the in-
terest subsidy program from the bill for consideration at a future
time.
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I am C. Beverly Briley, Mayor ofNashville, Tennessee and President

of the National League of Cities. I am speaking on behalf of more

than 14,600 cities of all sizes throughout the nation.

As ,SN FOR CONCERN

In early August, the House of Representatives passed II.R. 13270 which

contained provisions to tax directly and indirectly the interest from

municipal bonds. This action has increased interest rates significant-

ly on all state and local government bonds and will cost state and

local taxpayers millions of additional tax dollars over the next ten

to twenty years. If the Senate concurs with the House action, the ef-

fect on municipal capital financing will be dovactating.

Surely no other issue hue concerned city officials over the past sev-

eral months to the degree that this has. The reason is simple. This

action strikes at the very fiscal stability of our cities. This is

an insidious throat because the provisions of H.R. 13270 could in-

crease taxes and add additional strain to already tight budgets. It

will delay or perhaps halt altogether public works projects Which are

vital to the physical rejuvenation of our cities -- in fact our entire

physical environment. We thus attach the greatest importance to these

hearings for the Senate must undo the damage contained in H.R. 13270.

The alternative is to face a taxpayers' revolt of mammouth proportions

that would put the current "revolt" to shame.

IMPORTANCE OF TAX FEXETION

Tax exemption of municipal bonds is important for these reasons. First,

it represents a clear determination on the part of those who designed

our federal system and of succeeding governmental officials to protect
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the fiscal policy integrity and independence of each level of govern-

ment. It is a hands-off policy which enables local officials to be

fully responsive to local conditions and needs, not to the policies

of another level of government. Second, the principle of tax exemption

has created a special, independent source of capital upon which cities

can rely without concern for competitive capital demands from the private

sector or from the federal government. Third, and perhaps most important,

tax exemption has kept the cost of capital relatively low, saving states

and local governments billions of dollars in interest costs and tax

dollars. The legislation before you jeopardizes all of these benefits.

It is obvious that the actions of one level of government are not isola-

ted from or unaffected by another in our "marble cake system." But the

integrity of local policymaking must be respected and maintained in

order that state and local governments can fulfill these primary

responsibilities to the necds and demands of local citizens.

Interjecting the Federal government into local fiscal decisions through

Federal taxation or any other form of influence on local debt management,

the both of which are almost answered by II.R. 13270, interferes with the

independence of judgement that local officials now exercise in the

important area of capital financing.

Abandoning or severely constricting the tax exempt money market as

envisioned through the interest subsidy provisions of the bill suggest

serious political implications. When we consider that taxable local

government bonds would have to compete with corporate securities are

securities of the Federal government for available funds, we must ask,

under such conditions, would local government bonds be well received

by the investor? The clear answer is that the private sector
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competition could well place the collective needs of our communities

as determined by governmental processes, secondary to the interest of a

corporate board of directors or the motivation of economic gain of an

individual investor.

The economic return from the construction of a school or sewer project

may not be as great as that from a steel mill or automobile plant, but

the social importance is another matter. To require needed public

projects to compete for the investor's dollar on equal economic terms

with say, General Motors and AT&T is fiscal folly.

MARKET IMPACT

I will return to the interest subsidy plan later. What has been and

will be the specific market impact of the inclusion of bond interest

in the Limit on Tax Preforences and Allocation of Deduction rules?

The tax exempt bond market, like all other segments of the economy,

has felt the effects of inflation and tight monetary policies applied

by the Federal government to cool off inflation. Conmercial banks,

the largest single investor group in the market, have curbed their

municipal bond investment programs and in fact have been liquidating

portions of their bond holdings to maintain reserves and lending

capacity. However, extrapolating the effects of tight monetary

policy, based roughly on bond price trends in periods prior to the

House action and comparison to the effects of the 1966 credit crunch

on municipal bonds, shows that the prospective action of Congress has

had a noticeable effect on interest rates. This effect has been

estimated conservatively at at least an average 1/2 of one percent

increase in bond yields and is moro.likely on the order of one percentage

point . We can only conclude from this that the investors faith in the

traditional security of municipal bond tax exemption has been breached

and he is reacting to it.
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If Congress enacts the specific provisions of II.R. 13270 which affect

bonds (i.e. inclusion of bond interest in the allocation of deductions

and the limit on tax proferencs) it would probably remove individual

investors from the market for tax exempt b6nds altogether. Moreover,

this action could have an irreparable psychological effect on institutiona]

investors, namely the banks and fire and casualty insurance companies.

Once the principle of tax exemption is breached, these investors in

making long termn investments in municipal bonds, wquld have to antici.-

pate the day when some future Congress might apply the rules of H.R.

13270 against the bond investment practices.

The situation is made more difficult by the threat of litigation to

test the constitutionally of bond interest inclusion in the Limit

on Tax Preferences. Lengthy litigation all the way through the

Supreme Court, taking as much as three years, would leave the status

of tax exemption in total doubt and could very well discourage 3 n-

vestment in municipal bonds altogether.

COST IMPACTc'

In dollars, the cost of t1a House action is immense. Assuming that

final action on this bill did not occur until next year and that the

effect on interest rates of House passage of II.R. 13270 is indeed an

average of one percentage point increase, the additional cost on an

annual volume of $15 billion of bonds is $150 million. The effect of

actual enactment over the life of future bonds would be more and of course,

cumulative. These figures are particularly striking when one considers

that the Treasury Department will receive less than $80 million a year

in tax revenue as a result of applying "ADR" and "LTP" to municipal

bond interest. This is indeed a sad price to have to pay for very

little accomplishment in either tax revenue or making the Federal
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income tax system more "equitable."

WHERE IS THE REAL EQUITY?

This equity question rises continuously. OUr studies show that based

on the best estimates, interest from municipal bonds rates a very

poor fourth or fifth in terms of all factions contributing to tax

avoidance. In percentage terms, based on Treasury Department figures,

it accounts for only 6.6% of all such factors and only 12% of the

largest factor -- capital gains.

Moreover, we have found from conversations with market experts that

those few individuals now buying municipal bonds (lcss than 2% of new

bond issues have been bought by individuals in recent ycare) are more

likely to be in lower tax brackets --older persons seeking retirement

investments, school teachers and so forth--not high tax bracket

individuals who arc naturally more interested in growth for their

investments. Thus, your action would tax "the forgotten American"

as he has been called, who may own 5 or 10 bonds.

On the other hat local agencies would have to increase already

strained tax rates on the regressive property tax to meet the additional

costs. The diversion of additional scarce local funds to debt service.

would further aggravate the shortage of funds needed to finance other

essential local services. Moreover, further aggravating an already

regressive tax system is hardly equitable.

To tax a very few rich individuals, most of whom do not now view

municipal bonds as good investments anyway,

---risks complicating the structural problems of the Federal

system itself.
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---risks unbalancing highly complex economic market relationships

in the entire capital market,

--- raises important legal and constitutional questions which

would lead to protracted litigation#

---and makes more difficult the problems of making the total tax.

structure--federal, state and local--function equitably and

effectively whilo not further depressing local resources.

To us, it is unthinkable to take these risks which will boomerang

against hundreds of thousands of local property taxpayers and users of

municipal services who will have to bear the burden of increased debt

service costs and whose governments will have to suffer the other con-

sequences. This is not equity and we who are the first to feel the

taxpayers revolt will be hard put to explain why the Congress of the

United States took action~vich causes us to increase taxes.

THE INTEREST SUBSIDY PLAN

The House has proposed in II.R. 13270 that the Federal government under-

take to subsidize municipal bond interest in turn for a waiver of

tax exemption on the part of the local bond issuer.

Alternatives to capital financing need not be viewed unconstructively .

States and localities have enjoyed a relatively stable source of capi-

tal funds in the past and will continue to depend upon the tax ex-

empt bond market in the future for an adequate supply of capital funds.

While strong evidence shows that this source will continue to meet the

foreseeable needs of states and localities, it is the only source of

capital financing available aside from the luxurious pay-as-you-go

method and, of course, is dependent largely upon fut,ie activity of

institutional investors and the expectation that Congress will not
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attempt to tamper with the principle of tax exemption. To this end,

the "alternative" adopted by the House is not really an alternative

in that the other applicable provisions of the bill do much to cur-

tail the tax exempt status of bonds.

CRITERIA FOR ALTERNATIVES

Any proposed alternative system of capital financing would have to

meet the following criteria:

1. First, it must preserve the present Federal system and pro-

tect the state and local governments from Federal domination.

2. The state and local governments must preserve their freedom

to act, independent of Federal conLrol, on matters of purely

state and local concern.

3. Any Federal subsidy must be at least as generous as the pres-

ent financing advartace which the states and municipalities

enjoy by virtue of tax-exemption.

4. The Federal government's obligation to provide a subsidy in

lieu of tax-exemption must be automatic and irrevocable.

5. The states and municipalities must have unrestricted access,

at their own option,to both tax-exempt and taxable markets.

6. Financing procedures must not be subject to delay by Federal

red tape which might make state and local governments miss

their best markets or involve them in increased capital costs

as construction costs keep rising.

We feel the interest subsidy program falls short of meeting these cri-

teria and agree with the Administration in recommending that it not be

enacted. This provision of the bill, we believe, was hastily construc-

ted without consultation with public issuers, bond attorneys and market
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experts and presents problems for both the Federal government and

states and localities. Among its more serious question marks are:

-- strong evidence that the program will cost the Federal gov-

ernment substantial amounts of money rather than add any

profit to the Treasury.

-- the marketability of taxable municipal securities.

-- the fact that taxable municipal bonds will be directly com-

petitive with Federal securities and corporate securities

and will not bear the guarantee of the Federal government

or the magic name of a powerful corporation.

-- an impact of a large volume of taxable securities on the

taxable bond market in terms of interest costs.

-- state legal barriers.

I include for the record at this point an article written by Patrick

Healy, Executive Director of the National League of Cities, entitled

"The Assault on Tax Exempt Bonds," appearing in the July/August issue

of TAX POLICY. The article deals extensively with the so-called capi-

tal financing alternatives and will serve as detailed explanation for

our opposition.

Allow me to expand on a subject I also referred to earlier when I

used the word "manipulation" in connection with the subsidy arrange-

ment embodied in H.R. 13270. As stated in the bill, the purpose of

the subsidy is "...to encourage states and their political subdivi-

sions voluntarily to relinquish the privilege of tax exemption..."

In other words, the Secretary of the Treasury is empowered to offer

an interest subsidy great enough to entice municipal issuers to sell

taxable securities. Obviously, if no, or very few, tax exempt bonds
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were issued -- as would probably be the case in the event of a 40%

subsidy -- the tax exempt market' would soon shrink and perhaps dry-

up completely. After that came to pass, would the Secretary of the

Treasury still feel obliged to continue offering a 40% subsidy? Un-

likelyl If there were no genuine tax exempt market against which

to gauge a true yield differential -- and therefore the size of an

equitable subsidy -- it is unlikely that the Secretary would feel

obliged to offer more than the minimum subsidy of 25%. Carrying

this to the next logical step, a case could be made in some future
Congress that there is no need for p subsidy, ina-much as there

would no longer be any visible difference in tax exempt and taxable

yields. But, even if the present subsidy arrangement were left un-

changed and the proposed minimum of 25% left in effect, state and

local governments would still have lost a goodly portion of thoir

present "market" subsidy of 30-35%. This seems ironic when one

considers that the Federal government is talking about "revenue

sharing" at this same time. Perhaps even more harmful than the eco-

nomic penalty which can be perpetrated under the present bill, is

the very real prospect that the Federal government, through its abil-

ity to set the subsidy rate and the power that any such discretion

inherently carries with it, would be in a position to exert real in-

fluence over policy matters heretofore considered the domain of local

government.

The answer to the.problem lies not in dismissing the subject of al-

ternatives outright but in postponing its consideration until this

committee and its House counterpart can fully study and understand

its ramifications.

117



- 10 -

Prior to closing, I should like to address myself briefly to the

question of "arbitrage." The House bill contains a provision designed

to bar state and local governments from issuing bonds and investing

the proceeds in U.S. obligations. In those few cases where such in-

vestment was attempted for the purpose of obtaining revenue from the

difference in interest cost between municipal and United States bonds,

the legal officers of the states concerned have stepped in and halted

the process. The provision is unnecessary and dangerous, particularly

because it contains no definitions of or standards relating to arbi-

trage. Rather, it leaves this whole question to the discretion of

the Secretary of the Treasury. We recommend its deletion.

To summarize, we are convinced that the inclusion of any of the pro-

visions affecting municipal bond interest will have a disastrous ef-

fect on the fiscal well-being of our states and cities and will serve

to seriously impair the physical development of our cities. It is

truly incredible how much' damage so little a stroke of the legisla-

tive pen will wrought. This must not come to pass. The interest

from municipal bonds should be deleted from the Limit on Tax Pref-

erences Rule and from the Allocation of Deductions Rule. The interest

subsidy program should be deleted and deferred to future hearings.
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My' name is James H.J. Tate. I am mayor of the City of

Philadelphia. I appear here today on behalf of the United.States

Conference of Mayors. The Conference is an organization of chief

executives of cities located in every part of the United States.

I am here specifically to express their firm opposition to the

proposals to tax the interest on municipal bonds which are

contained both in H.R. 13270 and in the Treasury Department's

plan which has recently been outlined to this Committee. The

effectuation of either or any part of these proposals, or indeed

of any federal attempt to subject the financial obligations of

our cities to federal taxatio" would be, in the view of the

Conference of Mayors, unconstitutional and impolitic, and, from

a fiscal standpoint, irresponsible and regressive.

These proposals would fatally undermine the doctrine of

reciprocal inter-governmental immunity which has heretofore

protected both the national government, and the sovereign states

and their political subdivisions, from unwarranted and obstructive

intrusion by either into the other's essential governmental

affairs. They would permit the federal government to begin to

exercise the most coercive form of dominion over state and local

governmental functions, by subjecting them to financial controls
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through the use of the taxing power.

In thus contributing to the further consolidation of authority

in the federal bureaucracy at the expense of state and local

government independence and initiative, they move in the opposite

direction from the Administration's announced concept of the "new

federalism". That concept calls upon states and local government

to assume full responsibility for regional and local affairs,

with federal assistance, to be provided through such programs

as revenue sharing and the funding of minimum welfare standards.

We can only regard as self-contradictory a federal policy which

proposes distribution of federal.revenues to state and local

government on the one hand while saddling them with new and

tremendous financial obligations on the other.

The fiscal irresponsibility of these new tax proposals with

respect to municipal bond interest is conclusively demonstrated

by their economic effect. The financial liabilities they would

impose upon state and local government would overwhelmingly

exceed any gross return to the Treasury in the form of income

taxes, and, in fact, the clear effect of these proposals would

be to cause a net loss in tax revenues to the federal government.

To achieve this dubious result it would, nevertheless, be

necessary for state and local government to impose additional

taxes in annual cumulative amounts which would reach a total of
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one billion dollars a year just a few years after the enactment

of any of these new proposals. in other words, Atate and local

government would be taxing an additional one billion dollars a

year just so the Treasury can suffer a net loss.

Unfortunately, the additional revenues needed to pay the

higher borrowing costs compelled by these new proposals must be

derived primarily from real property and sale taxes which fall

most heavily, and most regressively, upon the middle and poorer

classes. Yet, both the House bill and the Treasury's proposal

are characterized as "tax reform" measures with the professed

objective of providing tax relief for these very same classes

of citizens.

I emphasize that I cannot avoid overstating the effect of

the enactment of these proposals on the fiscal condition of our

states and cities. In fact, even the threat of federal taxation

has thrown the municipal bond market into a state of chaos. No

municipality can now market even the most highly rated and secured

bond without paying an interest rate so excessive as to be punitive.

On July 1st of this year my own City of Philadelphia incurred

interest costs ranging from 6.352% to 6.431% on issues aggregating

$60,625,000. This was the highest interest cost paid by the City

of Philadelphia on record, and there is no question that the

primary cause was uncertainty in the market as to the future tax
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exempt status of our bonds. Yet, this borrowing took place even

before H.R. 13270 was reported out by the Ways and*Means Committee

and passed by the House.

The City of Philadelphia's current program for the develop-

ment of its airport, seaport, and mass transit system as well as

the development of its traditional health, recreation and public

safety facilities will cost $903 million. The interest on tax

exempt debts to finance that program would be $43.2 million

annually.

If the present exempt status of the bonds intended to be

issued were jeopardized in the manner recommended by the House

Ways and Means Committee, the interest on these bonds would

increase at least 2% more than we are currently paying. On the

$903 million capital program the extra 2% interest would add

$15.7 million to our annual interest cost. To absorb a cost

increase of that magnitude it would be necessary to raise the

city's real estate tax by 16%.

In addition the school board of Philadelphia has a capital

program in excess of $500 million. If the bonds to be sold to

finance that program became taxable, the additional interest rate

would require another 8% increase in the present real estate tax.

In other words, the net increase to the real estate taxpayers of
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Philadelphia, if municipal bonds are taxed in any form, would

be a whopping 24% increase.

And the market has continued to deteriorate. We were more

fortunate than the City of Newark, which as recently as September 9th

was obliged to accept a net interest rate of 7.684% on a $20,461,000

issue of general obligation bonds. Yet earlier, on July 29th, city

officials rejected as excessive a bid for that same issue which

would have resulted in a lower interest cost of 7.439%. The basis

for the earlier rejection was the unsettled state of the market

resulting from this threatened tax legislation. The situation

since has obviously gone from bad to worse.

Newark was only able to borrow this money because the State

of New Jersey had temporarily suspended statutory limits on

municipal borrowing interest rates. The existence of constitu-

tional and statutory interest rate limits (which exist in 38 states),

coupled with the unwillingness or economic inability of issuers not

subject to such limitations to pay punitive interest costs, have

resulted in a wholesale cancellation or postponement of borrowings.

The consequence will inevitably be severe cutbacks in public works

programs on the state and local level which will not only deprive

the average citizen of much needed services but will also afflict

workers in the construction trades and allied industries. In all,

since September, 1968, there have been a total of 316 bond issues
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valued at well over $1.9 billion which have been rejected or

postponed throughout the nation thus depriving many communities

work for their building and roads and construction workers.

In those cases where borrowings have been consummated during

this period, the issuers will have no alternative but to increase

local taxes in order to meet the additional interest costs.

The passage of any legislation which would result, directly

or indirectly, in taxing the interest on municipal bonds would

only insure the continuing chaotic state of the bond market for

years to come. Litigation challenging the constitutionality of

any such legislation must inevitably follow and until a final

and conclusive opinion is rendered by the U. S. Supreme Court,

the marketability of municipal bonds will depend entirely upon

the ability and the willingness of issuers to pay outrageous

interest rates. While I am confident that the unconstitutionality

of such taxes would ultimately be confirmed, the additional cost

to state and local government in the interim would be staggering.

These additional costs soon wouldreach one billion dollars.

While both H.R. 13270 and the Treasury proposal possess a

superficial attractiveness, they cannot survive even a cursory

analysis. Both proposals have the laudable objective of preventing
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affluent persons from escaping income taxation, although there

has been no showing of the extent to which these or any persons

may have reduced or escaped income tax liability by investing

in municipal bonds. The proponents of so-called tax reform

would nevertheless require the holders of such bonds to pay a

minimum tax to the Treasury. This would be achieved by including

a portion of bond interest in taxable income and/or by reducing

otherwise available deductions because such income has been

received.

What the proponents of these measures fail to realize or"

fully appreciate is that the purchaser of municipal bonds is

paying a very real and a very substantial tax now, and he is

paying it to levels of government which most urgently require

it. The holder of municipal bonds has accepted an interest rate

some 30% or more lower than the rate on comparable taxable

investments. This foregone income represents a substantial net

gain to state and local government and is the equivalent of the

minimum tax so piously sought by proponents of tax reform.

State and local governments have issued bonds now out-

standing in the amount of $130 billion. With the owners of

those bonds accepting at least 2% less, which is the differential

if the exemption is lost, state and local government will in

effect lose over $2 1/2 billion annually. If state and local
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governments are to lose this real income, they will have no

recourse but to tax locally to obtain it, and to tax in such

formidable amounts as to precipitate public outrage at the

grassroots level.

The economics of the new tax proposals make them even more

incomprehensible. Under the allocation-of-deduction plan, the

Treasury expects to realize a relatively meager $45 million

annually. The adoption of the minimum tax proposal would produce

in addition only $35 million more. There is no question that

the effect of these proposals which would breach the historic

Immunity of state and local government from federal taxation and

shatter the confidence of investors in municipals, could result

in at least a 1% increase in the interest rates on the bonds.

Assuming no growth in the $16 billion aggregate of new annual

municipal bond issues, this moans that the Treasury is willing

to require state and local government to levy, at a minimum, an

additional $160 million in taxes in the first year the legislation

is effective to produce Income to the Treasury which can only be

characterized as negligible. With each additional year, the

amounts required to be levied could rise correspondingly and

cumulatively. After post 1969 issues outstanding reached only
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"he piiseht level of $130"billion the stite and municipal cost

would be $1.3 billion a year.

However, the analysis does not end here. All'of these

taxes required to be levied by state and local government would,

of course, be deductible on federal income tax returns. The

amounts received by the Treasury as a result of these proposals

will thus quite clearly be more than offset by the loss of

revenue resulting from increased federal tax deductions. In

other words, the Treasury will lose revenue by virtue of these

proposals but, nevertheless, would impose crushing local tax

burdens on our states and cities, burdens which must fall most

heavily on the middle- and lower-income classes.

On the basis solely of economics, and that must be the

overriding consideration for our cities, these new tax proposals

must.not emerge in any form from this Committee. We simply

cannot afford them.

H.R. 13270 and the Treasury proposal, both by commission

and omission, would lull us into a false sense of security.

Directing myself to the omission first,' I note that only

individuals, and not corporations and institutions which hold

most outstanding municipals, are subject to the minimum tax and

allocation-of-deduction provisions. But we are not taken in and

neither are the corporations and.institutions. If the Treasury
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and the proponents of the House bill believe that they can now

tax individuals on their interest on outstanding municipal bonds,

there is no question but that investors will assume that the

same fate ultimately lies in store for corporations and

institutions. The current state of the bond market clearly

ref lects this judgment.

Nor can we find any solace in the bond-interest subsidy

provisions included in H.R. 13270. Not only is the Secretary

of the Treasury given wide latitude in determining the amount

of the subsidy, but the subsidy is completely at the mercy of

Congress and may be curtailed and indeed eliminated at any time.

The end result will be a debilitating loss of independence by

state and local governments over their financial affairs, and

ultimate fiscal subservience to the vagaries of an over-centralized

federal bureaucracy concerned only incidentally with matters of

vital local concern.

-p
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APPEARANCE OF W. H. DUMAS, MAYOR-PRESIDENT

PARISH OF EAST BATON ROUGE CITY OF BATON ROUGE

BEFORE

THE SENATE FINANCE COMMITTEE
2227 New Senate Office Building

Washington, D. C.

February 23, 1969

HONORABLE RUSSELL B. LONG, CHAIRMAN, AND

DISTINGUISHED MEMBERS OF THE SENATE FINANCE COMMITTEE:

The Senate of the United States, represented by this Committee,

deserves an expression of appreciation for its patience and adherence

to democratic principles in affording the present public hearing--a

procedure not allowed by the House Ways and Means Committee. If

such a hearing had been conducted and more time taken in the study

of H.R. 13270, the shattering damage to the ability of local govern-

ments to finance capital improvements which has occ,,rred since the

middle of August of this year might have been avoided.

As a consequence of the precipitous and extremely ill advised

action of attempting to impose taxation indirectly on municipal

bonds, irreparable harm has already occurred to an increasing number

of municipalities in the state of Louisiana. Passage of H.R. 13270

by the House of Representatives has compounded the difficulties in

the Louisiana bond market. Within the past few days in order to

sell a twenty-year "A" rated bond it has been necessary for the

governing authority to accept a requirement that the bond proceeds

be deposited for a period of time of from six to eighteen months
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before the bond proceeds may be expended. Such deposits are interest

free to the issuing authority, and the investment of the idle funds

inures to the benefit of the initial bond buyers.

The chaos and confusion generated by H.R. 13270 in the bond

market has prevented many cities, including Baton Rouge, from

proceeding with vital works of public improvement. For example,

street paving certificates, secured by local or special assessments

and additionally by a pledge of the full faithand credit of the

Parish of East Baton Rouge, have not been successfully sold

within the maximum six percent interest limit since public

advertisement several weeks ago. Having a maturity of only

ten years, this short-term debt would ordinarily bring in the

bond market prior to H.R. 13270 a sale price within six

percent per annum. The delay in this particular project prevents

the paving of a section of a gravelled dirt street running between

a large, new motel complex near the LSU campus known as the "Prince

Murat House" and a large public housing project recently completed.

Blowing.dust from the traffic makes life almost unbearable in that

portion of the public housing and motel properties facing the street.

The public health, welfare and safety is directly and adversely

affected.

The East Cameron Harbor and Terminal District offered its

twenty-year full faith and credit secured bonds for sale on

November 1, 1969, and a copy of the official prospectus is offered

for filing in the minutes of this hearing. The purpose of the

project is to dig a barge canal from the navigable portions of the

Mermentau River to a navigable depth in the Gulf of Mexico to
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permit shrimp and other fishing boats and offshore oil boats to

utilize the natural harbor facilities of the Hermentau River. The

mouth of the River has never been navigable, and the opening up

of this new territory holds untold potential for the development

of natural and human resources. This project, like many others in

Louisiana; is denied to the people because bonds cannot be sold

,within the lawful rate of interest of six percent per annum, and

the bond market of the United States will not purchase any more

so-called tax exempt bonds until the Congress has made it very

plain that such bonds are, in fact, tax exempt for all times.

The Government of the Parish of East Baton Rouge which I

represent has in progress large building programs costing many

millions of dollars requiring the continued borrowing of money.

On an open and free market, this could be accomplished. On a

government controlled market, functioning through an urban develop-

ment bank or some other similar scheme, it is not at all certain

what could be accomplished.

The ability of East Baton Rouge Parish to borrow money is

predicated on years of good fiscal management, development of an

excellent credit repution, the winning of outstanding ratings by

national bond rating firms, prompt payment of debts when due. The

advantage of such hard-earned good rating and the consequent ability

to borrow money at advantageous interest rates in a private market

should not be taken away by government planners who seek to sub-

stitute or superimpose the judgment of an all-central agency or

bank to determine priorities between states and local issuing

authorities.
-3-
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The elimination of the tax exempt status In whole or in part,

directly or Indirectly, immediately or step-by-step, is nothing

more or less than an attempt by the planners to destroy the ability

of local government as we know it today to finance improvements and

thereby render such government substantially impotent. Such an

impotent government would then be replaced by the central planning'

and financing agency.

Local government officials throughout Louisiana are of the

opinion that the blatant grab for power, disguised under the cover

of "tax reform", is really an attempt to finally, once and for all,

establish the central government as supreme, even on the level of

local government. The effort should be turned back here in the

Senate Finance Committee and by the thinking members of both Houses

of Congress. The damage--already done--irreparable in some

places--can only be stopped by the strongest possible pronouncement

by this Committee and by your Senate colleagues that any attempt to

tax municipal bonds to any degree will not be allowed now or at any

time in the future. The loss and chaos generated by the precipitous

action of H.R. 13270 can be repaired only if all bond buyers for all

time are given unconditional and unqualified assurance that the

promise of the United States that such obligations are tax exempt

will be honored, and that future years will not see a repetition

of the debacle of 1969.

The officials in Louisiana are not confused as to who really

benefits from the tax exemption advantage afforded local government.

The real benefit is not to the few millionaires held up as the

target. The real beneficiary is the little man, the poor man, the

-4-
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middle class, the average American taxpayer who carries the primary

burden for essential cost of improvements.

The thinking citizens and public officials of Louisiana are

not confused by the suggestion that a Federal Subsidy Plan will be

more efficient than the present free and open market system. The

volume of activity necessary to support the demands of modern

innovative and creative local government would require the develop-

ment of a federal agency so large as would absorb any theoretical

increase in federal income tax savings. The cumbersome effort of

the central bureau proposed to be created could not possibly

match the private money market in Its ability to promptly and

efficiently meet almost any demand, as Is judged on the basis of

the honest law of supply and demand in a free enterprise system.

There is nothing that cannot be accomplished In such a free society.

There is much that cannot be accomplished In the controlled central

government bureau.

Many projects in the State of Louisiana would simply not be

subject to financing if it were not for the advantage of tax exemption.

If these projects were required to compete on the open market without

the tax exempt advantage, the burden of increased interest rates

would be so great as to delay financing for years or perhaps prevent

it forever. The states of the Deep South, including Louisiana and

other lower population areas, would not fare well in competition

for the interest of the central bureau planners.

The Government which I represent has issued and has outstanding

millions of dollars of bonds represented to be "tax exempt". The

"tax exempt" representations were printed In newspapers, in official
-5
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documents, in contracts including the bonds and coupons. The

representation of tax exemption was predicated on the fundamental

concept of the inviolability of contract--on the historic con-

stitutional principle of full faith and credit to the sanctity of

contract.

Purchasers throughout the United States have acquired obliga-

tions of this local government in reliance upon such representations.

At the time of their respective purchases, there was a sharp

disadvantage between the interest rates offered on one hand

for the "A" rated bonds of my local government and the much

higher interest rates available otherwise in the open market.

To suggest now that these obligations are taxable is to violate

every concept of the obligation of contract which, in the Civil

Law State of Louisiana, Is an unconscionable and an indefensible

act.

The breach of good faith with the holders of these obligations

presents such an outrageous departure from the practice of civilized

western man in adhering to the law of written contract, that the

local government which I represent would feel constrained, if not

legally obligated, to bring suit resisting in every possible lawful

manner the unconscionable and unconstitutional encroachment here.

Litigation of this type by many parties in interest and the

consequent publicity will have the effect of destroying the reputa-

tion -- reliability of the tax exempt promise for a long period of

time, if not permanently. In the meantime, chaos will result in

unheard of high Interest rates and discounts, as is now occurring

in Louisiana.

-6-
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If the historic concept of Intergovernmental immunity is violated

by H.R. 13270, it logically and ethically follows that the obligations

of the United States Government should similarly be subject to tax

and assessment by state and local government. In examples too numerous

to enunciate, local government does not collect from the United States

local or special assessments for street paving and other improvements

levied on an abutting property front foot or square foot basis.

Street paving or other local improvements directly benefiting

United States property is simply donated, in deference to the long-

standing and supposedly immutable doctrine of intergovernmental

immunity.

This Committee is urged to complete these hearings at the

earliest possible time and to recommend to the Senate that con-

clusive action be taken to defeat the entire package of H.R. 13270;

that the Congress undertake and adopt at the earliest possible date

a reaffirmation and confirmation of the doctrine of intergovernmental

immunity, of the inviolate status of the tax exemption on state and

local bonds, and that such action be couched in such terms as shall

stand out as an unconditional assurance and guarantee that the

fiasco of 1969 will not be repeated at any time in the future.

Respectfully submitted,

W. W. Dumas, Mayor-President
Parish of East Baton Rouge
City of Baton Rouge
State of Louisiana

-7-
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TESTIMONY OF

LOUIE WELCH, MAYOR

CITY OF HOUISTON, TEXAS

Presontod bc:foro the Finance Committee of the
United States Senate - September 23. 1969

139



Senator Long and Gentlemen:

Thank you for the opportunity to appear before your committee.

I shall attempt to be as brief as possible here, taking the time

which you have granted to emphasize the significance of the

legislation which you arc considering. For your later contemplation

I also am providing copies of detailed statistical and analytical

studies which support these points.

Gentlemen, the proposals now before you will directly and

seriously increase the cost of living of your constituents.

They will do this by adding measurably to the cost of public

education in every state. They will do this by increasing

significantly the cost of local government in every community

of every state. Furthermore, they will irreparably damage the

traditions of state and local government independence from

federal control.

These effects, lest you hear in your minds the cry of "Wolf"

from the imaginative shepherd, already have been felt. They

are demonstrated currently by the serious problems of the bond

market under only the threat of this bill.

Now, we are referring here specifically to the provisions which

include interest from state and local bonds in the limited tax

preference and the allocation of deductions rule.

141



- 2-

To the taxpayer, the costs of these proposals will add up to

some $1.32 billion per year. Details on this staggering impact

are shown in Exhibits A and B to this presentation. What is not

shown in these figures are the unpJeisant facts which this mu!;t

involve, as these unnecessary costs ;ire incurred by cities and

school systems in every state.

Reflect for a moment, if you will, on the problem to be

faced by mayors and school system leadcrs each time they place

new bonds on the market under this proposed system. !t will

be incumbent upon them to explain to their constituents-- who

are your constituents, too--the reason why local government is

costing more. And that reason, as the public will be told

time and time again, will be because this Congress passed the

law which costs them more to borrow money for their school

buildings, for their sewers, for their water, for their streets...

for every essential item of local government.

Make no mistake about it. There will be no choice for local

officials, for they must tell the public the facts. And in this

case, they will find it necessary to tell them the facts often,

for when $1.32 billion dollars are incurred in extra costs

each year, scarcely a day will jo by that does not see some

community being reminded of the cause for its rising cost of

living.
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I refer you again to Exhibits A and B, the sources of this

estimate. You will see that it is a low estimate, not a high

one. It is based on facts already established. In particular,

Exhibt B shows that since this legislation was proposed, the

interest rates on state and local bonds---which are the cost

to the public---have increased more than one-half of one per-

cent beyond increases on comparable, taxable bonds. This one-

half percent, translated int the extra dollars which this is

costing the public, amounts to $1.32 billion per year. And

this, I remind you again, is the impact from the mere threat

of the law. Passage undoubtedly would make it more severe.

The interest subsidy proposal would have further dire effects.

The tradition of our nation since its founding has preserved for

the people the right to determine their own destiny in local

matters. Imposing this new thinking on local governments now

would severely restrict the right of a community to meet its

own challenges on such strictly local matters as construction

of school buildings and paving of streets. This, with the

cities of the nation so much larger and so much more complex,

with the tremendous shift of population to urban centers,

would be a crippling blow to the very system of life which

has made the United States what it is today.
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And for what? What will really have been accomplished by

this measure, intended for the much-needed purpose of

tax reform?

The Committee already has received testimony which shows

the answer. From the office of the Secretary of the Treasury

you have been given the facts and figures which show that, at

best, this bill would recapture some $80 million annually.

And that "best" will not be achieved for ton full years --

years during which the cost to local government and to the

taxpayer will be more than 16 times as much each year.

Of course, it also should be recognized that the buyers of

municipal bonds, from whom this money is to be taken, already

have paid their taxes when they buy the bonds. This, after

all, is the simple effect of accepting a lower return on their

investments than would be available in fully taxable securities.

They are, in effect, to be penalized by this legislation for

supporting their local governments, and the psychological'impact

of this punishment can only further damage the market for

municipal bonds.
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Local governments have been pleased at the concern of this

Congress with the need for lower, not. higher, costs for local

government. Attachments 1, 2 and 3 to this testimony, which

have been prepared by the Urban Institute, Washington, D. C.,

are submitted as a more effective and acceptable alternative

to the interest subsidy proposals thus far put forth.

The proposals of the Urban Institute should prove most

attractive to this Committee because they accomplish the

desirable purpose of broadening the market for state and

local bonds through inducing new types of investors to purchase

these securities. This approach, by offering a subsidy to

state and local retirement funds for example, would lower local

government borrowing costs by opening the door to a substantial,

new and rapidly increasing source of funds. It would preserve the

integrity of tax exempt bonds and the independence of local

governments to finance capital improvements.

I urge the Committee to examine the Urban Institute proposals

thoroughly, for they provide a method which will not require

federal permission for state and local borrowing and will thereby

preserve rather than diminish local autonomy.
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I further urge this Committee to provide itself with

adequate time to examine other alternate proposals which you

will receive. In particular, we are told that the Treasury

Department during these hearings will present an alternative

plan and I am sure that you will agree that there is not

adequate time for you to make an informed judgment prior to

the end of your hearings in October.

Gentlemen, the discussions now under way before you in

regard to HR 13270 cover far-reaching and decisive matters.

Your actions can permanently alter the traditional sovereignty

of the states and their political subdivisions. Indeed, it

is within your power in these measures to make virtually

every local government dependent upon the federal government

for its capital improvements programs and, thereby, for its

economic health and its very future.
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As the representative of the citizens of Houston, and with

the concurrence of the Governor of Tcxas, the Honorable Preston

Smith, we urge you on behalf of all citizens of our state to

drop all references to state and local bonds from this

legislation.

Specifically, we urge the following changes in HR 13270:

Deletion of income from state and local bonds in:

Section 301 - Limit on tax preferences for indivi-

duals, estates and trusts;

Section 302 - Allocation of Deduction;

Deletion in entirety:

Section 601 - Interest on certain governmental

obligations;

Section 602 - United States to pay fixed percentage

on yield on taxable issues.

We further urge you to permit this subject to receive the

proper time, attention and consideration which it deserves.

We pledge to you our cooperation in this essential study.
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An Analysis of the Tax Reform Bill of 1969 (H.R.13270) as passed by
the House of Representatives of the United States on August 8, 1969,
as it pertains to Local Government Financing.

By Louie Welch, Mayor, City of Houston, Texas

Tax reform is vital and badly needed in our Nation today. Many

facets of this legislation are important and necessary to the equal-

ity of taxation in our System of government. Portions of this legis-

lation deal with State and Local government financing of capital

improvements through municipal bonds.

As the Mayor of Houston, I have examined these portions of the

legislation which affect our city (and all local government through-

out the United States) and find some of them to be so costly to the

average taxpayer that I feel that I must spoaX out in an effort to

warn members of Congress and the people themselves of the consequences

of this little understood portion of this legislation*

The portions of the legislation to which this paper is addressed

will be discussed as two separate matters:

First Discussion

Section 301 - Limit on tax preferences for individuals, estates
and trusts

Section 302 - Allocation of deductions

It is the inclusion of interest from local government bonds in

these two sections to which these comments are directed.

Second DiScussion

Section 601 - Interest on certain governmental obligations

Section 602 - United States to pay fixed percentage of yield
on taxable issues

I advocate total elimination of these provisions as being costly

to taxpayers of both the Federal government and local governments,
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and because it adversely changes the traditional relationships

between Federal, State and Local governments.

FIRST DISCUSSION

Section 301 - Limit on tax preferences for individuals, estates

and trusts (hereafter referred to as LTP)

Section 302 - Allocation of deductions

Both of those sections placuca tax on previously tax-exempt

obligations of local governments.

The bais for the inclusion of interest from state and local

bonds in LTP and allocation of deductions is set forth on page 9

of The Report of the Committee on Ways and Means dated August 2,

1969. The Committee reported that it had examined 154 tax returns

from the year 1966 of individuals who had adjusted gross income in

excess of $200,000 and who paid no income tax. It continued:

"Your Committee examined these 154 returns
(along with other tax cases involving low effective
rates) in detail in order to find out the reasons for
their nontaxable status.

The analysis showed that in most cases the non-
taxable status arose from a combination of several fac-
tors. The most important single cause of nontaxability
for this group was itemized deductions which totaled over
$130 million or 116 percent of adjusted gross income.
Another group of these taxpayers benefited most from the
unlimited charitable contribution deduction (49 cases).
In fact the single most important itemized deduction for
the nontaxable group was the charitable contribution
deduction, amounting to nearly $79 million, of which $55
million or 70 percent was property, the bulk of which
represented untaxed appreciation. Another group benefited
primarily from the deduction of interest paid (72 cases),
which was the second most important itemized deduction for
the group as a whole. Most of this interest paid was on
loans which wero presumably for the purpose of acquiring
appreciating investment assets held for capital gain
purposes and was frequently deducted from earned income.
Others benefited from such itr-mn; as real estate deprec-
iation, the xces;s of percentage over cost depletion anl
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intangible drilling and development expenses, and
farm losses. Many were nontaxable because they
were able to exclude one-half of capital gains
from their income and offset all their itemized
deduction against the remaining income subject to
tax.

Your committee also examined the returns of
taxpayers who were taxable but paid low effective
rates of tax. The most important reason for the
low effective tax rate paid by these taxpayers was
the combination of the excluded half of capital gains
and itemized deductions which were offset against
their income subject to tax."

Note that no mention is made of interest from state and local govern-

ment bonds. In fact, there would be. no economic justification for

ownership of tax-exempt securities by those taxpayers because tax-

exempt income does not have maximum net after tax benefit when a

taxpayer's tax rate is 0%.

The next paragraph of the report continues:

"It is believed that still other high-income
individuals paid no 'tax and did not even file
tax returns since virtually their entire in-
come was from tax-exempt State and municipal
bonds."

No evidence is found in the report to support this statement.

In fact, the word "believed" seems to speak for itself. We would

support legislation that would require the reporting of interest

on state and local bonds on federal income tax returns so that the

Congress could know whether or not his statement is correct.

WHAT WILL BE TAXED UNDER LTP AND ALLOCATION OF DEDUCTIONS?

The only municipal bonds to be taxed as a result of this leg-

islation would be those held by individuals, estates and trusts.

The distribution of ownership of state and local bonds is set forth

bel .
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Ownership of Municipal Bonds

Individuals, estates and trusts ....... 32%

Banks ................................. 38%

Insurance companies ................ 17%

Pension funds, sinking funds and
all others.....................13%

Further, only those obligations held by individuals whose tax

preferences are an amount greater than one-half of their adjusted

gross income would be taxed in any manner by LTP.

The allocation of deductions formulas apply only to in-

terest on local government bonds issued after July 12, 1969.

Under the transition rule, only one-tenth of such interest

would be taken into consideration for allocation purposes in the

first year, two-tenths in the second year and so on, until after

10 years, 100% of the interest on only new issues of tex-exempt

bonds would be included.

It must be apparent to even the casual observer that the

federal government is not in a position to tax any more than a

minimal percentage of outstanding bonds as a result of these pro-

posals. Indeed, under the formula it will be many years before any

significant percentage of bonds can be affected.

It is my opinion that much of the damage which has occurred to

the market for municipal bonds over the past sixty days is a result

of fear--the fear of a subsequent extension of this formula.

I understand the attitude of those Senators on this Committee

who commented in these hearings on September 4, 1969 to the effect

that the impact of this legislation on the market for tax-exempt

bonds over recent weeks is difficult to understand.
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EFFECT ON U.S. TREASURY AND LOCAL GOVERNMENT

The Assistant Secretary of the Tr,.asury, the Honorable Edwin S.

Cohen, testified on September 4, 1%9G, to the effect that the total

annual tax collected after the 10-ye!ar phase-in period as a result

of State and Local Bond interest would be only $80,000,000. He

estimated revenue of only $45,000,000 an a result of the inclusion

of municipal bond interest in the Allocations of Deductions rule

and only $35,000,000 as a result of the inclusion of this interest

in LTP.

Exhibit A at the conclusion of thiL report demonstrates the

additional cost to state and local government as a result of higher

interest rates on their securities. The study reflects that an

increase in local government borrowing next year, 1970, in the amount

of 1/2% would cost states and local governments $1. 32 billion over the

life of those bonds.

Since Secretary Cohen has testified that the return of taxes

to the U.S. Treasury after 1979 would only be $80 million, the

vast difference in these two figures is difficult to understand.

However, fear, sentiment, opinion and attitudes are all impor-

tant factors in a free market. Although it seems to be far out of

proportion to reality, the facts are that average yields on state

and local bonds have risen in excess of 1/2% more than yields on

comparable Government and Corporate Bond!; during the past sixty

days. Exhibit B demonstrates thesc facts.

Stated in another manner, if the increased yields on state

and local bonds remain at the higher level (1/2%) that has recently

been attained, and the ultimate (1979) tax return to the U.S.

Treasury is considered as a constant figure, a significant nut loss

to all taxpayers is the result.
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Cost to local governments of
1/2% higher interest, rates

Return to Treasury from LTP
and Allocation of Dductions

IET ANNUAL LOSS TO ALL TAXPAYERS

1,320,000,000

80,000,000

$ 1,24.0,000,000

It is apparent from these calculations that the taxpayers

would still suffer even if the increase ir interest rate to local

governments was reduced to as little as 1/20th of 1%.

Cost to local governments of
1/20% higher interest rates

Return to Treasury from LTP and
Allocation of Deductions

NET ANNUAL LOSS TO ALL TAXPAYERS

$ 132,000,000

80.000,000

$ 52,000,000
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DOLLARS LST TO STATE AND LOCAL GOVERN
AS A RESULT OF HIGHER INTEREST RATES ON MUNICIPAL BONDS

VOLME OF
NEW DEBT ISSUED 11

$ 17,600,000,000

$ 18,600,000,000

$ 19,500,000,000

$ 20,000,000,000

1970

1971

1972

1973

1/2% INCREASE
RESULTS IN LOSS OF

$ 1,320,000,000

$ 1,385,000,000

$ 1,462,500,000

$ 1,560,000,000

1% INCREASE RESULTS
IN LOSS OF

$ 2,640,000,000

$ 2,790,000,000

$ 2,925,000,000

$ 3,120,000,000

Average Maturity: 15 Years

1. Source: JEC Study

EXGBLT A



jAT, E CHANGES IN BOND MARKET

YIELD COMlPARISON - JULY 2. 1969 AS RELATED TO SEPTEMBER 4. 1969

September 4, 1969

July 2, 1969

NET INCREASE IN YIELD

Moody's Corporate
Bond index

7.44%

7.33%

+ . 11%

U.S. Treasury(I)

6.21%

6.17%

+ .04%

BOND BUYER AVERAGES
STATS AND LO)ML BONDS (2)

6.37%

5.68%

+ .69%

SOURCE: DAILY BOND BUYER

(1) 20 year maturity used for illustration.

(2) 20 bond average as compiled by the DAILY BOND BUYER using representative yields on tax exempt
bonds of 20 year maturity.

EXHIIBIT B



Second Ljiscussion

Section 601 - Interest on certain governmental obligations

Section 602 - United States to pay fixed percentage of yield on

taxable issues

The Treasury Department in its testimony of September 4. 1969.

before the Senate Finance Committee did not reccmend the

interest subsidy provisions set forth above and we presume

that this decision was based upon an analysis of the cost of

these provisions to the United States Treasury, and therefore.

to all taxpayers. Several important considerations in this

matter are discussed below.

The hopact ulon markets for taxable securities - The Investment

Bankers Association reports that in 1968 their members undezwrote

and distributed approximately $33 billion in corporate# state

and local bonds. Approximately one-half or $16 billion was in

tax-exempt state and local bonds. It would seem that any sub-

atantial infusion of more taxable securities into that market

would trend interest rates on taxable securities higher thus

increasing corporate and federal government interest rates on its

direct borrowing as well as on Federal agency borrowing higher

than those relative levels presently attained by taxable debt

securities.

Changing ownership patterns of state and local bonds as a result

of taxable interest rather than tax exempt interest - Taxable

securities over the period 1966-67-68 (see Exhibits 3 and 4)

were held by investors whose aggregate tax rate was only 13.4%.

It is logical to conclude that this percentage would be reached
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on taxable federally subsidized local government bonds. In fact.

purchase of their own securities by local governments at higher taxable

yields would .be a natural result and could easily cause

the tax return to the federal government to drop below the

13.4% level which exists for other taxable securities.

Obviously, any federal interest subsidy of the magnitude of

30% to 40% would create a substantial drain on the United States

Treasury and a heavier federal tax burden on all taxpayers.

Statistical Analysis of Optional Taxable State and Local Bonds

40% Interest Subsidy

Annual Interest Annual Interest Cost

Increment Bets In Dollars

A. $1600000,000 8% (Taxable) $1,280,000*000

B. 16,000,000,000 3.2% (Federal Subsidy) 512,000.000

C. 16.000.000.000 4.8% (Local Participation)768.000,000

D. 16,000,000,000 5.6% (Tax Exempt). 896,000000

Savings to local government (D-C)

$896,000,000
768,000,000
$128,000,000

Federal Government Revenue Gain (or loss)
Taxable Income (A) $10280,000,000

Tax Recovery 0 13.4% 171,520s000

Less Federal Interest Subsidy (8) (512,000,000)

Loss to U. S. Treasury (340e480.000)

Savings to local government 128,000,000

Annual Not gain (loss) to
all taxpayers ($212,480*000 )
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30 Interest Subsidy

Annual Interest Annual Interest Cost
Increment Bite In Dollars

$16,000,000,000 8 (Taxable) $1.280,000.000

16,000.000.000 2.4% (Federal Subsidy) 384,000,000

16.000,000,000 5.6% (Local Part.) 896.000,000

16,000,000,000 5.6% (Tax exempt) 896.000.000

Savings to local government (D-C)

$896,000,000
896.000,000
NOVE

Federal Government Revenue Gain (or loss)

Taxable Income (A) $lo280o000o000

Tax Recovery * 13.4% 171.520*000

Less Federal Interest
Subsidy (B) 384,000.000

Gain (loss) to U. S. Treas. (212,480.000)

Savings to local government -o0-

Annual Not gain (loss) to all
taxpayers ($212.480,000)

Keep in mind that these figures are for one year only. The

average life of state and local bond issues approximates 15

years. The total cost on this basis for using this device.

for just one year could thus approximate $3,187,200,000.

In addition to the above figures one can mentally add the

unestimated cost of administering such an undertaking. The

basic principle underlying this discussion rests on the

foundation that the Federal Government is likely to have a

not drain on the Treasury as a result of this approach.
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Since local citizens are also Federal Taxpayers it is the

citizen who will suffer. The wealthy will merely seek, an-

other investment which will offer a better "after tax"

return on investment dollars, than taxable state and local

government securities.
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NET FDIs INVESTED IN CORPORATE AND FOREIGN BONDS
BY INVESTOR GRP ARRANGED BY TAX BUMW

Net Volume of Purchases
of Corporate & Foreign. Bonds

($ Billions) Per Cent
Total: 1966, 1967 & 196 Contribution

ZERO TAX BRACKET
State & Local Governments 18.1
Private Pension Funds 4
Total in Zero Tax Bracket 22.5 56

,-2!M T RACKET
Mutul Savigs Banks 2.5
Life Insurance Companies,

Total 1-20% Tax Bracket 11.6 29

Other Insurance Companies
Commercial Banks :9
Other Finance 0.1
Households 2.1
Rest of World 2.

Total 21-50% Tax Bracket
6.4 16

GRAND TOTAL 40.5 100

Average Tax Bracket: 13.4,

E OIBIT 4
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NOTES ON THE URBAN -ISTITUTS MUNICIPAL NMKET EXPANSION PROPO4LS.

Briefly stated, the Urban Institute plans to seek to expand the
supply of funds available to municipal borrowers by opening up State and
local savings to support that sector's investment programs. To do this,
the proposals circumvent the obstacle of tax-exemption that makes these
investments now unprofitable for state and local pension funds by paying
them a subsidy to neutralize the pre-tax yield differential between tax-
able and nontaxable securities. In the case of. the Unmployment Trust
Fund, it is proposed that State and local securities be made legal in-
vestments and also that this fund be paid a subsidy. These subsidies
should be largely self-supporting since the taxable security incomes
given up by these non taxpaying investors will be held by taxpaying
investors. that is, the diminished supply of tax-exempts to taxpaying
investors will channel their holdings into taxable investments and the
tax revenues from these would approximate the subsidy required to in-
duce the State and local pension funds to hold tax-exempts.

Altogether, the State and local funds could supply from $4 to $8
billion a year to the municipal bond now issue market. 'Moreover, these
inflows would be largest in time of stringent monetary caditions when
municipal yields soar above their traditional relationship to those on
taxable instruments. The cost of such a subsidy schema would be. for
$4 billion in State and local securities with 5 percent coupons. $80
million dollars with a 40 per cent coupon subsidy. W compares to
the $7.5 billion that the Federal government dispenses in grants to
State and local facilities alone.

Some specific notes on the proposals,

1. The Ul proposals do no violence to the principle of tax-exemption.
They rather expand the supply of funds in such a way as (1) to in-
crease the efficiency of tax-exemption M-subsidy to State and
local borrowers and (2) to reduce the extent of tax shelter available
to high income-tax bracket investors.

2. Communities and states would continue to issue bonds in the ane
manner. Underwriting would still be in the hands of private in-
vestment bankers. The Federal governmnt or any agency of it
would have no interest in a control over the mount or tming at
nature of any state and local borrowain. -The market mechanism
would remain the sam in all mechanical details.

3. But a new investor group, that of the State and LTocal Pension Funds.
would now be purchasing State and local bond issues. For example.
if the subsidy rate were 40 per cent, pension funds would acquire
municipals on the basis of a 40 per cent markup on coupon yields
to be covered by a Federal government subsidy. "hus, if municipal
bonds were selling at 6 per cent, a pension fund buying this band
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would receive a post-subsidy yield of 8.40 per cent. Today, that
would be above the yield available on the highest grade corporate
issue.

4. The pension fund would receive the subsidy routinely on the pre-
sentation of a copy of the coupon to the Treasury. Although there
might need to be some provisions to protect the Treasury against
intra-governmental transactions and-to insure "arms length tran-
actions, there would be no restriction as to the nature or maturity
or purpose of the municipal bond. The buying decision is left
strictly up to the pension fund.

5. State and local pension funds are qrowing at a rate of about 10
per cent or $4 billion a yoar. Their total assets are $45 billion,
the majority of which are invested in corporate bonds. Given that
the average investment life of their fixed income securities (93
per cent of the total) is 10 years, they have a rollover of $4
billion as well as net new funds of $4 billion to invest each year.
If roughly one half (or $4 billion) of this were to be invested in
State and local securities, it would be sufficient to absorb about
40 per cent of the $10 billion annual net increase in State and
local securities. A 40 per cent expansion in net available funds
would not only allow for more borrowing but would lower the cost
of the borrowing done. And the market would be greatly stabilized.
Addition of just the net growth in the Unemployment Trust Fund
would add another $1.0 billion of support to the market. The
selection process of which bond to buy for the Federally administered
fund could be solved by tying their purchases to Federally gua-
ranteed tax-exempt notes and bonds such as those emtted by RAA and
UAA.

6. How does the subsidy pay for itself? The subsidy pays for itself
by (1) keeping tax-paying investors from holding tax-exempt sec-
u'*ties, and (2) keeping non taxpaying investors from holding taxable
securities. Of course, this rearrangement is not brought about by
fiat or purposeful exclusion, but is an outcome of removing the
barrier which tax-exemption forms to the investment flow of certain
non-taxpaying institutions - in this case, the State and local
pension funds - into the tax-exempt market.

While the final outcome is a complicated thing, the essential idea
can be expressed as follows: Given a fixed qupply of tax-exempt
bonds and investor resources, the pension funds would absorb part
of the supply of tax-exempt bonds. High taxable income investors,
that now demand a high discount to hold municipals, would acquire
taxable investments instead. (A simple way of looking at it is that
they would purchase the corporate bonds that otherwise would have
been held by the pension funds.) Taxable investors would pay taxes
where now taxes are avoided -- both by their holding of tax-exempts
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and by the pension funds holding potentially taxable securities.
These taxes would probably cover most if not all of the subsidy
since the average mazg:Lnal rate an tax-exempt investors is approx-
imately 40 per cent.

There are other costs and savings to consider. Federal government
borrowing costs might go up somewhat, but is is primrily a short-
tom market and State and local pension funds make only a small
contribution in support. On the other hand - and this is very
important - the broadened municipal market would be able to absorb
a greater wlm of financing and at a lower cost. This type of
support would cheapen the borring of governments, especially
in times of tightness when the taxable to non-taxable yield ratio
drops off precipitously.
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THE URBAN INSTITUTE
2100 M STREET, N.W.

WASHINGTON, D. C. 20037

A PROPOSAL TO ALLOW THE UNEMPLOYMENT TRUST FUND
TO INVEST IN STATE AND LOCAL SECURITIES

Over the past 12 years, the total volume of state and local
obligations outstanding has grown by over 250% (Table 1). Yet,
despite the substantial growth in this source of financing capi-
tal outlays, our society has not been able to keep pace with the
increasing needs for educational facilities, sewage disposal plants,
lh)spitals, and the like so as to maintain, let alone improve, the
quality of public services in these areas. Therefore, we may rea-
sonably expect the demand for capital funds to continue to grow at
least as rapidly over the next decade, and the question arises:
Who will be the lenders of these funds?

To provide a perspective, Table 2 presents the stocks of state
and local securities held by various institutions for the years
1960 and 1965-68 as well as the percentage distributions in those
years. Several facts emerge from this table. First, over the 8-
year period, commercial banks have become the mainstay of the state
md local securities market and have increased their holdings of
the total stock from 26% in 1960 to 45% in 1968. (As will be seen
below, this proportion is projected to rise to over 50% in 1975.)
This development has been accompanied by a decline in the proportion
of municipals held by households, which in 1960 were the most impor-
tint suppliers of funds to states and localities. Fire and casualty
insurance companies classified in Table 2 as "other insurance* are
the other major lenders to state and local governments. State and
local government holdings of their own securities through pension
fUnds have fallen both relatively and absolutely since 1960. The
expanding role of commercial banks in the municipal market may be
demonstrated by the fact that 68% of the change in stocks from 1960
to 1968 were absorbed by these institutions.

The dependence of municipalities upon commercial banks as a
source of funds has at least.two consequences. On the one hand,
the considerable resources of commercial banks are increasingly
available for financing much needed capital facilities in our urban
areas. On the other hand, when financial markets tighten, commer-
cial bank resources become severely squeezed, forcing states and
municipalities either to look elsewhere for funds (usually to
individual investors) at considerably higher interest rates or to
revise their borrowing plans. Thus, commercial banks, while at
times quite a large source of financing, are also an exceedingly
volatile source. It is not coincidental that 1966 m both a year
during which the not increase of municipals fell by about 20%
relative to 1965, and also a year during which commercial banks
absorbed only 40% of the net increase. We should be quite concerned,
then, about the near-term outlook for the municipal market in view
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Table 1

STATE AND LOCAL SZCIRtTIE OUTSTANDING
(billions of dollars)

End of Year Stock Outstanding

1956

1960

1965

1966

1967

1968

49.4

68.7

101.2

107.2

117.3

128.5
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Table 2

HOLDERS O STATE AID LOCAL SECURITIES
(in billions of dollars)

A RD PF.RCENTAGE D68TRIBUTIONS

1960 1965 . 1967 1968

Total 68.7 100.0 101.2 100.0 107.2 100.0 117.3 100.0 128.5 100.0

State and Local 7.2 10.5 4.r 4.8 4.5 4.2 4.0 3.4 3.6 2.8
Governments

Other 61.5 89.5 96.4 95.2 102.7 95.8 113.3 96.6 124.8 97.1

Households 28.7 41.8 38.4 37.9 40.6 37.9 40.6 34.6 42.0 32.7

Corporate Business 2.4 3.5 3.6 3.6 4.4 4.1 5.1 4.3 5.2 4.0

Comunerciai Banks 17.6 25.6 38.6 38.1 41.0 38.2 50.0 42.6 58.1 45.2

Mutual Savings Banks .7 1.0 .3 .3 .3 .3 .3 .3 .4 .3

Life Insurance 3.6 5.2 3.5 3.5 3.1 2.9 2.9 2.5 3.0 2.3

Other Insurance 8.1 11.8 11.3 11.2 12.7 11.8 13.7 117 15.6 12.1

Other Institutions .4 .6 .5 .5 .5 .5 .6 .5 .6 .5
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of the preliminary data for the first quarter of 1969 which shows
commercial banks adding municipals to their portfolios at an annual
rate of only $1.5 billion after averaging $8.5 billion the previous
two years.

In terms of the longer-term prospects, unpublished financial
forecasts at the Federal Reserve Board assume that commercial banks
will be in a position to continue to absorb the bulk of future state
and local borrowings. Table 3, which is based on these forecasts,
shows estimated holdings of the stocks of municipals and the per-
centage distributions for the years 1970 and 1975. The 1975 esti-
mates of total stocks are quite close to those of Diamond in at
and Local Public racijiy Needs and Financing (U.S. Congress, Joint
Economic Committee, 89th Cong., 2nd Bess., December 1966, p. 50).
It should be noted that this is an equilibrium projection in the
sense that the stocks represent a balancing of demands for and sup-
plies of funds. The public facility needs of state and local govern-
ments are not projected to be completely satisfied in this projection.
Rather, the estimates represent what may be reasonably borrowed,
given present institutions. Inasmuch as the 70% growth in the out-
standing stock over the 8-year period 1961-1968 failed to raise the
quality of public services, it is unlikely that a 63% increase from
1968-1975 will do much more. Hence, it is desirable to broaden the
market for state and local securities from two points of view:

(1) to develop new sources of financing beyond what present
financial institutions can provide so as to allow a faster growth in
the rate of public facility construction, ,

(2) to move away from the present heavy reliance on coumer-
cial bank resources which display a high volatility in response
to changes in financial market conditions.

One possible source of additional financing has already been
referred to -- state and local pension funds -- and they will be
the subject of a later memorandum. Suffice it to say that the tax-
exemption feature is of no value whatever to the pension funds, and
the lower returns which result are the major reason for their declin-
ing role in the municipal market.

Our interest in this memorandum is in the federal trust funds
of the original Social Security legislation, and specifically the
Unemployment Trust Fund, which recommends itself as a possible
source of state and local government financing on several grounds.

(1) The Unemployment Trust Fund (UTF) holds primarily the
states' own funds. The federal government is merely the trustee on
behalf of the beneficiaries within the individual states. Over the
period fiscal 1960-68, 76% of the total receipts of the UT? (net of
interest and profits on investments) consisted of deposits by the
states. Therefore, the case can reasonably be made that what are
essentially the state funds should be used for purchasing their own
obligations.
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ESTIMATES OF STATE AND LOCAL GOVB T SECURITY HOLDINGS

1970

Total 146.9 100.0

State and Local Gove

Other

Households

Corporate Business

Commercial Banks

utual Savings Banks

Life Insurance

Other Insurance

Other Financial Inst

rnments

itutions

3.1

143.8

44.7

6.6

70.7

.1

2.8

18.0

.8

2.1

97.9

30.4

4.5

48.1

.1

1.9

12.2

.5

1975

209.3 100.0

2.3

207.0

59.9

11.5

106.4

.3

2.0

25.4

1.4

1.1

98.9

28.6

5.5

50.8

.1

1.0

12.1

.7
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(2) The UTP represents a large and growing source of investible
funds. At the end of calendar 1968, its portfolio was over $12 bil-
lion and, if invested in state and local securities, it would have
just equalled the combined holdings of state and local pension funds,
business corporations, life insurance companies, and mutual savings
banks. Furthermore, this portfolio has doubled from fiscal 1961-68
and may be expected to continue to grow.

(3) The rate of return on state and local obligations is not
greatly different from that currently earned in the UT? portfolio.
At the end of 1968, 78% of the UTF portfolio was invested in special
issues at the average interest rate of 4.397%. These special issues
are non-negotiable obligations of the U.S. Treasury which are
required to yield a return to the fund equal to the current average
rate of interest on all interest-bearing securities of the United
States (rounded to the nearest .125%).

Table 4 shows, for six-month intervals over the period 160-68,
the rate of return on the U.S. interest-bearing debt and the state
and local rate as given by the Bond auyer 20-bond index. The average
divergence in rates over the period was only 6 basis points, and the
maximum was 52 basis points in December 1964. In the last few years,
the state and local rate has exceeded the rate on the debt and, in
fact, as interest rates in general rise over time, the average rate
on the debt tends to lag behind other market rates. Thus, investing
in state and local securities rather than special issues will not
significantly affect the return on the UT? portfolio.

We should not ignore the issues that are likely to arise in
connection with a proposal to allow the UT? to invest its portfolio
in state and local securities:

(1) The legal provisions governing the UTF's investments must
be changed to make municipal securities eligible. Although the
eligibility question has been a subject of some controversy (see
Temporary Income in Debt Ceiling, Hearings, U.S. Congress, House of
Representatives, Committeo on Ways and Means, 90th Cong., 1st Sees.,
January 1967, pp. 31ff.), eligible investments are currently defined
as direct obligations of the United States or securities which are
guaranteed by the United States as to principal and interest. We
would recommend a broadening of these provisions to include state and
local obligations explicitly.

(2) Given the volume of municipal securities issued each year --
$10-$11 billion in recent years -- the UTP would face a decision as
to which particular municipal securities to purchase. There are
two ways out of this situation. First, if the proposal of this
memorandum were adopted in connection with the pending URBANK pro-
posal, the UT? could purchase URBANK obligations and pass the selection
problem on to the bank. Secondly, and this would also satisfy the
logic of the present eligibility requirements, the UT? could purchase
PHA and URA securities which are now guaranteed by the federal
government. The gross issues of these securities in 1968 were $5.4
billion. Also with the new federal guaranteed programs in the areas
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of college housing and water pollution, this typo of security is
likely to show substantial growth. Furthermore, if liquidity is
still a consideration in the investment decisions of the UTF, there
is available for purchase an outstanding stock of 6-month to one-year
PHM and URA notes of $3.9 billion. It should be noted, however, that
the guaranteed obligations are likely to carry yields somewhat below
the &ad §uyer series of Table 4, perhaps by 25 basis points or more.

(3) This proposal is likely to have some impact on the present
interest rate structure. Assuming in the first instance that the
total volume of securities held by the public is unchanged, this
proposal will result in more Treasury securities and fewer municipals
in individual and institutional portfolios. This change in relative
supplies would cause Government rates to rise somewhat and municipal
rates to fall. The major impact on the Treasury, however, will
result from the fact that the greater quantity of Governments held
by the public (rather than the UTP) will be at market rates and not
at the substantially lower special issue rates. Furthermore, if we
drop our original assumption of no change in the volume of securities
held by the public in favor of the more likely and desirable occur-
rance of some significant increase in municipal issues under this
proposal, then the general level of interest rates will be forced up
somewhat for all borrowers.
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Table 4

RATES OF RETURN ON THE INTEREST-BEARING DEBT AND
STATE AND LOCAL SwURITIES

period

June 1960

December 1960

June 1961

December 1961

June 1962

December 1962

June 1963

December 1963

June 1964

December 1964

June 1965

December 1965

June 1966

December 1966

June 1967

December 1967

June 1968

December 1968

Interest
Rate on Dobt

3.30

3.14

3.07

3.14

3.24

3.30

3.36

3.49

3.56

3.59

3.68

3.76

3.99

4.22

4.04

4.29

4.50

4.63
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State and

3.52

3.39

3.54

3.37

3.24

3.05

3.22

3.26

3.20

3.07

3.30

3.53

3.90

3.76

4.07

4.38

4.48

4.85



THE URBAN INSTITUTE
2100 M STREET, N.W.

WASHIMTN, D. C. 20037

SUBSIDY PROPOSAL TO INDUCE STATE AND LOCAL RETIREMENT
FUNS TO INVEST IN STATE AND LOCAL SECURITIES

In our other memorandum on the Unemployment Trust Fund, we
demonstrated the need for broadening the market for state and
local securities in order to finance the large and growing de-
mands for public facilities. Under present arrangements, the
character of this market is determined by the tax-exampt status
of maicipal securities. Participants in the market are con-
fined to those individuals and institutions for which the tax
exception privilege represents an economic gain relative to
taxable securities. Thus, high-income individuals, fire and
casualty insurance companies, and especially commercial banks
constitute the principal lenders, and by year-end 1968, they
together held 90 percent of the total stock of municipal seo-
curities outstanding. This situation affects the municipal
market adversely in two respects. First, the market is un-
necessarily narrow, and secondly, municipal borrowers, as re-
sidual claimants on comorcial bank resources, and extremely
vulnerable to changes in both monetary policy and business
demands for funds.

It is against this backdrop that a series of proposals
have been put forth which are designed to open up new sources
of capital funds to state and local governments -- proposals
such as the Patman-Proxmire subsidy plan, URBANK, and the like.
Our approach to the problems of municipal financing is of a
somewhat less general nature and is based on the premise that,
as a minimum, state and local own funds should become available
to the state and local security market. This consideration
led to our earlier recommendation that the state reserves in the
umemployment trust fund be authorized to purchase municipal
securities. In this present memorandum, the state and local
retirement funds (SLR's) will be examined.

In both cases, the issue of the determinants of the port-
folio investment decision is paramount. Inasmuch as the re-
turns on municipal securities are below those on taxable se-
curities, institutions which are not subject to taxation them-
selves derive no benefit from the tax exemption feature of
municipals. In the case of the unemployment trust fund, the
rate of return on U. S. Treasury special issues, which compose
the bulk of the portfolio, is sufficiently low that little
or no net loss to the trust fund would result from investment
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in state and local securities. In the case of the SLRF's this is
not the case. Some form of subsidy is, therefore, required to in-
duce these retirement funds to acquire securities of state or local
governments.

The dimensions of this potential source of demand for municipal
issues are shown in Table L In June, 1968. the latest date for
which these data are available, total asset holdings of SLRP's
were $44.5 billion. Of this total, $38.0 billion (85 percent) was
composed of V. 8. Government securities. corporate bonds, and
mortgages. Although corporate stock holdings are growing both
ablsolutely and relatively, fixed interest market securities are
clearly the major assets of these funds.

The rate of growth of the SLitI& has been substantial. Their
portfolios have doubled since 1961 and have increased almost seven-
fold since 1952. In recent years, the increment to their asset
holdings have amounted to about $4.5 billion per year and have
been increasing. Thus, the SLRF's seem ideally suited as a pot-
ential source of investment in public facility financing.

Moreover, these funds historically have held state and local
securities, and through the late 19SO's mAnicipals consisted of over
25 percent of their total asset holdings. Since then, a co-ination
of more flexible investment regulatioms and the desire of SWN
managers for higher yields has led to the declining position of
maicipals in SLR .portfolios. By June 1968, only 5.3 percent of
total asset holdings consisted of state and local securities.

Table 2 demonstrates the extent to wiich an increase in
earnings has paralleled the decline in state and local security
holdings of the SLRF's. Since 1959 when the proportion of micipal
security holdings fell below 25 percent of the total portfolio,
the increment in portfolio earnings as a percentage of the in-
crement in portfolio size has almost always been above 4.5 percent.

There is an obvious lack of economic incentive for the SLAF '
to invest in muicipal issues. The remainder of this memorandum
is devoted to the persentation of a subsidy device which would
provide this incentive.

A subsidy mechanism ideally should possess the following
characteristics:

1) It should provide ;a clear incentive for SLRF's to invest in
municipal securities as opposed to their present asset holdings.

2) It should be sample to administer and free from federal
regulation and control.

3) It should be relatively inexpensive in terms of cost to
the U. S. Treasury.

The subsidy plan which we are proposing satisfies these criteria.
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Table 2

IMMMMV? IN PWP'r~oJo
or '"s1 TNMMW

a/
Year

1954

1,,,

1956

1957

1958

1959

1960

1961

1L962

19,63

1965

1966

196T

1963

)PRIPW! k, A PMCOAC3

2.68

3.19

2.85

3.27

3.49

5i.54

4.61

4.55

4.67

4.24

4.76

5.15

5.16

a/ m 1953-1963 - celeear years;
Frm 196- 19 fiscal year.

Soume: Bureu of the Cons"
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It is similar to suggestions that have been put forth for sub-
sidizing the entire municipal market although we are applying it
here only to SLRF's (and also to the unemployment trust fund as
will be considered later). Our proposal is that a subsidy be
given to holdings of wanicipal securities by SLRF's on all such
securities -- general obligation bonds, revenue bonds, and short-
term notes -- issued after a predetermined date. The subsidy
would be a fixed percentage of the coupon rate on the municipal
securities issued after that date and would be paid by the U. S.
Treasury upon receipt from the state and local retirement funds
of a copy of the coupon. As a precaution against misuse of this
subsidy, the individual state and local governments would certify
to the Treasury that their respective retirement funds are bone
fide institutions established for the purpose of providing re-
tirement benefits to their employees. he Treasury would maintain
a list of such certified funds. Under this plan, administrative
work would be kept to a minimum. The subsidy would be paid auto-
matically and would require no federal supervision.

To make the plan operational, doci;ion% must be mido concerning
(M) the issuance date after which municip-al :;ocurities acquired by
tho SLRF's would be eligible for th? % ub;itJy and (2) thj amount
of the subsidy as a percontagqe of the .t-At, and local interest rate.

To aid in this latter determination, Table 3 has boon prepared.
This table presents quarterly data on the municipal rate, the U. S.
long term rate, and the corporate rate from 1960 to mid 1969 along
with the ratios of the two other rates to the municipal rate. fteY
table indicates that for such of the period, a subsidy equal to 25
percent of the municipal rate would be a sufficient incentive to
retirement funds to acquire municipal as opposed to long term
government securities, and a subsidy of 50 percent of the municipal
rate would induce rctirment funds to prefer municipals to corporate
issues as well. Therefore, in this memorandum, we shall examine
the consequences of four alternative subsidy percentages between
those ranges -- 25 percent, 33 1/3 percent. 40 percent. and 50
percent of the state and local rate. The higher the subsidy, of
course, the greater the incentive to acquire municipal securities.

The cost to the Trea:tury will also vary with the subsidy
percentage. This sub;icly co;t is a product of the percentage
subsidy, the municipal intere t r.te. and the dollar volume of
municipal securities acquired by the. SLWIs. if S = the subsidy
cost, s - the percentage of the municipal rate subsidized, rm the
municipal rate, and D - the dollar volume of sccuritie. held,

S - a rm D.

The net cost to the Treasury is less than this subsidy outlay,
however, since taxable securities that would otherwise be acquired
by the SLRF's will, for the o.-t part, now find a taxable investor
and will, therefore, generate tax receipts for the Treasury. These
receipts will be a product of the marginal income tax rate of the
new holders of these securities, the interest rate on these
securities, and the dollar volume involved. If t a tax receipts, t -
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the marginal income tax rate of the new holders, ro - the interest
rate on these securities, and D - the dollar volume.

R a t ro D.
The not cost (NC) to the Treasury is S - R - s re D - t r 0 D.
NC = )(s rm - t re) = 0 1; - t (ro/rm?.

Thus. the not cost varies directly with the dollar volume, Do and the
subsidy percentage. a. and inversely with the marginal tax rate of the
now holders, t. and the ratio of the rates on the securities sold by
the SUP's to the municipal rate. (re/rn).

For the Treasury to break even under this plan, S a R, or
s rm D * t re D. or t a s/(ro/rm).

Thus, the higher the subsidy percentage and lower the ratio of the
alternative interest rate to the municipal rate, the higher the
marginal tax rate required for the subsidy to yield no not loss to
the Treasury.

This information is summarized in Table 4. The left hand column
lists the four alternative subsidies as a percentage of the mmicipal
rate. The top row presents five ro/rm ratios which may be compared
with those calculated in Table 3 for the U. S. long term rate and
the corporate rate. Moving along a row for a given subsidy per-
centage, we see that the higher the ro/r ratio, the lower the
break-even tax rate. Similarly, for a given interest rate ratios
the higher the subsidy percentage, the higher the break-even tax
rate.

The entries in the table marked with an asterisk are those
combinations of subsidy and interest rate which would put the
portfolio manager on the margin of indifference between acquiring
the subsidized municipal securities and buying alternative assets
such a. corporate or Treasury bonds. Thus, if the subsidy in 40
percent of the municipal rate. retirement fund managers would be
indifferent between buying municipals and another asset yielding
1.4 times as much as the current municipal rate. For this reason,
all space to the right of the entries marked with an asterisk are
left blank since they represent combinations that would be un-
attractive to the retirment funds. A subsidy of 40 percent of
the municipal rate, for example, will not induce the retirement
fund investors to buy state and local securities if rates on
alternative forms of investment are 50 percent above the municipal
rate.

As Table 3 indicates, from 1960 aid-1969 Treasury long term
rates, on average, were approximately 20 percent above the
municipal rate, and corporate rates were about 40 percent above
the municipal rate. If a subsidy of 40 percent were pit into
effect, then a marginal tax rate of 33 1/3 percent would be required
from the new holders of Treasury long term securities and 28.6
percent from the new holders of corporates for the Treasury to
break even. Since the insurance companies, that are the largest
holders of corporate bond30 and the commercial banks and other
financial institutions. that are the main holder?; of U. S.
securities, pay tax rats ajove those loveol. a 40 percent subsidy
would not involve much if .mny net cost to the Treasury.
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Trible 4

BRFAK-. 1A1WTNAr, TAX 1ATRF., t (in percent)

Alternative Interest

ratior
of mmiepa 'crpt

_ ., .1.1 . ... . . .. ' .25 1. 33 1. . 14' .5

.33-1/3% 30.3) 26.67 25.oo, --

40% 36.36! 3.0o 30.00 28.57o -

50% 45.45 0.00 37.50 35.71 33.330

* Subsidy puts investor onmargin of Indifference between arequlring
subsidized municipal securities and acquiring alternative asset.
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Therefore, we would make the following recommendation as a
minimum position:

1) A subsidy of 40 percent of the municipal coupon rate should
be paid to state and local retirement funds on their holdings of
such state and local securities issued after a specified date,
e.g., JanuAry 1, 1970.

2) This subsidy would be paid automatically by the U. S.
Treasury to public retirement funds established and.managed by
public officials upon receipt from them of a copy of their coupons.

In this way, SLRF reserves could be made available to state and
local governments for the financing of needed public facilities.
As in the case of the unemployment trust fund proposal, benefits
will accrue to the state and local governments in three important
respects:

1) To the extent that credit availability limits municipal
borrowing, opening up an additional source of funds can ease this
constraint somewhat.

2) As a stable and growing source of funds, SLRF's can partial-
ly insulate state and local governments from the effects of changes
in the available resources of commercial banks.

3) Municipal rates may be expected to decline to some degree.
This would occur because a smaller volume of.municipal securities
would have to be held by individual investors to absorb the total
supply, and the municipal rate would no longer have to induce in-
dividuals in lower tax brackets to enter the market.

Several additional points should be made concerning the above
analysis. First, the calculations of Table 3 on the ratios of
municipal interest rates to the rates on alternative assets are only
suggestive and do not reflect the relative returns on a specific
municipal security as compared to a specific corporate or Treasury
issue. The subsidy we have proposed would apply to all categories
of state and local securities--short-term notes and revenue bonds
as well as general obligations--and SLRP asset holdings also in-
clude a variety of Treasury and corporate obligations. Hence, after
the subsidy had been put into effect, SLRF managers would still have
to make portfolio decisions among competing assets to achieve their
investment objectives.

Secondly, in addition to the gross subsidy cost (which as ment-
ioned may be completely offset by additional tax receipts) the
Treasury may incur somewhat higher interest cost to the extent that
the subsidy succeeds in causing SLRF's to acquire municipal rather
than federal government securities. A higher interest rate on
governments would then ie required to. induce other investors to
hold more of these issues.

On the other hand, this proposal could go some way towards
achieving another Treasury objective, that of distributing more
equitably the income tax burd.n. By reducing the volume of tax-
exempt securities s in the hands of the taxable public, this proposal
would narrow this avenue of tax avoidance.

Paqe 9
Attachment 3 to testimony of Louie Welch, Mayor

City of Houston, Texas

181



In terms of the administration of this subsidy plan, it may
be desirable to restrict the subsidy to SLRF holdings of
securities issued by governments other than their own. Enforcing
.n drm s length transaction in this manner would avoid conflicts
which may arise betw-on the state or local government and its
,.mp]oyee retirement system and would allow portfolio managers to
make investment decisions solely on the basis of liquidity, yield,
and other objectives.

One final matter remains for consideration. In the earlier
memorandum on the unemployment trust fund (UTF) the point was made
that the return on the trust fund portfolio was sufficiently low
that trust fund investment in the tax-exempt state and local
securities would not impair its earning position. It is, none-
theless, still true that investment of UTF reserves in municipal
securities would not carry out the trust type obligation of the
Treasury to the states whose funds are held in the UTF. Higher
yielding market instruments consistent with the liquidity re-
quirements of the UTP would appear more appropriate. Thus, in
terms of the responsibility of the Treasury to the state, we would
recommend consideration of a subsidy on state and local securities
acquired, and that the plan outlined above be applied to UTF inv-
estments in municipal obligations.

The resluts of such a program would be the following:

1) The Treasury would not be able to borrow from the UTF at
below market rates and would borrow more from the general public
instead.

2) A smaller volume of state and local securities would be
available to the public..

3) The UTF would hold the state and local(subsidized) securities
rather then the special Treasury issues.

The subsidy would involve some net cost to the Treasury. The
increased tax receipts resulting from the public holdings of
governments rather than tax-exempt municipals will not cover
both the higher rates that the Treasury must pay for its own
borrowing and subsidy on UTF holdings of municipals. But this
situation results only from the fact that the states through the
UTF have historically been subsidizing the Treasury. There
appears little justification for continuing this practice.
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SUMMARY OF PRINCIPAL POINTS of Statement of Mayor Ilus W. Davis,
Kansas City, Missouri, to the Finance Committee, U.S. Senate, Washington,
D.C., September 23, 1969

I. I appear in opposition to the levying of a tax on Income of municipal
bonds on behalf of the City Council and the Board of Directors of Missouri
Municipal League.

2. In hour of greatest financial need, this legislation could destroy ability of
local government to finance capital programs.

3. This proposed legislation has now almost destroyed the municipal bond
market. If municipal bond interest becomes taxable, there must be a
complete reappraisal of these bonds as an instrument of financing.

4. The cost of debt financing for city government would exceed the cost of
debt financing of private corporations, municipal interest costs would in-
crease roughly 2 to 2-1/2% resulting in 6 - 8% increase in real estate taxes
and about 10% increase in water and sewer rates.

5. nstead of putting taxation on the rich (an appealing but unrealistic political
basis), it would substantially increase taxes and water and sewer rates
of the poor and the rich.

6. The proposed federal subsidy of a portion of interest costs provides oppor-
tunity for Federal Government to exercise control over amount, purpose,
and type of debt issued by local government.

7. The subsidy would provide division of responsibility for payment of intereston these bonds creating much additional expense in administration.

8. The Federal Government has in recent months pursued policy of decentrali-
zation. This legislation flies in the face of such a policy.

9. This legislation levies taxes on income of local government bonds at sub-
stantial cost to those governments but is silent about letting local government
levy real estate taxes on facilities of Federal Government to meet local finan-
cial burdens.

10. This proposed legislation would be immediately challenged in the Courts
constitutionally and on basis of case law now existing. This would take
time, thus further contributing to the state of limbo in the municipal bond
market.

11. At peak of urban crisis, the Federal Government proposes to step in and
completely disrupt capacity for local government to undertake capital financing.
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STATEMENT OF MAYOR ILUS W. DAVIS, KANSAS CITY, MO.
TO THE FINANCE COMMITTEE, U.S. SENATE

WASHINGTON, D.C. SEPTEMBER 23,1969

Gentlemen:

I appear hers today as Mayor of Kansas City, Missouri and as President of the Missouri
Municipal League. I have been authorized to appear here on behalf of the City of Kansas City by
the City Council, and on behalf of the Missouri Municipal League by the Board of Directors of that
organization. I am here to register a strong protest to any effort by the Congress of the United
States to levy a tax on the income of municipal bonds.

At a time when local government is confronted with its hour of greatest financial need to
provide not only eential public services but capital needs for various essential areas of local
government responsibility, we are confronted with this proposed legislation, which in our opinion
could destroy our ability to proceed with and plan any bond financed capital program The people
of our areas are looking to local government for the development of sets, sewers and airports, the
financing of urban renewal, development of pollution control facilities, as well as the construction
of schools, hospitals, parks, water works and other basic facilities for expanding urban areas.

There is no doubt, as has been indicated by the bond market for the past several weeks, that
du, to the threat of taxation of municipal bonds, coupled with high interest rates, and the
uncertainty which surrounds the purchase of those securities, the capital market for municipal
facilities has almost been destroyed. If the interest from municipal bonds becomes taxable, there
must be a complete reappraisal of the municipal bond as an instrument of financing by the market.
There is little question that municipal bonds would then be competing directly with the vast
requirements of private enterprise in its financing of corporate expansion. In view of the small size
of most municipalities of this country, there is little question that the cost of debt financing for city
government would exceed the cost of debt financing of private corporations. This is especially true
when we are in the period of history where the cities are confronted with monumental social,
economic and political problems. The best estimate we can get in this area is that municipal bonds
of good quality would require roughly 2% more interest rate than is being paid now, which if
extended over a period of time to include all debts of Kansas City, would bring about a reel estate
tax increase of six to eight percent to finance the additional interest cost. In the field of revenue
bond financing, which is the basic means of financing water works and pollution control facilities,
there would be little doubt the net interest increase would amount to about 2- %. Over a period of
time, if this increase were extended to the present debt of Kansas City for water and sewer facilities,
the water and sewer rates of this City would need to be increased by 10% to accommodat
additional interest costs. It is quite apparent that instead of putting the burden of taxation onto the
rich (which is the appealing but unrealistic political basis for this change) the ultimate result would
be that real estate taxes and water rates and sew rates of the poor and rich alike would undergo a
substantial increase.

We are aware that a proposal has been made to temper this result by giving a subsidy by the
federal government for the additional interest costs which would result from the taxation of
municipal bond interest. This proposal does not appear to be sound. We feel that if the federal
government starts paying some substantial share of the interest on municipal debt that the next step
would be for the federal government to exercise control over the issuance of that debt. History tells
us that the man who pays the fiddler calls the tune, and certainly it should not be unexpected for
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the federal government to step in and attempt to exorcise some control over the amount, the
purpose, and the type of debt instrument that might be Issued by local government if the federal
government were paying part of the interest cost. In addition, there is a question as to what the
financial market might think of a debt instrument which had an Interest coupon that was payable
by two governments. A division of responsibility for the payment of intest on a debt instrument
could create much additional expense in the administration in the imn e of the debt instrument
and could create market confusion concerning the value of that interest.

At a time when the federal government has anounced publicly that it Is going to pursue a
policy of decentralization, a has been evidenced by its action in establishing regional centers in
various aa; and at a time when the federal government has announced that it is going to rely more
and more on our federal policies of separating responsibility for various arm of governmental
action, it would appear that this proposal to bring all of the interest of local debt Instruments into
the purview of the federal government flies in the face of th policies. This country has enjoyed a
long tradition of a division of labor and responsibility, as between the national government and
local government. This tradition has led to well-defined aree of responsibility in the construction of
capital facilities and has promoted well the financial markets In the safe of debt instruments. This
proposed legislation would immediately place the federal government In a stance to exercise control
over the Isuance of any local debt Instrument in the United Sta and would reduce the capacity
of local government to meat its obligations In the construction of capital facilities.

It is with considerable irony that I note that while the fedea government Is ready to step in
and levy taxes on the Income of the debt instruments of local government ad thereby increm
substantially the cost of local government, that the national government has sid nothing about
letting local government levy real estate taxes on facilities of the federal government so that
additional money could be reied to meet the additional financial burdens. If we are to abandon the
principal of separation of responsibility in the field of taxation, l1y that it should be done on both
sides an that local government should be permitted to levy the ordinary real estate taxes on the
market value of the federal government property that enjoys all of the services now provided by
local government without making any contribution therefore. Indeed the Congress might well
consider the net financial results of such a breakdown in the laws and traditions that now exist
before it proceeds further with this proposal.

No one has questioned the fact that if such legislation, as is proposed, werm to be adopted, it
would be immediately challenged In the Courts on the basis of the Constitution and the case law
that now exists on the books Certainly, such litigation would take time to be considered and
resolved, and in the meantime, ther is no question but that the municipal bond market would be In
a state of limbo due to the uncertainty of both the legal and the financial aspects of the taxation of
municipal bond interest. This litigation would continue for many months at a period when thr has
never been a greater need for municipal and school facilities than there is today. It is incredible that
local government work which is suffering from lack of understanding and operational support at the
State level, shoIld now find Itself bettered by the national government in the field of its capital
financing, to the point where such financing is now almost impose be. Hem at the peak of the
urban crisis, when the major population centers of this country am methng with unrest, part of
which can be atwibuted to a lack of facilities to meet the needs of the times, the Congess has
stepped in with a proposal which has comply disrupted the capacity of local government to
undertake capital financing. This lack of understanding by the national government on the practical
functioning of local government at a time of crisis reflects no credit on this poposW. The
continuation of discmions and hearings on this proposal will effect a moratorium on the
construction of badly needed capital facilities by local government across this country. An
immediate dision should be rnde to abandon the efforts to levy federal income taxes on the
interest of local government debt instruments so that local government from coast-to-cost can
continue to meet and carry out its obligations
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SENATE FINANR COMMITTEE

Statement of
Austin J. Tobin, Executive Director,

The Port of New York Authority

September 23, 1969

SUMMARY OF PRINCIPAL POINTS

I. The Port of New York Authority could not have developed

its complex of terminal and transportation facilities

in the Port of New York, in which it has invested $2

billion, if its bonds had been subject to federal taxa-

tion. And the Authority's contribution to current and

future transportation requirements would, because of

punitive borrowing costs, be substantially curtailed if

the House or Treasury proposals were enacted.

II. These proposals squarely present a fundamental constitu-

tional issue, for their effectuation would permit ultimate

federal control of the powers reserved to the States under

the Constitution.

III. Capital expenditures throughout the nation for essential

transportation services and facilities, which are devel-

oped and financed primarily by state and local government,

would be sharply cut back as a result of these new tax

proposals.
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IV. Based on future annual issuance* for transportation purposes

equal to the $2.8 billion borrowed by state and local govern-

ment in 1968, these proposals would generate additional costs

which would total $3.8 billion after ten years.

V. The States of New York and New Jersey have committed them-

selves by referendum to issue $3.1 billion in bonds for trans-

portation. Their additional interest costs would total $420

million. Those costs must be passed on principally in the

form of regressive property, sales and other taxes.

VI. Even with increased federal assistance, state and local gov-

ernment must spend som $10 billion for airport capital

ruquiremerts over the next 10 years. These now tax proposals

would generate additional interest costs of more than $1.3

billicm.

VII. The construction of the vitally-needed $600 million fourth

jet airport for the Now York/Now Jersey metropolitan area

on a self-supporting basis would be critically jeopardized

if additional financing costs were to be added to the

obstacles already delaying it.

VIII. State aid local government also must contribute $10 billion

in capital funds for mass transit in the next decade. An

additional $1.3 billion in borrowing costs would be ;incurred

should any of the now proposals be effectuated.

188

I



IX. Zven the throat of Impaired tax exmption has throw

the bond market into chaos. Many state and local

governments have not been able to borrow at all, or

have done so at punitive interest rates.

X. The enactment of any form of these proposals would

ensure the continued disarray of the market for years

to comr until their constitutionality was reviewed

and conclusively determined by the U.S. Supreme Court.

XI. There is no reform in tax proposals that would impose

staggering burdens on state and local government solely

to capture a meager $45 or $80 billion annually from

wealthy taxpayers. Five years after the enactment of

these proposals, state and local governments would be

taxing in amount of $540 million annually to pay

increased borrowing costs.

XII. Inasmuch as these taxes are deductible from federal

income tax returns, the Treasury will probably suffer

a net loss if any of the new proposals are effectuated.

XIII. Municipal bond holders have in fact paid substantial

taxes to state and local government by accepting interest

rates 30 to 350 lose than those available on comparable
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corporate obligations. Based on the 1968 issuance of

$16 billion alone, this represents "tax" income to

state and local government averaging more than $200

million annually.

XXV. The provision in the House bill for a federal payment

to recompense state and local bond issuers for additional

interest costs is unacceptable both to the Treasury and

to our states and cities. The Treasury is given too wide

a discretion to fix the size of the payment, and the

statutes authorizing this payment would be subject to

amendment or repeal at any time.

XV. Banks, corporations and other institutional investors in

municipals, although exempted from the operation of the

present tax proposals, are on notice that they may be

taxed in the future on their current holdings. The

dismal state of the bond market now is attributable

largely to the substantially higher returns demanded by

those investors.

XVI. The Comittee on Finance should therefore reject those

provisions of E.R. 13270 and of the Treasury plan, and

any other proposal which would tax, directly or indirectly,

the interest on municipal bonds.
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SUATS MUMAK coon=I

Statment of

Austin J. Tobin, Ixecutive Director
1e Port of New York Authority

on
.i. 13270

September 23v 1969

I m Austin Tobin. Excutive Director of The Port of ev York

Authority. I appreciate the courtesy of this Committee in affording m

the opportunity today to submit my vim on the proposals to tax micipal

bond interest recommended in R.i. 13270 and gain in the Treasury Depart-

mt plan wbich Was outlined to this Comwitte at the commencement of

your hearings.

The Port of Now York Authority is the bi-state instrumetality of

the States of New York and Now Jersey, created in 1921 to develop public

terminal and transportation facilities in the Port of New York and to

prsto the commerce of the Port. It has no pomr to Iev taxe or to

pledge the credit of either State to finance its capital program. Yet,

over the past half century, it has been able to finance, construct and

develop, at a cost of $2 billion, a comprehensive network of public

airports, piers and docks, public bus and truck terminals, a commuter

railroad and vehicular bridge and tunnel facilities, almost sclusLvely

on the basis of its own credit,, with Federal and state grants representing

les than 3Z of its total investment. Its outstanding bonded Indebtedness

at the end of 196 was $1,180,000,000.
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This complex of New York and New Jersey' public transportation

facilities includes, among others, Remedy, Lauardia and IAiark Airports,

the modern docks and contalnership terminals at Ports Nark and glisabath

and along the Brooklyn waterfront, the Georp Wshington Bridge and the

Holland and Lincoln Tunnels, the Manhattan Due Terminal, and a trains

Hudson computer railroad link in the Cities of New York and Newmrk.

It would have been quite possible for us to have finaned this

complex of public terminal and transportation faclities if our bonds

bad ben subject to federal tazatiou. Iven with this advantage, we

were practically b&npt in the early 1930's. Practically every one

of our facilities, in their very nature, go through a developmental

period of annual losses for from five to ten years after they ere

opened. During this time they are rather marginal credit risks. This

is the reason that under the laws of our two States, we are allowed to

pool our revenues from all Fort Authority projects and pledge these

pooled revenues in support of our bonds. Dut we could never have

financed the" terminal and transportation facilities at interest

rates which were economically practicable if our bonds had ben taxeble,

which would have Imposed a 40 per cent increase in our nterest costs.

In other words, many of the public works which are so Important

to the basic economy of our region would not exist today if their

fimbcing had required the payment of Interest rates which had to

compete with those offered in the private sector. Not only would

the residents of New York and Northern New Jersey be unable to con-

struct the piers and docks, the airports, the terminals and other

transportation services we have been able to provide over the past
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fiancing), but the prospects for financis the current and future

transportation rneds of the people of the Port of New York District

would be gloomy Indeed.

But the issue precipitated by these attempts to ta state and

municipal bonds is not one of economics alone. The constitutional

issue squarely rAised by these proposals is of eve greater conse-

quence and importance, for these proposals are an attack on the basic

structure of our oOrnst. When a similar proposal was advanced many

year ago, Senator illiam 3. Uorah said that it would "wrench the

Constitution from its harmonious proportions." Without any question,

if the central governnt has the power to tas the financial operations

of the states, it has the power to control every mercise of the

govermental powers that were expressly reserved to the states under

the Constitution. That would man that the future form of out federal

systan of $overmant will have been radically changed.

You have already heard extensive testimony from representatives

of state and local overnmat describig the destructive consequences

of these proposals to the fiscal condition of our states, counties

and cities. I understand that the Governors of som forty of our

great states asked your Comitte to be heard in opposition to the

House bill and the Treasury's proposals, as did also sow 200 elected

and appointed state and local officials. While I fully share their

shock and their forebodings of the incredible fiscal consequences of

these proposals, I will try to avoid reiterating the points they

have ade. Rather, in m capacity as the kecutive Director of a
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bi-state transportation agency, I would like to address myself to the

consequences of the House bill and the Treasury recommendations to our

national snd regional transportation program.

Under our federal system of goverment, our transportation services

and facilities are in the main developed by our State, county and

municipal governments. They are financed -- for the most part -- through

those State county and municipal governments. They are designed and

financed and built to met local and regional, as well as Inter-regional

transportation requirements. Yet the sun total of these locally and

regionally developed facilities t a vast national transportation net-

work that is not only vital to each region of our country, but also to

the nation's whole economy, its defense, and its standing among nations.

The Port of New York typifies the dual stake which the people of

the United States have in their transportation system. The primary

purpose of the transportation facilities of the Port of New York is

to met the transportation needs of the civilian population during

times of peace. At the same time, the existence of these facilities

is an inherent part of our defense structure. And in time of var,

their existence and operational efficiency is critical. During World

War I, three-quarters of our overseas troop movements were through

the Port of New York. And during World War II, one-half of all our

armies overseas and one-third of all our material moved through New

York.

An you my now be awre, state and local governments in 1968

issued more than $16 billion in municipal bonds. Of this total, some

$2.8 billion were issued solely for transportation purposes. It has,

I think, been amply demonstrated that the enactment of any of the tax
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proposals recommended in the House bill or by the Treasury Department

would generate at the very least an average one per cent Increase in

the interest rate on municipal bonds, which is to say an increase of

from 20 to 25 per over the historic levels of state and

municipal interest rates. Even assuming no increase in the $2.8 billion

of future annual financing for transportation purposes, the effect

of the proposals under consideration by this Comittee would be to

increase interest payments by state and local government by a total

of $380 million for the life of each year's borrowings for trans-

portation purposes. In other vords, after a ten-year period, the

total liability for additional interest costs imposed by these

Treasury proposals will have reached the stagSering total of *3.8

billion and this final impact on state and local borrowing would

relate only to public financing for transportation purposes.

Only recently, the Port Authority's parent States of New York

and New Jersey have by referendum committed themselves to the issuance

in the next few years of $3.1 billion in state bonds for the development

and improvement of transportation facilities in both states. A one

per cent increase in interest rates on these transportation bond issues

alone would require the two states to levy an additional $420 million

in taxes to pay increased borrowing costs.

The amounts the States of New York and New Jersey are committed

to expend in capital funds for their transportation requirements,

together with the Port Authority's capital requirements over the next

few years. reach the formidable total of $4.85 billion. All of the

projects on the drawing boards for which these funds are allocated

are in some measure jeopardized by the new tax proposals. The
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financing and construction of these projects depend entirely upon the

fiscal and political ability of the two States and their public trans-

portation agencies to pay these tremendous increases in the cost of

their financing. Unfortunately, theme increased costs would have to

be derived primarily from relatively regressive property, sales, and

other taxes or charges assessed without respect to the ability to pay.

Turning to the problem of capital financing requirements for

aviation development, it Is estimated that more than 014 billion of

public funds will be needed in the next ten years to finance the

absolutely essential expansion of our national airport system.

Historically, 80 per cent of the funds expended on our nation's air-

ports have been derived from state and local sources. In the case of

New York-Now Jersey metropolitan airports, 96 per cent of the cost has

been borne by the two States through their agency, the Port Authority.

Even assuring increased federal assistance In the future, It probably

will still be necessary for as much as $10 billion to be expended by

the states and local government for essential airport construction;

and this would involve more than $1.3 billion in additional interest

costs If these planned and necessary aviation programs are to be

carried out.

I as sure you are all aware of the critical necessity to upgrade

the nstion'6 air transportation system. In 1968, the Amrican aviation

Industry transported over 150 million air passengers, representing an

increase of 110 per cent over passenger volume just five years earlier.

Those of you who regularly fly in and out of the New York metropolitan

area have sore reason than most to appreciate how essential it t that

we provide additional airport capacity and reconstruct our existing
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airports. The now 360-passenger Jumbo jets will be coming into service

in a fey months, and in Nev Yorkp as in other urban areas, vs are at

work on the formidable problem of providing adequate mass transit (rail)

connections between Kennedy Airport and Manhattan. The financing of

these vital airport programs will be severely disrupted by these pro-

posals -- even by their consideration by the Congress.

One of the most critical needs of the metropolitan region of New

York and Northern New Jersey is the provision of a fourth airport to

meet the demands for air service to and from our are. Such an airport

is not just a regional necessity; it is essential to the flow of air

traffic across the nation. The cost of such an airport Is now estimated

at $600 million, and the assumption has validly been made that such

an airport could, nevertheless, be developed on a self-supporting basis.

However, the massive additional interest costs which would be incurred

as a result of these proposals would most certainly jeopardize the

prospect of constructing such an airport on a self-supporting basis.

Itwould be nothing less than a tragedy, not only to New York and New

Jersey, but also to our national air transport system, if these

additional costs were to be piled on top of the formidable obstacles

which are already delaying the construction of this vital facility.

The needs of the nation's mases transportation systems are equally

impressive. These systems, which transport more than 8 billion pas-

sengers a year in our metropolitan areas have projected capital needs

of $20 billion over the next ten years.

Adequate mass transportation, by Itself, will not solve the

urban problem. However, without good public transportation, the

urban problem cannot be solved. Workers must get to their jobs
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and back. Poverty pockets msot have access to employment. Children

oast be able to get to school and people of all aes must have a means

to set about.

With most urban rapid transit system operating at heavy deficits

even before considering capital costs& it is apparent that the $20

billion of capital needs mst come from government sources. As you

know, President Nixon has proposed a $10 billion federal aid program

for mes transportation. If w assume that the proposal is enacted,

there will still be the need of local and state goverments to provide

an additional $10 billion.

The proposal to tan state and municipal bond interest woald in-

crease the total borrowing cost of these bonds by another $1.3 billion.

This increased cost would, of course, be reflected in higher fares to

the users and increased taea to the residents of the metropolitan

areu. More Importantly, the increased costs could very well cause

the deferral or absolute abandonment of many urgently needed mass

transit projects.

To recapitulate, just in these two vital areas alone - airports

and mass transit -- the additional fiscal burdens which these new tax

proposals would impose on our states and cles would amount to the

enormous total of $2.6 billion.

Lest I be accused of viewing with undue alarm, I need point only

to the chaos that exists tn the municipal bond arket today. Even the

threat of this attack on the liwnity of municipal bonds has brought

in Its wake a market reaction which has required state and local govern-

ments in many cases to pay the highest borrowing costs in their history.

Many units of government have been unable, because of constitutional
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and statutory interest rate limitations, to borrow at all. Many

municipalitiea have deferred borrowing, although the futility of

postponements in anticipation of better days was demonstrated mot

forcefully on September 9th when the City of Newark was obliged to

accept a 7.68 per cent interest rate on its general obligation bonds

after it had earlier rejected a 7.43 per cent rate. Ironically, the

earlier bid was rejected as excessive due to the uncertainty of tho

market attributable to these proposals to tax municipal bonds. In

the past few weake, the State of fawlii and the Cities of Cicago,

Houston and Jacksonville, asmong others, could not find a market for

bonds valued In total at over $100 million.

There is no sign that the Jeterioration in the market is

slackening. If these new proposals are enacted In any form, the

result will be to insure the continuance of chaotic market conditions

for years to come, until the constitutionality of these proposals is

reviewed by the Supreme Court. In the meatime, a market which has

been developed over the years to the point where it can now readily

absorb the capital requirements of our states, cities and counties

approaching $20 billion annually is crumbling, and its rehabilitation

even if the Congress of the United states rejects these proposals --

will be achieved only at great cost to the taxpayers of the nation.

I can perceive absolutely no "reform" in tax proposals designed

to capture a few dollars from the rich which have as their primary

consequence the Imposition of debilitating economic burdens on state

and local government - burdens which nst be passed on to our already

over-taxed middle-class and poorer people. Actually a large majority

of outstanding municipal bonds are held by public and institutional
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investors and only a ration are in the hands of the very wealthy.

Moreover, the recovery by the Treasury of even the $45 million, which

the Secretary of the Treasury estimated In his testimony a week or so

ago before this Comittee, is comparatively a very small sun when

placed against the loss of hundreds of millions of dollars in in-

creased interest costs that would be sustained by the states and

cities. The ultimate fact is, however, that Chese proposals would

probably result in a net loss for the Treasury itself. The

municipalities' increased borrowing costs could only be nt by In-

creasing municipal real estate taxes or state Income or sales taxes.

These are deductible items on the federal tax returns of state and

local taxpayers.

Assuming that the level of state and local borrowing remains

constant at $16 billion a year, in but five years it would be neces-

sary for state and local government to raise an additional $540 million

annually. With deductions from federal income tax returns, it is

apparent that the $45 million return to the Treasury estimated here

by the Secretary of the Treasury from the allocation of deduction

proposal, or the $35 million return estimated by the Treasury from

the limited tax preference proposal, would be offset by the loss in

revenues due to increased deductions. Just on the basis of economics

alone, these proposals should be rejected.

orover, the Treasury and the proponents of the House bill

apparently refuse to recognize that the holders of municipal bonds

are nov paying very substantial taxes indeed. Those taxes are being

paid not to the federal 8overment, but to state and local government
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whose financial situation io so desperate that the Administration is,

under its "w ederalim" policy, now proposing to share federal

revenues with them.

The holder of municipals has historically agreed to take an

interest rate of 30 to 35 per cent lower than the rate he could obtain

by investing in comparable private obligations. The difference In

interest rates between these two types of obligations -- municipal

and corporate - now represents real "taxes" for the benefit of state

and local government. Yor example, using the $16 billion issuances

in 1968 alone, these "taxes" average well over $200 million a year.

The new tax proposals would serve only to deprive state and local

government of a very significant financial advantage and, instead,

divert negligible gross revenues to the Treasury. The rather ama:ins

result of these proposals will ultimately be to produce losses

for everyone concerned for the Treasury, for state and local govern-

ent, and for taxpayers generally.

Also badly hurt would be workers in the building and construction

trades and in the industries which support them. Higher borrowing

costs must inevitably result in a sharp deceleration of public works

programs, causing layoffs, reduced work opportunities and consequent

economic hardship. In the last year alone, more than 300 bond issues

valued close to $2 billion were cancelled or postponed in the face

of soaring interest rates.

The House bill includes a provision for federal payments which

would allegedly save state and local governments harmless from in-

creeses in Interest costs if their bonds were to become fully taxable.
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The Secretary of the Tresury opposed this provision of the House bill

when he appeared before your Comittee. I also oppose it. The wide

discretion afforded the Secretary of the Treasury An fixing the else

of the payments vould In itselff ake this proposal unacceptable to

the states and cities. Moreover, the payment provisions may be amended

or indeed repealed by any future Congress. The confidence of investors

t municipals will be restored only -a the result of a clear indication

by this Congress that the JIunity of state and local bond Interest

from federal taxation will not be invaded.

Although both the House bill and the Treasury would exempt banks

and other corporate and Institutional holders of municipal bonds from

taxation, these corporations .and Institutions realize full well the

implications of the proposals now before you. Both the Ways and Moans

Committee and the Treasury have put all investors on notice that the

holders of municipals my be subject to some form of taxation even

with respect to Investmauts they have made prior to the enactment of

new tax legislation. If this can happen to Individual investors,

corporate buyers would be apprehensive that it might happen to them.

In fact, the amount of return corporate and institutional investors

demand in the present market from investment In micipals clearly.

reflects their apprehension and concern.

Therefore, I respectfully urse rejection by this Comitteo of

all the provisions of the House bill and the Treasury plan and of

any other proposal which would, directly or Ldirectly, tax the

interest on municipal bonds.

Thank you,#
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CALI OrNIA'S Viv8 ROARDVW l.R. 13270's
!ROPOSALS TO TAX NUNICIPAL BOSNO

The State of Californiap which I have the honor to represent

before this committees opposes those provisions or H.it. 13270

wnioh, as presently written, would tamper with the existing

federal-state relationship concerning tax-exempt municipal

bonds. We contend that the so-called tax reform law would

cause far more harm than good in attempting to solve some of

the existing inequities, would Jeopardize federal-state

relationships of all kinds and touon off bitter rounds of

litigation. In this eummar statement we seek to point out

as concisely as possible what we believe would be some of

the adverse effects on California of this proposed legislation.
These, together with some of our views on the prinoiplee

involved, are as follows

1. We believe the proposal to tax state and local bonds,

commonly referred to as "unicipals", is unconstitutional,

regardless of whether the federal government subsidizes all

or only part of the increased interest costs resulting from

state or local Issuance of taxable bonds instead of the

traditional non-taxable bonds.

2. Federal taxation of "mnioipals" will immediately and

automatically Increase market interest rates to compensate

investors for the altered status of such bonds. The inevitable

*Fresented by california State Treasurer ivy Baker Priest b'irore
The Senate Committee on Finance, September 23, 1969, Washington, D.C.
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result uat be increased state and local taxes to -ai for the

increased interest costs. The low and middle income taxpayer

thus would bear an even larger share of the burden than he

now does.

3. Once the principle is breached, there would be no fixed

stopping point. Once Congress takes the first stop away from

tax exemption on municipal bonds# it can always take another

step whenever circumstances make it expedient to do so.

Federal subsidy of the extra interest costs involved in Issuing

taxable municipals can be withdrawn Just as easily as it was

first offered.

4. The very fact that Congress has been seriously considering

legislation of this te already has had adverse effects upon the

bond market. The fears and uncertainties surrounding current

proposals to tax these bonds have led to (a) a shrinking of

available money supply and demand for investments of this type

because many would-be investors shy away entirely from the

municipal bond market until congressional intentions solidify,

and (b) further increase in interest rates on those municipal

bonds which do manage to attract bidders in these unsettled times.

Selling prices of stocks and bonds are affected by such intangibles

as investor confi dnce and optimism, or the lack thereof, fully

as much as they are by earnings records# credit ratings and the

caliber of management. This is as true with =micipal bonds as

with corporate bonds. Investor buying patterns are influenced

very markedly by any threat or suspicion of threat such as presented

by current congressional actions toward state and local bonds.
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G reater dependence upon the federal government as the

source of major public works funding for state and local needs

will be the inevitable result of any tampering with the historic
status of tax-exempt bonds. If the states and their political

subdivisions no longer can sell their bonds without having to
pay extremely high interest, cannot find buyers at all because of

federal interference with the orderly marketing processes of
the past, or can't raise taxes enough to fund a "pay-as-you-go"

polioy, then the only other major source of funds for state and

local capital outlay projects has to be the federal government
itself. That would be in direct contradiction to current efforts

to bring about better working relationships between the national
and state governments and would force the states to rely almost

completely on Washington to solve their fiscal problems involving
capital outlay projects. I doubt that any of us want that to

oour!

6. California Is unable to sell general obligation bonds In

the normal manner or volume at the present time because inflation

has boosted interest rates above the state's legal limit (five

percent). In June, 1970, with voter approval, the limit on

interest may rise to seven percent. However# even if this does

occur the entire matter may become moot if, through federal

taxation, national bond interest rates are forced to remain above

the new oeling. Administration efforts to curb Inflation's

effects on the bond market may be nullified if the Congress,

through action which we consider most unwise, brings about a

205



-Jim

condition of permanent fear and uncertainty regarding investments

of all typesD Including municipal bonds,
7. Those who will be most hurt in California if our bonds aft

made taxable will be the young people now reaching college age

who will be denied the new buildings and facilities they need for

their education. It will be the youngsters now in school or

about to be enrolled in our public school system who will laok

the classrooms they need. It will be the California veterans who

depend on bond funds to provide the loans they deserve for buying

farms and homes. It will be the growing millions of people who

use and enjoy our state parks and historical sites made possible by

bond financing. Perhaps most urgent of all at this point in time,

those millions of Californians who are depending on the State Water

project to deliver to them the surplus waters of the north, as

promised. In short, most of our 20 million population would be
adversely affected by the taxation of state and local bonds as

proposed under H.R. 13270.

All of these are strong reasons for our belief that taxation

of state and municipal bonds not only Is undesibrabe but perhaps

even t for California# which is second only to the United States
government itself in the volume of annual bond sales. We urge you

to take these adverse effects into account most sariously in your

deliberations on this bill.

Thank you for this opportunity to present our views to you.
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CALIIFNIA'S VIEM RIMMUUING N.A. 13270's
PMP0OAL5 Q TAX MUICIPAL DOD0 *

The State of California, which I have the honor to represent before

this comimttee, opposes thae provisions of H.R. 13270 which, as

presently written, would tamper with the existing federal-state relation-

ship concerning tax-exempt municipal bonds.

We oppose also any changes in charitable trust provisions of tax

law which would cause unintended but seriously adverse effets on

California's and the entire nation's educational institutions. Any.

action which shuts off or diminishes the flow of gift funds to private

schools will yield only added burdens to the public tax structure,

It is our contention that H.R. 13270, the so-called tax reform law,

would cause far more harm than good in attempting to solve soe of the

existing inequities. It would open a Pandora's box of horrors,'

jeopardizing federal-stat. rmiationohips of all kinds and touching# off'

bitter rounds of litigation. For the most part, however, we wiill-"-

restrict our testimony to the proposed taxation of state and municipal"

bonds.

From this nation's earliest days these bonds have boon considered

as tax-exempt without serious question. We have not attempted here to

present the full weight of data and expert opinion available to support

our views, but instead seek to point out as concisely as possible what

we believe would be some of the adverse effects of this proposed

legislation.

*Presented By Calfornia State Treasurer Ivy Baker Priest before the
Senate Comittee on Finance, September 23, 1969, Washington, D.C.
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This committee's goal of tax reform is a most desirable one.

However, because California would be so seriously affected we must

oppose H.R. 13270 in its present form on the following grounds:

1. We believe the proposal to tax state and local bonds,

commonly referred to as "municipals", is unconstitutional, regardless

of whether the federal government subsidizes all or any part of the

increased interest costs resulting from state or local issuance of

tax Pe, bonds instead of the traditional non-taxable bonds. We

believe ,that it really makes no difference whether the interference

s direct or indirect on this point.

...2. Federal taxation of municipals will immediately and auto-

matically increase market interest rates to compensate investors

fo the altered status of such bonds. The inevitable result must be

increased. state and local taxes to pay for the increased interest

c qta. The low and middle income taxpayer thus would bear an even

larger share of the burden than he now does.

3. Once the principle is breached, there would be no fixed

stopping point. Once Congress takes the first step away from tax

exemption on municipal bonds, it can always take another step and

yet another whenever circumstances make it expedient to do so. Thus.

a federal subsidy of the extra interest costs involved in issuing

taxable municipals can be withdrawn just as easily as it was first

offered.

4. The very fact that Congress has been se.Tiously considering

legislation of this type already has had adverse effects upon the

bond market. The fears and uncertainties surrounding current
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proposals to tax these bonds have led to (a) a shrinking of available

money supply and demand for investments of this type because many would-

be investors shy away entirely from the municipal bond market until

congressional intentions solidify, and (b) further increase in interest

rates on those municipal bonds which do manage to attract bidders in

these unsettled times. It must be recognized that selling prices of

stocks and bonds are affected by such intangible factors as investor

confidence and optimism, or the lack thereof, fully as much as they

are by earnings records, credit ratings and the caliber of management.

This is as true with municipal bonds as with corporate bonds. Investor

buying patterns are influenced very markedly by any threat or suspicion

of threat such as presented by current congressional actions toward

state and local bonds.

5. Greater dependence upon the federal government as the source

of major public works funding for state and local needs will be the

inevitable result of any tampering with the historic status of tax-

exempt bonds. If the states and their political subdivisions no longer

can sell their bonds without having to pay extremely high interest, or

cannot find buyers at all because of federal interference with the

orderly marketing processes of the past, then the only other major

source of funds for state and local capital outlay projects has to be

the federal government itself. That would be in direst contradiction

to current efforts to bring about better working relationships between

the national and state governments and would force the states to rely

almost completely on Washington to solve their fiscal problems involving

capital outlay projects. I doubt that any of us want that to occur!
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6. California, along with other states, finds herself unable to

sell general obligation bonds in the normal manner or volume at the

present time because inflation has boosted interest rates above the

state legal limit -- in our case, five percent. Steps are under way

to alleviate this situation through referendum in June, 1970, so that,

with voter approval, the state's legal limit on interest nay rise to

seven percent. However, if and when this does occur, the entire

matter may already be or soon afterward become moot f* through

federal taxation of our bonds. interest Kates are forced to remain

above even the now calling. Administration efforts to curb inflation's

effects on the bond market may be nullified if the Congress, through

action which we consider most unwise, brings about a condition of

permanent fear and uncertainty regarding investments of all types,

including municipal bonds.

7. Those who will be most hurt in California if our bonds are

made taxable to investors will be the young people now reaching

college age who will be denied the new buildings and facilities they

need for their education. It will be the youngsters now in school or

about to be enrolled in our public school system who will lack the

classrooms they need through 12 years of schooling. It will be the

California veterans who depend on funds frm the sale of state.bonds

to provide the loans they deserve for the purchase of' farms and homes..

It will be the growing millions of people who use and enjoy our state

parks and historical sites made possible by bond financing. Perhaps

most urgent of all at this point in time, those who will be hurt will
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be the farmers and cities of California who wre depending on the State

Water Project to deliver the surplus vaters of the north, as promised,

tvo years from now. All of these groups of people -- probably most of

our 20 million population -- would be adversely affected by the

taxation of state and local bonds as proposed under H.R. 13270.

-- At this point* I would like to present sme specifics about

California's population, geography.' economy and state financing

policies. Theme are germane to your understanding of why we believe

so strongly that taxation of municipal bonds would be not only

undesirable but perhaps even tragic in its effects on California.

FACTS ABOUT CALIFORNZA SCHOOLS AND COLLESM

According to a researched feature article in the San Francisco

Examiner and Chronicle for September 7, 1969, approximately six million

of a population totaling approximately 20 million were expected to be

in California schools this month. That's a school enrollment equal to

an entire nation the size of Switzerland. Add to these students sme

600,000 school employees and you have more Californians involved in

emse phase of education than in all'other jobs and professions

combined. As a state, we spend $4.5 billion a year to run our schools.

about what it costs each year to put men on the moon. " We are the most

college-oriented political entity on earths nearly one million of US,

50 out of every 1,000, °not attend college, which is half again as many

as in New York and three times as many as in Illinois.
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Our investment in school property is more than $17 billion, accord-

ing to a study by Crocker-Citizenu National Bank economists. The

biggest part of our tax dollar goes for education. a large share, of

course, paying for the three million youngsters in elementary school

and the 1.3 million in high school. Ne have had to'build 150 now

classrooms each weekto house our growing public school population. We

,have the largest and most extensive adult education program in the

nation: each year 1.8 million adult Californians take courses in aoso

500 locations around the state. Our extensive junior or community

college system at last count totaled some 89 two-year colleges through-

out California.

Between 1955-1967. California's population increased 47 percent --

but at the sme tme, enrollment in all colleges and universities

increased 160 percent and in the state college system 222 percent. The

increase In college enrollment in our state has boon averaging about

50,000 a year.

These facts and figures are cited to stress that education in

California is. indeed, big business. To guarantee good schools for all

of its people wherever they happen to live, the state provides its

share of school support according to district need. For many years a

state program of loan-grants has assisted local school districts with

their building needs. These stqM funds are provided* through the sale

of bonds authorized by popular vote. In turn, local matching funds

also are usually provided through Iggj bond issues.
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The University of California has an enrollment of about 100,000 on

its nine campuses and the State College system has an enrollment of

about 200,000. Buildings for these college and university campuses are

financed largely through state general obligation bonds. Any action

which would disturb California's ability to sell such bonds, or which

would greatly increase the interest which state taxpayers would have to

pay on such bonds, can only work to the detriment of higher education

in California.

FACTS O STATE WATIR PROJECT

Planner, builder and operator of a $2.8-$3 billion project which

will transfer surplus waters from northern California to thirsty lands

and cities throughout the state, the State Department of Water Resources

is at a crucial stage of construction in its timetable. Water already

is flowing through the aqueduct system as far south as the Tehachapi

Mountains, which separate the great San Joaquin Valley from southern

California. Contract deliveries are being made to northern California,

the San Francisco Day area and to the San Joaquin Valley. However,

getting the rest of the contracted supplies through and over the

mountains to southern California by means of the world's greatest pump

lift and difficult tunneling across earthquake faults still presents a

challenge before the end of the 600-mile water route is reached in 1972.

Water is scheduled to reach Los Angeles County in 1971 and early to the

Mexican border the following year.
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Contracts for water service provide that costs of construction,'

operation and maintenance of the facilities will be paid for by the

users, with interest. Until completion of the project, however, the

largest proportion of the revenue cannot start flowing back into the

state treasury to met principal and interest payments on the general

obligation bonds which have been issued in series as needed to

finance construction. Thus, it is imperative that no unnecessary and

controllable factor intervene to disrupt the sale of California water

bonds or to cause extra interest charges to be assessed against all

contracting parties.

Approximately $600 million of the initial $1.75 billion In water

bonds remain to be sold to complete the project as presently planned.

Taking a long-range look, however, the project will have to be

extended to tap new sources of surplus water from California's north

coastal rivers, making further bond financing a necessity. It would

be an unnecessary burden to carry on the backs of California water

users who pay for these projects if the federal government were to

enact tax legislation which would increase the cost of bond financing,

as would H.R. 13270 or any other similar bill.

FACTS AMIT CALDU XIAS DOW $NI=IIG P100RM

At the end of fiscal 1968-69, California's bonded indebtedness

(general obligation bonds only) totaled $4.7 billion. Bonds already

authorized by the voters but still unissued as of September 1, 1969,

totaled $1.34 billion. The state ranks second only to the United
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States government itself in the dollar volume of bond sales. Under

normal market conditions, our bond sales in recent years have been.

totaling $500-600 million per year.

There is a direct link between California's unusually rapid popula-

tion growth and the need for public works on a large scale. There is

no letup in sight. Because the need £s so great (the population

increase each2yr being comparable to adding a city of 500,000) bond

financing has been the only feasible means of keeping up reasonably well.

It is the fastest way to obtain large cums of money for capital outlay

beyond the scope of pay-as-you-go financing. It also is a matter of

principle and fiscal comon sense that long range benefits should be

paid for by future beneficiaries and future taxpayers as well as present

ones.

California's general obligation bonds are used, for example, to

finance capital outlay needs for:

1. T Cal-Vet fam and hme loan oroarm. This has been success-

fully funded for decades in this manner. A total of $2.285 billion in

bonds has been authorized during that period. Ending of the Viet Nam

involvement will result in increased requests for loans from returning

veterans.

2. Public school construction. The public school system's

building needs are aided by the .state through bond sales. State aid

is of a. loan-grant type, partly repaid.with Interest. Since 1946 the

state has approved applications for approximately $2 billion in state

funds to help in constructing facilities for approximately-two million

students.
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3. Junior college construction. Authorized in 1968, the $65 million

in bonds for this purpose is another type of bonding program in

California which is directly affected by national bond market conditions.

At the beginning of this year, there were 89 coumanity colleges operated

by 69 separate Junior college districts. These are required to match

state building construction funds. Last November, the first series of

these bonds was sold no more have been sold since then because of

prevailing high interest rates.

4. Park. recreational and historical site facilities. In 1964#

California voters approved a $150 million bond issue for expanding the

state park system, for local parks and for additions to Wildlife

Conservation Board hunting and fishing improvement facilities. In a

state of 20 million population, agumented in the summer by visitors

numbering in the hundreds of thousands, at least, it has become

imperative to provide more parKs and recreational facilities. Bonds

meet these capital outlay needs.

it should be noted that these have been examples, not an all-

inclusive list.

Authorized but unissued state bonds as of September 1, 1969,

includes $600 million for the water project, $60 million for construc-

tion of state building, $80 million for university and state college

construction, $75 million for the state park system,, $275 million for

public school system building aid, and $50 million for junior college

construction.
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vi on TAX zuWuTV UNDE THU CONSI'ITUrZON

The question of tax exemption of municipal bonds may be phrased as

follows

Does the right of states and their political subdivisions to borrow

by mans of bonds whose interest is exempt from federal taxation stem

from the permissiveness of a beneficent central government, or is this

right a part of the very nature of our republic's political

partnership?

California contends that Congress by itself cannot abolish by

statutory enactment that which has been recognized as a constitutional

right by the U.S. Supreme Court and which, therefore, can be changed

only by mending the Constitution. This principle has been reiterated

by the Supreme Court since adoption of the Sixteenth Amendment (the

income tax amendment). Since California's presentation here today is

not intended to be a legal brief, we villa not set forth the citations

in case history which substantiate our position. in our view, they are

solidly based.

We contend that the federal government has no right to tax

municipal bonds even indirectly, or by offsetting such taxes through

the device of interest subsidy. To extend this point, if the states

are to be required to yield tJ k immunity in this matter, the federal

government should recgnrocallv aiveo un its own ingunitv. thus opening

the way for counter taxation of its bonds by the'states. It should

work both ways if it is going to be brought into the picture at all.

no one would gain by such a chaotic scheme. We merely suggest that a

cutting sword usually has two edges'
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California contends that any alteration of the principle of recip-

rocal imannty from taxation could pull down the entire framework of

federal-state relationships and would destroy the principal mans open

to the states to finance their major capital outlay projects. Once

any exception is made to the principle of immunity, Iwannity no longer

exists!

VIEWS ON CHAKTALN COUTBUTIXOUS

The proposed changes in the treatment of charitable contributions

suffer from the @am weaknesses as those dealing with tax-exempt bonds.

The House Ways and Means Comittee, in trying to eliminate abuses of

present regulations, has proposed changes which in our opinion will

lessen the flow of charitable contributions.

Although California would not be affected as much as her sister

states by such changes because our private institutions carry only

about 11 percent of the total enrollment in higher education, we never-

theless are concerned about the negative impact that this proposal

would have on gifts to private educational institutions. They already

are at a competitive disadvantage relative to public institutions.

This move to tighten regulations on charitable contributions would

heighten that disadvantage at a tim when private schools need all the

help they can get if they are to retain a viable part of our

educational framework.

Every enrollment gain by private institutions lessens the burden

which otherwise would fall on our taxpayers. Moreover, we feel that

the increased competition between public and private schools helps to

achieve our goal of excellence in higher education.
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Fot the"s reasons thsrefore* only sumnar13d her., te State of

California respectfully urges the Congress to take no action in

devloping a tax reform bill which would tend to diminish the ability

and willingness of contributors to support private colleges a. in the

past.
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3M CLIS: LocL CWomUTS 03 AND- 3ES OF TAXMnG MUNICIPAL ONs

8acrmnto Bee. 8eat. 4. 1969

From a story describing a meeting of the Los Ric Junior College

District board of educations

"The board rescinded its action of two weeks earlier, awarding

a $1,875,400 contract to Harbison and ahoney for construction of

the American River College library. Assistant Superintendent George

Rice explained the district had been unable, in the current confused

bond market, to sell the bonds needed to finance the project. Rice

said vronosals in Conaress. to remove the tax-emt status from such

bonds and to alter Ih capital gains tax. have c=ained with hiah

interest rates to dry up the bond market ... " (emphasis added).

Sacramento see. Sept. 5. 1969

From a story reporting proceedings of a Sacramento City Council

meetings

0 ... Christensen (City Councilman Walter Christensen, former

Mayor) warned that 'the community center is down the drain' if

Congress passes a tax reform bill which eliminates or reduces the

tax-free status of municipal bonds, thus making aos or all interest

on such bonds taxable to investors."
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Sa Erancico hnl Se. 4 1n6
Fiania X;Wj i0 q P. Alenacolm

... Bonds go begging# more than ever.

"Here's fresh evidence of it. The Bond Buyer Index, the major

gauge for the tax-exempt bond sector, topped six per cent 10 days

ago, and currently has shot up to a naw high record at 6.26 per cent.

"Right here at ham, to be more specific, the California

Municipal Bond Index of lore Forgan, Wa. R. Starts Inc. topped

6.21 per cent. That, too, was up a whopping 21-100ths in one week:

"Obviously investor confusion and fear regarding possible tax

reform that might eliminate or reduce state and municipal bond tax

exemption has knocked the final prop from that sector. It's a punch

to the solar-plexis (sic) for California ... "

Sacramento Bee. Sept. 7. 1969

"DAVS--Failure of the Davis Joint Unified School District to

market $330,000 in bonds has prompted a warning that taxpayers may

face increased taxes because of the current condition of the money

market.

The Davis bonds, authorized by voters in 1963, failed to attract

any bidders at the legal maximum interest rate of S per cent.

"The business manager of Davis district, Melvin H. Keuhnhold,
sal , 'The money market is like a yo-yo at the moment. No one's

buying bonds -- particularly at the interest rate of 5 per cent.

'one of the nalor Problems is the tax reform discussions in

Washington (emphasis added). At present interest earnings on bonds
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are tax-free. But the indications are that they vil beome taxable --

with taxs being applied retroactively. so no one is buying.'

*... The Davis bonds were to finance a new gymnasium and shop

at Holms Junior High School, a project considered 'top priority' by

officials."
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September 18, 1969

MIr. Tom Vail, Chief Counsel
Scnate finance Cornitteo
2227 New senate Office Puilding
Washington, D. C.

Re: Tax on Interest from municipal Bonds

Dear Mlr. Vail:

As Mayor of the City of Providence, I an deeply concerned
with the effects of the proposed tax on the interest received
from holders of municipal Londs. I had our finance department
do a prolirinary study of the iknact such a tax would have upon
the tax rate in the City of Providence. On the basis of this
study the following conclusions were arrived at:

The City of Providence currently has authorized but not yet
bonded 80 million dollars in new issues.

On the basis of projection of these figures over the next
five year period ending in 1975, the tax rate increase to the
Providence tax payer resulting solely from the effect of the
tax on interest from municipal bonds would be approximately $.63
the first year, $1.86 the second year, $3.02 the third years
$4.11 the fourth year, $5.15 the fifth year and $6.00 by the end
of the fifth year.

These figures ware derived at s!nply by considering the 80
million dollars already authorized and not yet issued. This
does not take into consideration any new future issues. Ile al-
lowied merely for the differential in the interest payments which
would have to be made up to holders of these bonds. Therefore,
by using an interest rate of 10% rather than the present 5% re-
turn, the net result would be to raise the tax rate in the City
of Providence by the amounts listed above. Such a tax Increase
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Mr. Tomn Vail, Chief Counsel

to the residents of the City of Providence would come at a most
inopportune timo whon additional and increasing demands aro
being'nada by the teachers, police and fire and the municpal
employeosg and the costs of municipal services as a whole are
increasing. Since most cities are experiencing the same de-
mands for increased services at higher costs, the added burden
of additional interact payments to holders of municipal bonds
would cause our local tax rates to sky rocket. This. in turn
would most likely affect the low income and middle income tax
payer. Also# the City would have to turn sore and more to the
federal government for alternative means of financing which
would mean shifting more local control to the federal level.

I urge you to carefully consider the potentially-dire ef-
fects such a tax would have on local governments before approval
is given.

Very 4ly yours,

.7 eph . Doorley, Jr.
mayor of Providence

JAD:mmph
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STATEMENT OF
HONORABLE JOHN A. KERVICK

TREASUPER, STATE OF NEW JERSEY
BEFORE

UNITED STATES SENATE COMMITTEE ON FINANCE
ON

H.R. 13270
SEPTEMBER 23, 1969

I wish to express my thanks for the opportunity to testify concerning

the tax reform proposals that have been submitted to the Senate

Finance Committee for consideration and, in particular, to the pro-

visions of H.R. 13270 which will affect the ability of the State and

its municipalities to obtain the capital needed to finance the con-

struction of schools, hospitals, highways and similar essential

facilities. I have read the explanation given by Mr. Mills, Mr.

Kleppe, and Mr. Byrnes of the effect of H.R. 13270 as it pertains to

State and municipal bonds, reported in the Congressional Record

(House) on August 7, 1969, and with due respect for these gentlemen

wish to suggest to you that there is a lack of understanding concern-

ing the mechanics of the bond market and the manner in which the

capital required by the State and municipalities is obtained.

The theory of public finance suggests that State and local govern-

ments should employ issues of bonds for one basic purpose: to

finance capital projects. In fact, in New Jersey the State
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Constitution and State Laws limit the issuance of bonds to that

purpose and require that State and school district bond issues

must be submitted to referendum and approved by the voters.

On February 5, 1968 Governor Richard J. Hughes convened a Com-

mission composed of citizens of the State of New Jersey to study

and evaluate the capital needs of the State. The introduction

to the report of this Commission contains the following state-

ment:

"New Jersey has not been as progressive in its capital
expenditures as have been its sister urbanized states.
There has been no capital program because there has
been little or no long term capital financing. Given
the opportunity to provide for sufficient capital con-
struction to keep New Jersey a first class State, the
choice was made to keep State levied taxes at a mini-
mum.

The price of these years of inactivity in capital
appropriations is now very large. But it must be
paid if we are to prevent further atrophy and create
a viable and progressive State.

Everywhere that this Commission looked, it saw the
tragic results of years of neglect. Passenger rolling
stock is on the verge of collapse. Railroad stations
are dark and dilapidated. Highways are choked. A
severe drought brought us to the brink of real peril.
Prisons and mental health institutions are patched and
worn, with many positively inhumane facilities.
Secondary and elementary schools are overcrowded and
many of the older ones are sadly in need of repair or
replacement. Our colleges and universities can accom-
modate only a fraction of our applicants, forcing most
of them to go out of state. Our rivers are polluted
and our cities are pockmarked with crumbling ghettos.
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These conditions are all very serious in themselves, but
they are also serious beyond themselves. Lack of ade-
quate capital funds has undoubtedly contributed heavily
to our racial problems and to the decline of our cities
as centers of industry and culture.

Our Commission foresees a serious weakening of the
economic and social stature of New Jersey if this
regressive fiscal philosophy continues. We are deeply
disturbed to see one of the wealthiest states in the
nation apparently condoning conditions which could
ultimately destroy it.

The people of New Jersey have two great responsibilities
to fulfill now. First, we must eliminate the enormous
backlog of capital deficiencies. Second, we must build
toward the future. We must guarantee for ourselves a
growth which will keep pace with our future obligations.
Prudent expansion and preventive maintenance must be
substituted for virtual stagnation in new construction
and a massive accumulation of deferred maintenance."

The Commission reported that the immediate capital requirements

for State projects alone amounted to $1,948.9 million *temized as

follows:

Recognized Capital Reauirements

(Financing required in addition to
projected Federal aid and State appropriations)

Millions

Education (Elementary & Secondary, including $ 227.5
Vocational)

Education (Higher) 492.4
Educational Broadcasting Network 17.4
Institutions 100.0
Water Pollution Control 190.6
Conservation 121.0
Transportation 800.0
Total $1,948.9
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On November 5, 1968. the voters of the State approved the sale of

$990 million of bonds to finance the construction of facilities

recommended by the Commission in the areas of transportation and

school and hospital buildings construction. In November 1969, the

voters will be asked to approve the sale of $271 million of bonds

to finance water pollution*control and the development of additional

water supplies. The construction of the above facilities will take

place over the next five years and it is expected that the State

will sell approximately $250 million of bonds each year to pay for

the construction cost. State tax dedicated to repayment of the

principal amount of the bonds and the interest on the bonds are the

motor fuels, emergency transportation, and sales taxes.

There is no report available concerning the capital requirements

of the municipalities and school districts within the State. It

is probable that some municipalities have been more progressive

than the State in the construction of schools and other necessary

municipal facilities, however, many others have not. There are a

total of 1,363 jurisdictions within the State, each with its own

capital needs and each able to issue bonds to finance its needs.
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These jurisdictions are classified as follows:

Counties 21
Municipalities 335
Townships 232
School Districts 593
Special Districts

(Garbage. Fire. Light,
Sewer and Water) 71

Authorities ill

1,363

Gross Local Debt, including authorized, issued and unissued obli-

gations, totals $2,369.9 million as shown hereunder:

As of
December 31

1968
1967
1966

General Obligations Only
General Municipal School Count

(In Millions)

$585.4
530.4
466.0

$1,393.4
1,291.6
1,196.3

$391.2
336.8
291.4

The typical debt instrument is a serial bond with an approximately

equal principal amount maturing each year for 25 to 30 years.

During the twelve months period, August 1, 1968 to August 1, 1969,

hampered by rising interest costs and poor market conditions, a

total of 131 issues were sold in the total amount of $195,117,000.

The average size of each issue was $1,489,000 and, by actual count,

there were 97 issues below $3,000,000 in size, and only 4 issues
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exceeding $10,000,000 in size. The credit rating of the issues

sold is summarized as follows:

No. of Issues

No rating 51
Ba 15
Baa 35
A 19
Aa 11

131

It will be seen that the average New Jersey municipal issue is

approximately $1,500,000 in size and carries a credit rating

below Baa in quality. Also, it will be seen that gross local debt

has been increasing at the rate of approximately $200 million per

year and the probability is that this rate of increase will continue

for some time into the future. Revenues needed for the repayment

of this debt and the interest on the debt are derived from local

property taxes.

The combined capital needs of the State and its municipalities

require the sale of $450 to $500 million of bonds each year. In

marketing such a supply of bonds it is in the State's best interest

for the Congress to consider legislation which will stimulate in-

vestment in tax exempt bonds rather than to propose changes in the

tax laws which remove the incentive for such investment. In
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considering the manner in which the tax changes incorporated in

H.R. 13270 remove the incentive for such investment, it is helpful

to keep in mind the various types of investors in tax exempt

securities and the proportions of the total supply which each has

purchased in the past. The following analysis published on

August 29, 1969 by Salomon Brothers & Hutzler shows the net pur-

chases of State and local securities during the first half of each

year for the period 1966 through 1969.

(Billions of Dollars)
i2J IM~ =1& 1969B

Non Bank Financial Institutions
Savings Banks
Life Insurance Companies
Fire and Casualty Companies
Public Retirement Plans

Subtotal
Commercial Banks
Business Corporations
Residual: Individuals & Other
Net Increase Publicly Held*

*Excludes Small Amounts Purchased
Government Accounts.

0.0 0.0
-0.3 -0.1
0.1 0.6

-0.1 -0.1
-0.3 0.4
2.9 5.7
0.4 0.4
.4 Funds

by Sinking Funds

This table shows that during the years 1966, 1967, and 1968, over

80% of all tax exempt issues were purchased by commercial banks.

In 1969, due to credit restrictions, the commercial banks were

unable to purchase tax exempt securities and it was necessary for

interest rates to be raised sufficiently to induce individuals to
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return to the tax exempt market and absorb the available supply.

Sales of State of New Jersey obligations are in sufficient size

so that the effort required on the part of the underwriters to

achieve distribution to individuals can be accomplished without

great difficulty. The interest cost on State issues did rise

from 4.49% on J 7, 1969 to 5.70% on August 19, 1969, but the

marketability of the bonds was never in question. However, the

situation with respect to the bond issues of the municipalities

is quite different. The size of the average issue# $1.5 million,

and the relatively poor credit rating tends to restrict the sale

of such obligations to local banks and individuals within the

State who are acquainted with the community. In fact, many local

banks purchase the obligations of the local community or school

district as a service to the community.

One provision of H.R. 13270, and one which I consider harmful, is

the proposal to make both the profit and loss transactions of

commercial bank investment portfolios answerable to the same tax

liability -- the corporate income tax rate. It is my belief that

if this provision is enacted and becomes law, the commercial

kanks will limit investments to short-term securities on which no

loss need be sustained and avoid the purchase of long-term
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obligations of the local community. I wish to express my strong

opposition to any change in the tax laws which will have that

effect.

There is general agreement that the limit on Tax Preferences and

allocation of deductions provisions of H.R. 13270 have added a

minimum of 1/2 of 1% to the interest cost of State and municipal

borrowing. This estimate is based upon the sale of bonds of

excellent quality such as the recent State of Oregon issue. The

fact in that the borrowing cost of municipalities of relatively

poor quality has probably increased more than 1/2 of 1%. For

example, an interest cost of 7.20% was incurred by the Piscataway

School District in selling $6,000,000 of school bonds rated Baa

on September 3, 1969. An interest cost of 5.35% was incurred by

the Cherry Hill School District in selling $3.5 million of

similarly rated bonds on May 5, 1967. This represents an interest

rate increase of 1.85% whereas the Bond Buyer Index of 20 bonds

increased 1.20% during the same period.

This increase in interest cost is not related in any way to the

amount of additional tax which will be paid by the purchaser of

municipal obligations if the two provisions become law. On the

contrary, it is a premium required by the purchaser to compensate
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for the new element of risk concerning the future value of his

purchase. Obviously, if the present Congress can alter the

value of tax exempt income, some future Congress can alter the

value further. Typical of the reaction of individuals to this

new risk factor is the following letter received in connection

with the recent sale of State bonds:

"675 Red Oak Lane
Smoke Rise Butler

N J 07405
Treasurer August 21 1969

State of N J Trenton N J
Dear Mr. Treasurer

I live in New Jersey. My capital is invested in state
and municipal bonds, mostly of New Jersey. I would have
subscribed for this new issue of 37h m.d. except that I fear
being whipsawed - i.e., buy the bonds at relatively low
interest rate, because they are said to be tax-free, then
find the Feds. taxing them anyhow. Can you not make Senators
Case & Williams see this?

(signed) Lyle T. Alverson"

An increase of 1/2 of 1% in tax exempt interest rates will add

$6,250,000 per year to the cost of financing the State's

present construction program. On the basis of an average life

of 15 years this will add $93,750,000 to the debt service

charges which must be paid by New Jersey taxpayers.

An increase of 1/2 of 1% in interest cost will add $1,000,000

per year to the cost of municipal financing. Assuming that
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New Jersey municipalities will continue to sell $200,000,000 of

bonds each year, the additional interest cost will build up to

$15,000,000 per year before new bond sales and old bond maturi-

ties reach equilibrium. Revenues to cover this additional cost

must be obtained by increasing real estate taxes through the

State. In other words, the impact of H.R. 13270, if it should

become law, upon the taxpayers of New Jersey will be to increase

motor fuels, sales and real estate taxes by at least $21,000,000

per year and some experts predict the increase will be double

that amount.

The option, provided by H.R. 13270, to issue a taxable bond and

receive a compensating interest subsidy payment from the Federal

Government is illusory and without real substance. The fact is

that:

1. The acts authorizing the sale of State bonds which were

approved by the voters in November 1968 limit the interest

rate to 6%. It may be necessary to hold a new referendum

before bonds can be sold at the higher rates applicable to

taxable issues.

2. There is no present market for taxable bond issues of the

size and credit rating offered for sale by the average
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New Jersey municipality. There are only five or six

municipalities within the State than can offer bonds for

sale in sufficient size to compete with corporations in

the taxable bond market. For the average New Jersey

municipality the option provided by H.R. 13270 is

meaningless.

I wish to reaffirm my contention that the capital requirements

of the State and its municipalities are so great that new

devices and new incentives for investment in State and municipal

securities are needed and that the Congress should consider con-

structive measures as opposed to the destructive provisions of

H.R. 13270.

One constructive measure which might be considered by the

Congress is revenue sharing so conceived that the total amount

of municipal financing is reduced. The present volume of muni-

cipal financing is approximately $16 billion per year. A

reduction of $5 billion in this amount would provide a powerful

stimulous, reducing interest costs and enabling the average

municipality to market its bonds with far less difficulty.

This could be accomplished by channeling the shared revenues

through the State Departments of Education for the construction

238



- 13 -

of schools in those communities demonstrating the greatest need.

with the proviso that the entire cost of construction must be

paid and bond indebtedness avoided.

The State of New Jersey is attempting to assist the smaller

municipalities within the State in marketing bond issues by the

creation of a State operated Municipal Bond Bank. Legislation

providing for the establishment of such a bank has been intro-

duced in the Senate with the expectation that it will be acted

upon favorably when the Legislature reconvenes in November. The

purpose of the bank would be to combine a number of small muni-

cipal issues in one package so that an issue of sufficient size

to attract wide interest can be marketed with a consequent

reduction in the interest cost paid by each municipality.

Also, the State is considering a proposal for the sale of State

and Local bonds in small denominations through payroll deduction

plans. At the present time, such bonds can be offered for sale

at interest rates which would be competitive with the rates paid

on the Series 2 bonds offered by the U. S. Treasury. The market

for any substantial quantity of small denomination bonds is

problematical. However, there is evidence to support the conten-

tion that many residents of the State would welcome an opportunity
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to invest in the obligations of the State or of their munici-

pality if a small denomination bond was offered to them.

In conclusion, I wish to restate my opposition to all of those

provisions in H.R. 13270 which affect either directly or

indirectly the tax exempt status of State and municipal obli-

gations. The effect of the provisions will be to increase

State taxes and local property taxes. This is not a desirable

result.
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STATEMENT BY THE STATE ASSOCIATION OF COUNTY COMMISSIONERS OF FLORIDA
RELATIVE TO HR 13270 - SEPTEMBER 17, 1969 - TO THE UNITED STATES SENATE FINANCE
COMMITTEE

The State Association of County Commissioners of the State of Florida is grateful for the oppor-
tunity to present its views to the Senate Finance Committee with respect to the provisions of
Hr. 13270 that change tho current status of tax exempt bonds. The State Association of County
Commissioners is unalterably oppose to any change in the law with respect to tax exempt
bonds. In support of this position, the following should be noted:

In growth states, such as Florida, the competition for investment capital for public purposes
Is extremely keen. The monies required to build schools, water and sewage systems, roads,
dormitories for higher education and plants to attract industry are dependent upon the issuance
of governmental bonds that offer attractiveness in addition to the Interest rote.

The State has only recently taken advantage of some of ihe provisions for tax exempt bonds to
meet the needs of our local government. In 1968, a new Florida Constitution was adopted,
which permits the issuance of industrial revenue bonds. Many counties in Florida are pre-
paring to take advantage of this to obtain a necessary capital to attract desirable industry
and thereby reduce unemployment. During the 1969 Legislature, a bill was enacted to permit
counties to establish authorities and issue revenue bonds for the construction of much needed
private dormitories and educational facilities. Also during 1969, provisions were adopted for
counties to issue short term bonds to build needed secondary roads, pledging as security
thcrofor the county's portion of the state gasoline tax. Prior to these Important changes being
made, public needs were largely met through the iuuance by state, municipal and other local
government entities of tax exempt securities.

he public purposes served by obtaining these critical needs far outweigh any benaf It which
might accrue in the form of tax shelter to the investor. The only feasible alternative to the
Issuance of tax exempt obligations is to robe Interest rates to exorbitant levels, thereby
increasing the threat of Inflation and penalizing the public, not only In the reduction In
construction of needed public facilities, but in reduced buying power of the dollar.
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The experience of those state which hove utilized tax exempt securities to a greater extent
than Florida, has proven its wisdom. I was for this reason that Florida's now Constitution
contains a provision for pledging the credit of the state and for issuing additional types of
these securities. Continuation of the tax exempt feature of theso securities is deemed
essential to every segment of local government In the State of Florida.

It Is respectfully urged that no change in the present tax exempt bond law be effected.

w2-
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THE' CITYOF COUNCIL/"UFFS
FINANCE DEPARTMENT
CHAS. L. CAMPBELL, Di,.ctor September 15, 1969
LUCILLE M. MORRIS, Treasurer

Senator Russell B. Long, Chairman
Senate Finance Committee
New Senate Office Building
Washington, D.C.

Dear Senator:

Availing ourselves of the opportunity offered in Mr. Vail's telegram
of September 10, 1969, we wish to make the following statement on be-
half of the City of Council Bluffs, Iowa:

The City Council, August 4, 1969, unanimously adopted a resolution
opposing any legislation which would tax income on State and Local
government securities.

The municipal bond market is presently demoralized, partly as a resultof the proposed legislation. Passage of this legislation will result
in continued demoralization of this market pending anticipated liti-
gation.

Increased interest rates will result in higher property taxes, asproperty taxes still represent the largest share of municipal income.
Every home owner or renter will be penalized. The people have not
asked for reforms which raise property taxes.

The Attorney General has grave doubts as to the constitionality of theFederal Government taxing States and their governmental subdivisions.
Taxing existing municipal bonds penalizes the holder, unfairly, who
in effect has already paid a tax when accepting interest rates amount-
ing to 65% to 70T% of rates on private securities.

No showing has been made that municipal bond interest entered into the154 cases cited by the Treasury Department of taxpayers who paid no
income tax, even though their adjusted gross income was at least
$200,000.00.

The tax subsidy proposed will not equal existing benefits to states
and their governmental subdivisions. The City of Council Bluffs, Iowa
in 1968 paid $239,961.55 interest. H.R. 13270 could increase this cost
one-third or 480,000.00 annually. Should funds appropriated for the
Federal Subsidy fall short, the Secretary of the Treasury would in
effect be the judge of which governmental subdivision would receive a
subsidy and for which purposes debt might be issued.
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Senator Russell B. Longs Chairman

The City of Council Bluffs, Iowa does not oppose correcting inequities
in the present federal income tax laws, but does oppose the creation
of new Inequities in planning to tax interest on local government
securities.

The government of the City of Council Bluffs, Iowa wishes to preserve
a benefit created by the Constitution and to retain It's ability to
serve It's people without federal domination and control.

Mhs. .Harmon - o My 1Qnace
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ON

H.R. 13270

Public marine terminals have never been attractive

to private capital. With a few exceptions they have been

developed by city or state governments or agencies thereof.

Local government has been able to provide such facili-

ties at low investment rates because of the marketability

of fully tax exempt general obligation or revenue bonds.

Historically, the total local public investment in

marine terminals had reached 861,000,000 by 1911.

As attachments show,'investment by city and state port

agencies for 194&65 has been $2,127,16,000. An additional

$692,789,000 is being spent in the 1966-70 period, bringing

all-time expenditures to almost *3.7 billion.

While minor portions of this total investment stem
from direct appropriations by state and city governments

and from direct reinvestment of operating revenues almost,

the entire dependency of the U.S. public port system is upon

the fully tax exempt revenue bond or the general obligation

bond for investment capital.
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For this reason -the member ports, of The Ameriqan

Association of Port Authorities are opposed to any direct

or indirect Federal taxation of interest on State and

Municipal bonds. The effect of any su .taxation on the bond

market, already brought out by other witnesses1 is,9 on

the nation's seaport system, total and direct. Consider

that system.

State port agencies apply in Maino, Mssachusetts,

New York and New Jersey (bi-state), Philadelphia, Pa.-Cmadon,

N.J. (bi-state), Maryland, Virginia, North and South Carolina

and Georgia as well as In Alabama. New York, Philadelphia,

Norfolk, Savannah and others also have City agencies.

Wilmington, Dqlawarseis a city Port Comission. The Louisiana

ports of New Orleans, Lake Charles and Baton Rouge are ad-

ministered by agencies deriving their powers from the State.

The Port Commissions of Mississippi are agencies of the

State's Board of Agriculture and Industry. In Florida, a

system of county port agencies applies (not unlike Navigation

Districts). Well defined and more autonomous port authorities

exist in Jacksonville and Tapa.

As the United States developed westward, from the

Mississippi River, it is notable that port development

began in local public hands and then remained so, there

being very little private operation of commercial waterfront

facilities in the West oulf, and almost none in the states
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of California, Oregon, Washington. Texas ports are

gove-ed' by Navigation Districts deriving their powers

from the State. The port cities of CalifornA were given
"commerce and navAgitionu responsibilities by the State

and hence the Calornia pattern has been one of City

developent primarily. San Diego has with the last

several years changed from & C .ty agency to a; regal

Port Authority. San Francisco, lng the lone State agency,

within recent months has become a City agency.

Oregon has City agencies generally and a State agency

Identified with the Columbia Rliver and airport structure.

Washing to has a system much Ilk that of Ploida,, involving

districts and elected commisioners, emana in state

'powers.

Turning to the Great Lakes,, the City harbor 4epartments,.

there in many cases have teen replaced by port abtorit1es

Including Duluth, Toledo, Cleveland and Buffalo. In Chicag

there is both a City port department and a Chicago Regional

Port Distria' under Stite auspices. Milwaukee remains a

City department, wheteas Detroit Is a port commi ssion under .

County auspices.

Every one of the port agonies, has developed in an

&tosphoe of local self-deter tion. As each port area

evolved, protection of the public interest of that ar"e
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from the standpoint of waterborne commerce and harbor

development has resulted in a port agency particularly

tailored to that area's needs. As a result, no two of

the aencies are ilick as poetical structures. Nor are

they alike as business entities.

Competing for a fair share of the nation's export-

import tonnage Is a large part of the Job of protecting

the local public Interest, and'this competition is very

keen among ports in the cargo producing centers here and

abroad.

Competing for industrial locations Is likewise very

keen, for this is "captive cargo" which is built Into the

port physical plant.

Seaport competition for cargo, given equal freight

rates and frequency of sailings, really boils down to the

provision of port facilities which offer efficiencies to

the shipper and steamship line. This competition has

resulted in the finest national port system on the globe.

It consists of 2,121 deepwater cargo terminals of

all types (bulk as well as general cargo) of which 1254

were constructed since l90O. The average age of the total

plant is 24.6 years, well under the typical amortization

period of 35 years.

In general cargo terminals, where the competition ins

248



-5-
very keen, 720 of the above terminals were built since

1946, their average age being 11 years.

Of these, 49 are container terminals built since
age

1965, average/4 years. Another 24 container terminals

are under construction and another 45 are in the planning

stage.

Almost the total investment in this system has been

by local public agencies through fully tax exempt bond

issues.

The Federal investment n ports has been mainly in

the form of deepwater channels, the U.S. Engineers being

responsible for navigable waterways.

The all-time Federal investment in channels since

1824 totals almost $1.5 billion, including maintenance.

'Comparing this to the historic local public investment

in marine terminals ($3.7 billion) means that port authori-

ties have invested more than $2.00 for every Federal dollar.

Customs collections at marine terminals for fiscal

1969 totalled $3 billion (excluding air cargo). The

Federal deep channel appropriation for fiscal 1970 will

probably be $35.5 million.

Thus on ports alone, the Federal Government has a

very advantageous arrangement here. A 10,000% annual cash

flow return on its dollar of annual investment as the minor

partner in the joint venture.
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The technology of world shipping is undergoing

rapid change. Thanks to the competitive public port

system of the United States, the nation's world gate-

ways are keeping pace and indeed assumed an early

leadership position in urging now technology.

The Senate Finance Commitpee should very carefully

consider that a major national asset, totally dependent

upon local tax exempt issues for its progress, is being

destructively dealt with by those provisions of H.R. 13270

which directly or indirectly hamper marketability through

taxation.
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NEW ORLEANS. LA., U.S.A. 70130

September 12, 1969

Senator Russell B. Long, Chairman
Senate Finance Committee
217 Old Senate Office Building
Washington, D. C. 20510

Dear Senator Long:

For as long as we can remember, ot communities have been
building schools, roads, hospitals, sewers, bridge, waterwoa. and
port improvements by Issuing long-term, low interest municipal bonds.
The interest on these bonds (and, therefore, the cost to the tax-payer)
is lower than on other securities because historically a,d Itionally end
onsttutionally it is empt frta all dMral Inoome taxes.

in the 5o'called tag reform .bill passed by to HRu of Repre-
sentatives, and now being considered by your Fliance Committee, most
important among the proposals, we understand, is taxation of munictpal
bonds. In our opinion and that of bond experts such a pla would be most
inimical to our State, particularly with reference to Pash and City school
bonds and the propoend bond issue for te Port of New Orleans which is a
must if ou port s to maintain is position as the second major port of
the nation.

If the House Bill was enacted into law in its present form, it is
our feeling that the market for tax-exempt securities would be significantly
and lastingly damaged; municipal bond purchases by individuals would be
substantially reduced; Interest rates on municipal bonds would materially
rise, the excess costs thereby resulting on the community at loe for the
sake of punishing the few who might buy large quantities of such bonds;
the preferential position of municipal securities In the capital markets
relative to taxable issues would be Impaired.
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Senator Russell B. Long, Chairman Page Two
Senate Finance Committee September 12, 1969

Only several days ago the Parish of Jefferson proposed a school
bond issue for $10,,000,000. for the purpose of building much needed
schools aind not a single bid was received.

We strongly urge that you oppose any legislation that might
jeopardize the long-standing, highly successful and economical system
of tax-exempt municipal bond financing. Unfortumately and with much
regret we will not be able to appear before your committee, however,
we are sending you under separate cover twenty copies of this letter
and kindly ask that it be made a part of the record of your Committee's
hearing.

Sincerely yours,

Now '7 Board of Trade, Ltd.

Kent Satterlee, President

Alex C. Cooke, Consultant

KI:AC:mlm

cc: Senator Allen 1. Ellender
245 Old Senate Office Building
Washington, D.C. 20510

Senator John C. Stennis
209 Old Senate Office Building
Washington, D.C. 20510

Senator James 0. Eastland
2241 New Senate Office Building
Washington, D. C. 20510
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STATEMENT OF J. EWON 01113, GEZRAL MANAGBR
PORT OF SEATTLE , SEATTLE, WASHNmONj, BEFORE
THE SBATE FINANCE CODEITTEE SPTMB 22, 1969
ROOM 222? NE SEATE OFFICE BUILDINGs ON H.R. 13k70,
AND OPPOSING PROVISION REMOVING TAX EXEMPT STATUS
OF LOCAL BONDS ISSMJD IN DELVElOPMET OF PORT
FACILITIES, WHICH WOULD RESUIm IN GRETL INCREASED
AID POSSIBLY PROHIBITIV- IMST COSTS, HONORABLE
RUSBELL B. WIG, CHAIMA OF THE SENT FINAmCE
COIMMITTI, PRSM ING.

The Port of Seattle is a special purpose naicipal

corporation of the State of Washington established for the

purpose of owning and operating marine and air terminals within

the area of Seattle and King County. The Fort founded in 1911

is under the management of a five-member non-partisan, non-

salaried Port Commission elected by the voters of King County.

The Port owns 15 working ocean terminals, a grain elevator,

special facilities for container vessels, related warehousing,

three small boat harbors for pleasure and fishing craft and the

Seattle-Tacoma International Airport. Current book value of the

Port of Seattle facilities after depreciation exceeds $150

million and gross operations in 1968 were in excess of $12

million.

Currently, the Port has under way an airport expansion

program which will require expenditures in excess of $100 million

during the next three years. This program includes the construc-

tion of the second parallel rumay, major terminal enlargements

and highway Improvements.

The Port also has under construction a new grain elevator,

estimated to cost in excess of $13 million, several new marine

terminals and additional warehousing and other improvements

255



-2-

related to Its water front operations.
The Port of Seattle wishes to register Its protest to

the enactment of H.R. 170 as approved by the House of Repre-

sentatives. It is our considered opinion that the measure

which Is now before the Senate destroys the independence of

states and municipalities. No amount of argunnt by Treasury

officials nor committee members can change the fact that this

measure is aimed at destroying the municipal bond market, and
has already had a serious impact on that market and made

exceptionally more difficult the problem of financing important

local public works.

The principal argument presented by the Treasury offi-
cials and by others supporting this measure Is that certain

citizens have used the tax exeapt municipal bond to avoid paying

their fair share of taxes. It should be noted, however, that for
the privilege of buying municipal bonds these Individuals have
received materially lower interest rates. Presumably the market

place has reflected only the saving in tax to the Individual and
that individual always had the option to purchase the more

lucrative securities of the taxable market which would as a

practical matter yield him approximately the sae nt return.

The effect of the Treasury's proposal which Is contained
within H.R. 13270 is to enrich the Federal Treasua at the

expense of local property taxpayers who underwrite the majority
of the municipal boods sold In the United States. In the long

haul, these property taxpayers will be the ones who will pay the

added burden, the wealthy will simply receive a Mher interest
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rate. It 1s clear, therefore, that this legislation, so far as

mInicipal bonds are concerned, does not tax the wealthy.

Instead, It taxes the average citizen. The average home owner

will end up paying higher taxes to support his schools, roads,

public hospitals, ports et cetera, and the wealthy will receive

a higher interest rate to coapensate them for the added tax. If

the wealthy do not get the highr rate, they simply will not

enter the micipal market at all. They will invest their inoney

as they have always been able to do in premium corporate

securities which pay substantially higher rates of interest.
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ATONMYST AT RAW
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LOUISVILLU, XKwmTUci 40O00

CORN96JUS V& GRAPIOe
40 0. EUON

IJLUN ". FL9I1CNSN
SMNC(Se I.NAStII, Jm.

BEFORE THE FINANCE COSI4TTEE

OF THE SENATE OF THE UNITED STATES

IN THE MATTER OF:

THE TAX REFORM ACT OF 1969 (H.R. 12370), IN SO FAR
AS THE ACT UNDERMINES AND VIRTUALLY DESTROYS (WHILE
GIVING SOME APPEARANCE OF NOT DOING SO), THE EXEMPTION
OF INTEREST ON STATE AND LOCAL BONDS ISSUED FOR SUCR
ESSENTIAL PROJECTS AS SCHOOLS, WATER SYSTEM, SW R
SYSTEMS, RELIEF FRGM WATER POLLUTION, HOSPITALS, COURT
HOUSES, CITY HALLS, ROADS, AND THE LIX9.

MY IT PEAs =H -COIHTTEE:

As a Municipal Bond Lawyer with more than 30 years'
experience, largely in working with the smaller
comiuties of Kentucky, I wish to be heard on the
point that these smaller commities simply cannot
survive this legislation in its present form.

Sections 601 and 602, with an appearance of innocence
which assume naivete and downright stupidity, seem to offer a
harmless and deceptive new choice on a voluntary basis, while
leaving undisturbed the privilege of issuing tax-exempt bonds
as in the past.

But quite obviously, the provisions in Sections 301 and
302, providing for such euphonious "refoms" as Limited Tax Preference
and Allocation of Deductions, will so destroy the marketability of
tax-exempt bonds as clearly to indicate that there is really no
choice at all.
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The mailer commuLties, for which I am undertaking to
speak, will be unable to market tax-exempt bonds; and when effectively
forced by this legislation to seek the federal interest subsidy which
Is supposed to be just as good, they will learn that this is not an
acceptable or workable substitute. Then it will be too late.

The essential and tragic fallacy lies in the assumption,
which is false that an interest subsidy, even in the maxima amount
of 40 which is permitted, will make taxable bonds as marketable and
effective as tax-exeapt bonds, at the ame cost to the small
community, and with the federal government making up the difference.

Somebody is engaging in spinnrng out a self-pleasing but
very foolish day-dram. I have a mental picture of so-called experts
in the Treasury Department who entertain a theory that there is no
difference between a taxable bond and a tax-exempt bond that cannot
be made up, in any and all events, by a ,40 interest subsidy. #And
I have no doubt that they prove their case by producing the published
averages of Dow Jones, The Daily Bond Buyer, and others. These
averages have little or no significance in the cases of bonds offered
for sale by little communities -- they are openly published as being
averages of bonds offered and sold by the biggest issuers, the house-
hold names, and the credits which have long and reassuring histories.

The same averages and theories are wholly without any
realistic relation to bonds offered by little issuers, nams un-
familiar to the Investing public, and credits which venture into
the market-place for the first time. If these are effectively
deprived of the historic tax-exemption which gives them the only
break they have ever had; then, subsidy or no subsidy, they will
be obliged to go out in open competition with the Sold-plated namesa
of the great corporations which are listed on thv Exchanges and deal
in terms of millions and billions of dollars.

This can be called "competition," if you like, but only
in the cynical sense in whLch It might be suggested that the local
high school football team may fairly "compete" with the New York Jets,
the Baltimore Colts, or the Green Bay Packers; the argument apparently
being that the hospital and surgical bills will be paid by the govern-
ment, so everything will be equal.

In high school footba1 in Kentucky, as I believe to be
the case in many other states, schools are put in different classes

'-f 2-
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according to size; so that the big ones play the big ones, the
mediums play the mediums, and the little ones play the other
little ones. Each has a chance to become a champion -- but among
equals, and not with the odds rigged against them. So &lo in
boxing, where featherweights are not put in the ring with heavy-
welghts.

I carry no torch, nor sheod tears of sympathy, for certain
persons of great wealth who are shown to have avoided payment of
federal income taxes, in whole or in part, by investing %bstan-
tially in state and local tax-exempt bonds. Nor am I qualified by
education or experience to weigh the right and the wrong of avoiding
taxes by asking charitable contributions. These practices are held
up as deplorable "loopholes" which make people very angry and are
said to threaten a "taxpayers' rewlt."

But it seems to me there is a certain mouat of blindness
or at least myopia about all this, in terms of perspective. Out of
perhaps 200 million people in the United States, it appears from
statements by proponents of this "Tax Reform Bill," " found in th
Congressional Record (August 7, 1969, page M7073) that there are
155 persons worthy of being held up to the rest of us in horror oa
this account.

The idea of curing 155 cases of this sort at he cost of
destroying what little ability small commoantios may have to finance
essential local improvements (if they can do it at all), seems to me
to be like drowning the faithful family dog in order to drown his
fleas at the same time. no doubt the fleas will be drowned, and
then we will adjourn to the back yard and bury Old Mover. Ws
makes sensa only if you hate does; not just because you hate fleas.

I "saum that if I were testifying before this Cmittee
in person, instead of submitting this written statement, -- I would
be interrupted at this point (if not considerably earlLr), with a
suggestion that I justify my essential premise by explaining just
why it is that an interest subsidy of up to 40% will not, in fact,
serve as the equivalent of exemption of.interest from federal
income taxation in the first place.

There is no trouble at all in making such an explanation --
and to the experts who may still be doubters, I can only suggest that
they com down to Kentucky, prepare bond issues for little camani-
ties, and sea what happens to them. They have a hard time getting

up33.
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noticed. Even with the benefits of tax exemption, the best of
engineering service, and competent and vigorous sponsorship end
financial assistance from licensed underwriters, they sometimes
fail to receive a purchase bid. In many instances they can obtain
no encouragement from dealers and investors, and have no choice but
to look for grants and low-interest loans from the federal govern-
ment, which virtually monopolizes the readiest sources of tax
revenues and therefore has all the money. If government grant and
loan resources have been exhausted (which is as often the case as
not), they wait in line for the next fiscal year's appropriations --
or give up and do without.

The principal bond-purchasing officer of one of the big
New York banks told me one day that he could give consideration to
bonds of the Comoealth of Kentucky, the City of Louisville, and
perhaps seven other cities and the counties in which they are
situated. The other cities, counties and public bodies of Kentucky
could not be considered because they were not covered in published,
official source material, generally could not obtain ratings from
the standard rating agencies, had no credit history, end were
offering bond issues too small to warrant the expense of an
independent study of his own.

A high-ranking officer in a nationally-known underwriting
firm explained to me that during the average week his staff has
opportunities to participate in 50 to 100 bond syndicates -- that
it was impossible to give thoughtful consideration to more than 20,
and that the rest simply had to be passed up, regardless of the
fact that they might very well have merit. The ones that are passed
up are naturally the little ones that need help the most. I m not
complaining. These are the facts of life.

Our small communities, having no impact in the national
markets, owe their successful financial ventures, when they happen,
to a combination of two factors -- the tax-exempt status of the
bonds they can offer, and the loyal and vigorous support they get,
in meritorious cases, from investment banking firms operating out
of Louisville and Lexington, Kentucky, Cincinnati, Ohio, and
Nashville, Tennessee. These fine firms, well acquainted as they
are with local conditions and neighborhood customers for bonds in
small lots, constitute the only available market for those bond
issues that cannot survive in the national market, yet have merit
enough to warrant distribution, with help. Otherwise there is no
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place to go, except to governmental agencies for grants and what
amount to sub-marginal loans.

But all of these nearby dealers will tell you, I believe,
that without the feature of tax exemption working in their favor,
the small bond issues they can otherwise manage to distribute
with persistent effort might as well be forgotten in the face of
the Tax Reform Bill of 1969. The little communities will be
reformed out of existence. If a purchase bid cannot be obtained --
a subsidy of 40 of nothing is nothing. Letcher County, Kentucky,
cannot compete with General Motors.

Even the small local investors are already alarmed and
their faith in their national government has been shaken. The
doctrine that the sovereign governments of the States may not tax
the sovereign government or agencies of the United States was
originally enunciated by the Supreme Court in a case where it was
the United States that was the party seeking protection, and which
obtained it. It is scarcely imaginable that the doctrine does not
apply in the converse, when the idea is advanced that it is somehow
permissible for the United States to tax the governments, agencies,
and subdivisions of the several States. The Supreme Court has
so held.

Exemption of interest received on bonds of the States,
their municipalities, agencies and subdivisions has been in the
income tax laws, and in the regulations implementing the income
tax laws, as long as such laws and regulations have been in
existence. The basis has always been Justice John Marshall's
truism that "the power to tax is the power to destroy."

It has been upon the faith of these long-standing laws,
regulations, and repeated interpretations of them, that investors
large and small have purchased state and local bonds upon terms
favorable to public issuing bodies -- terms which could not other-
wise have been justified. Now these investors are confronted by
legislative proposals that seek to obtain by indirection and
circuity what the Congress obviously knows it cannot achieve by
a direct and frontal constitutional attack.

It is disconcerting to be confronted with a rather sly
and pleased suggestion of one's own government that a way may have
been discovered to accomplish what cannot be done forthrightly, by

-5-
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simply wiggling around the end and back of it. The States, their
governments, and large public bodies such as the Nsw York Port
Authority appear to be big enough, and possessed of sufficient
means, to be heard -- and we are confidant that they will speak
up -- hopefully on behalf of small investors as veil as in their
own defense.

The small investor, and the small public issuing bodies,
can only sit still and be bewildered. A course of action in the
direction now suggested may be constitutional, while at the sme
time constituting a crashing breach of faith. The present
administration even suggests publicly that the underground erosion
of the historic and traditional tax-exempt status of state and
local bonds be applied in retrospect to bonds which were issued
when the law was clearly otherwise. It would be bad enough to be
given warning of the future so that one might avoid getting Into
a trap. It is not in accord with ordinary standards of good faith
and morality to have the trap sprung on what has already been done
under different around rules.

It is a cause for legitimate wonder when government acts
toward its citizens in a manner which, if used by citizens against
their governmnt, would doubtless cause speeches to be made in
high places, and perhaps investigations to be ordered and indict-
ments to be sought.

And all this seems stranger still, when one observes that
although the government long ago abandoned exemption of interest
on its own bonds from its own income taxation -- yet when it felt
the necessity to obtain from private sources the most inexpensive
possible money for its vast tousing program, it (a) by law made
the bonds incontestable, (b) by law pledged the full faith and
credit of the United Staes to their payment, and (c) by law
exempted interest there i from "all taxation now or hereafter
imH9.mkL th Unite M es." (The United States Housing Act

H.R. 12370 Is some 368 pages in length, and I cannot
pretend to have read and understood all of it, or indeed any very
substantial part of it. But I have read published summaries and
analyses, and I have yet to find any suggestion that the government
proposes to subject the housing bonds which it has thus guaranteed
and exempted from "all taxation now or hereafter imposed by the
United States" to the destructive proposals which are directed

-6-
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toward state and local municipal bonds by the legislation bera
under consideration.

I am reminded of the long-protracted litigation between
the Dollar Steamship Line and the United Staes; wherein the
United States, shamefully but obviously without any sense of sham,
refused to obey a final Judgment of its own Supreme Court, and our
Supreme Court. After the case was decided against it, the United
States persisted in attempts to litigate, in the District Court
for the Northern District of California, issues which had already
been litigated to final conclusion.

In United States v. jollar at *i. (1951), 100 F.Supp. 881,
there is to be found a long and indignant discourse by Judge iwphy
on the subject of the govaroment's behavior. It is, we think,
appropriately brought to a climax in this passage (see p. 889):

"ihe government should not be permitted to avoid
liability by tactics that would never be countenanced
between private parties. The government should be an
example to its eitizns, b i
example and not bad one." (fthis suppi ed.)

Someone has said what somebody ought to have had the
courage to say.

I agree.

Submitted by:

GRAFTOi, FZK SON, FIISCUI & iA15m
.oom 403 - 310 West Liberty Street

Louisville, Kentucky 40202

September 16, 1969

7-
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September 15, 1969

Honorable Senator Russell S. Long
Chairman, Senate Finance Comittee
New Senate Office Building
Washington, D. C. 20000

Mr. Chairman:

The Bellevue School District of Bellevue, Nebraska wishes to
file testimony in opposition to section 301 of H.R. 13270.

We oppose this section of the bill for the following reasons:
(1) We believe that those individuals who are buying municipal bonds
are already indirectly taxed by accepting a lover return on their
money. (2) We are of the opinion that if this section of the bill
becomes law the inevitable litigation to follow'will make the municipal
bond market an uncertainty for many years. (3) Any attempt to eliminate
or curtail the issuance of tax-free municipal bonds can only weaken local
self-goverment and place greater power in the federal bureaucracy in
Washington. The citizens of our community are qualified to determine
the needs of our school and the ability of this community to meet those
needs.

As a federally impacted school district we have experienced a
government program for building. The conclusion we have reached based
on this experience is that the time lapse in appropriation does not
allow this district to meet its immediate needs.

Our district is attempting to scll bonds at the present time.
We have been unable to sell the bonds because of this proposal under
consideration by the Congress. Because of rapid growth our district
must sell bonds to meet the need for additional facilities. We urge
this Committee to reject the proposal to tax municipal bonds.

Sincerely,

Superintendent

Wt(FL)/jlg

QUALITY ZDUCATION IN .1I3RANKA'5 FASTKST GROWING CO=XM=UY
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Tax Reform and the arket for Mmicipal Bonds*

by

260ard F. Renshawe nd Donald J. Reeb
Ora&ate School of Public Affairs and Department of Icomics

State DAiverity of ew Tork at Albon

1. The debt of state and local goveiuent Is no in excess of $140 billion and
has been projected to grow at a faster rate than the aggregate economy through 1975.
Th market for tax exempt bonds is largely Ulnited to commercial benks and a few
wealthy individuals whose assets ar not likely to grow as rapidly as the econm.
My states are now paying over six percent Interest on new Issues of mnieipal
securities and at these historic rates are unable to find buers for about half of
the normal volume of new Issues.

2. he current crisis Is likel to contime owing to:

(a) a much slower growth in the money supply hich will force banks to
ration credit more carefully,

(b) a preference on the part of bmak for business low# a opposed to
investment in municipal bonds,

(c) possible chains in our tax laws vhich will reuc the cash flow
of corporations and finencial institutions, and

(d) a tremendous pent up daend for credit to provide housing, auto.
mobies and consumer durable& a maturing baby boom and the return.
Ig G.I.' from Vletnen.

3. Recopizing that state and local governments will face a continue problem
In finding financing for needed public construction, the members of the iouse of
Representatives have Included in their tax reform bill a provision ihich would permit
the Treaszy to provide state and local governments with a direct Interest subsidy
If they elect to isms taxable bonds. Mhis provision would:

(a) provide the Treasury with a cla madate to gradually eliminate one
of the most glaring Inequities in our federal tax system, and

(b) make it reasonable for the financial officers and managers of the trust
funds of state end local governments, who now administer over $0
billion in financial asstes, to help solve the current crisis.

. No Urban development bank would be large enough or possess enm local appeal
to accomplish these ends. Congress and the Treasury can afford to be generous In en-
couraging state and local governments to abandon tax exempt securities in favor of a
more equitabl system of public finance. The Increase in takes which would accrue to
the W Treasury can be expected to offset eva the maxim subsidy of 10 percent
which would be permitted in the House bill.

5. he lack of basic data on which to assess the effects on the market of other
provisions in the House bill vhich might tax sme of the Interest on tax pxmpt bonds
to untfrtunate. It and problems related to credit rating and other w state and
local government can reduce the cost of borrowing high lUght a need for a major
study of the micipal bond market.

lBtatemept prepared for Senate Finance Coittee Hearings on Tax Reform, September 1969.
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1. TAX M I 10 A

The debt of state and local governments-nov in excess of $1.0 billions-

has grow at about eight percent per year since the end of World War I and

has been projected to grove an average rate of about seven percent per year

through 1M.1 The market for this debt has been constrained by the implicit

form of the subsidy and its dependence on the federal personal and corporate

income tax rates. That is, the size of the subsidy varies directly with the

marginal tax bracket of the holder of the bond. The result has been that

nearly seventy-five percent of the state and local debt is owned by cmercial

banks and high income individuals.

Household demand for municipal securities grew at a fairly stead rate

in the early post war period and then reached a state of near saturation in

1955 when additions to total holdings mounted to more than three billion

dollars. Between 1955 and 1966 household demand declined to an average

increase of less than tvo billion dollars. In 1967 and 1968 demand for new

issues was not sufficient to replace retirements. It became increasingly

clear from the periods of monetary restraint such as 1966 and 1969 that a very

high interest premium must be paid to induce a significant number of new

individual investors to enter the market for micipal securities.

Comercial banks absorbed about 75 percent of the net increase in

municipal securities in the seven year period from 1962-68. Dominance in

this market appears to have been related to a high marginal tax rate and an

unusual growth in the money supply (8 percent).

1The Joint Economic Committee, State and local Public Facility Needs
and Financing, December 1966, Volume 2, p. 35.
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See column (3) and (4) of Table 1. In the preceding fifteen year period

(1947-1961) wben the momey supply, was going at a much slower rate (3 per-

cent), comercial banks were wiling to absorb mly 27 percent of the in.

crese in smicipal debt.

Table 1

The Ca~osition of Comercial Bank Assets in Relation to Interest
Incentives and Changes in the Money Supply Including Tim Deposits

The United States 1947-68

Other Securities
(which are Boi
MInCIpals) as a
Percent of Bank

IMS(1)

23.6
22.2
24.5
24.3
23.7
22.6
22.2
23.7
20.8
18.5
19.6
21.1.
19.1
18.3
19.8
21.8
23.4
23.1
23.3
23.4
27.0
28.1

S&P's High Grade
)hnicipal Bond
Rate as a Percent
of the Average
Short Term Bank
Rate

95.7
96.0
82.5
73.6
64.3
62.8
73.7
65.6
68.
69.8
77.9
82.o
79.0
72.3
69.6
63.6
61.5
64.5
64.6
63.7
66.0
67.5

Percentage Growth
in the Money
Supply Including
Tieposits

(3)

-. 7
.0

3.7
5.3
4.8
2.7
4.1
2.5
1.9
2.2
6.8
1.4
2.2
6.6
7.4
8.0
7.8
9.7
4.8

11.0
10.9

Increase in ftrk
Holdings of
14micipals as a
Percent of the
Total Increase
in Municipals

(4)
64.3
20.0
29.6
53.3
44.0
37.0
14.0
32.7
2.0
4.3

22.2
53.1
10.2
12.0
39.7
64.3
94.5
59.3
82.0
40.0
89.181.44,

Source: Economic Report of the President and low of Funds
Statistics of the Federal Reserve.

a. Estimated by the Investment Bankers Association
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Year

191.7
18
49
50
51
52
53
51
55
56
57
58
59
60
61
62
63
64
65
66
67
68
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in the second half of 1%66 and in the first eigbt mowth of 1969 comrcial

baks sold moe mnicipals than they purchase. Olhie one would aspect bak

demand to laprove somewhat as inflationary pressures begin to es there

are several reasons for supposing that the total nLn of mus~cials held

by comercial banks misht not amw at all In the next few years. If this

rather pessimatic view Is warranted, state and local governents will either

have to find new sources of financing for from eight to ton billion of public

improvements each year or cut back on their capital accuelation drastically.

2. TU FU NARWT

Five reasons can be advanced in support of a pessiistic view of bank

demand for mmicipals. 2he first reason Is the monetary outlook. The per-

centage growth in the money supply including time deposits hM already

declined sharply from the eleven percent growth rate which prevailed in 1967

and 1968 and will probably not be permitted to grow at an average rate of

more than five percent per year in the next few years. If past relationships

were to hold, this would man that bank demand should fall to less than half

of all net new issues of muicipal debt.

. Secondly, the unprecedented demand for credit that Is likel to result

when the baby boom reaches maturity and the econey strives to provide more

consaer durables could cause bank demand for state-local bonds to fan even

lover than would be indicated by past history. In addition, it should be

remembered that ocercial banks have always tended to give first priority

to the needs of business and to only invest their "excess fun4sv in other

securities such as municipal bonds. In his book on the nagement Policies

for Coaercial Banks, Howard Crosse, Vice-Preeident of the Federal Reserve

Bank of New York, has stated this preference In the following way:
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So Policy approach advanced In this book ha stressed
the primary obl ition ofa commercial bank to serve the
credit needs of the oomnity. It hu emphbaise, also,
the need for protective liqdity Ani has advocated the
provision of sufficient additional lquid assets to met
any foreseeable local demand for lon. gum in some
areas, however, or at son times, vill have prodded
adequate liquidity, grated all the sound loans t can,
end still have excese funds to invest. Funds so emplopod
represent the bank's "Investmsnt portfolio" as distin-iised
from its liquidity position and its loan account. 2

tate and lal bonds are ga considered to be part of a bank's

Investment portfolios

Corporate demand for bank loans surged from a net inerese of less than

3 billion dollars in the eary 2960's to over nine billion in 1965 and has

since held at about twice the average level of the earlier period. The

iqact of this demand on the portfolio of co mrcial baum has been

especially moad in the came of the large New York City Banks. The five

largest NYC banks had about 10,3 percent of their assets invested in

municipal bonds at the end of l964; by the end of 1968 this fire bad dropped

3to 7.3 percent--a decline of three perentage points Yhile other banks did

tend to increae the share of municipals in their portfolio during this

period of timid, none of larger NYC bank vere inclined to do so.

As large corporations turn increasinay to banks in other cities and

foree unincorporatedd businesses to pM for gods received more euioIJ

it is likely that many more banks wl feel omqpeed to Make a permanent

reduction in the share of usets invested in toipal securities.

Cliffs, NeW Jerseys MAG &PLN e21

3 Those percentages are based on sIple average that were not weighted
for differences in total assets. A weighted average decline In the proportion
of municipals would be mailer since the two largot ban only decreased the
share of assets invested in micipal by a little over one and one-half
percentage points.
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A third factor to consider is the HMO55 of Represntatives tax reform

bill. Section 703 proposes the repeal of the s n per cent investment

credit and the extension of the corporate surcharge tax (Section 701). The

amount of ftms that are available to businesses will be reduced by nearly

4,0 billions by 1971 if these two provisions are enected.5 This would force

large corporations to relie more heavily on the credit obtained from large

banks and be less generous in supplying credit to retail astablishonts, inturn

forcing the latter to be more dependent on loam from local banks.

Fourthly, the market for municipal bonds will be decreased if Congress

adopts the Treasury's proposal to grant banks a special tax deduction when

they invest in residential construction, make loans to college students and

accept SEA guaranteed loans. The Treasury proposal not only provides a

direct incentive for banks to discriminate against municipal bonds in favor

of other kinds of investments but also contains an "allocation of deductions"

feature which would include tax exspt interest. Sims over 50 percent of

the net income of maW commercial banks is from tax bonds, it see likely

that some banks would have to sell municipal obligations to take advantage

of the now subsidy.6 Most individuals, on the other hand, do not Invest a

very high proportion of their assets in municipal bonds. It stands to

reason, therefore, that an allocation of deductions principle applied to

financial institutions could have a decidely more negative Ipact on the

municipal bond market than the allocation of deductions formula applied to

individuals which the Treasury would ilke to see retained in the House bill.

4 U.S. Congress, H.R. 13270, "An Act to Reflorm the Income Tax Lms,"
August 8, 1969.

U.S. Congress, Tax Refbrm Act of 1969, report of the Comittee on Ways

and Means, August 2, 199, p. 19.
6 Benjamin A. Okner, Income Distribution and th Federal Income Tax,

(An Arbor: Institute of Public Administration, the Unversit of MKic n,
i966), Table A-l, p. 83. It is estimated that only 1.1 percent of all
investors in municipal bonds invest more than 25 percent of their assets in
municipals.
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Another important consideration, from the point of view of these hearing

is that an effective housing program Is almost certain to divert thrift deposits

from commercial banks to savings and loan associations which do not provide

a significant market for municipal bonds.

Since 1947 commercial banks have maintained a remarkedly constant proportion

of their total loan portfolio in mortgages. The average ratio for the period

197-68 was about 26 percent and has actually trended down slightly since

1963. The Comparable proportion for savings and loan associations is nearly

100 percent. New deposits in savings and loan associations increased from a

little over one billion in 1947 to more than eleven billion in 1963. jar

portions of this flow of potential mortgage money have been diverted to

commercial banks in recent years, however, as a consequence of changes in

regulation which permit banks to pay higher rates on some time deposits and

restrictions which have been police on the rates that savings and loan

usociations may pay on their deposits. The result, of course, is that

housing starts are now significantly lower than in 1963 when family formtion

was considerably less than it is today. The most effective way to increase

the flow of saving, ping into residential construction would be to permit

savings and loan associations to ka pay somewhat higher rates of

interest on time deposits than commercial banks, This has been the traditional

way of diverting savings into housing and is almost "certain to be resorted to

again If a proper balance is to be struck between residential and business

investment. Thus would result in a relative decline in commercial banks

time deposits--and a lesser demand for mnicipal bonds.

In our testimony before the Committee on Ways and Means on March 11, 1969

we estimated that there now exists a permanent shortage of municipal

financing amounting to at least five billion dollars per year and that the

shortage this year could be even greater if commrcial banks abandon the

municipal bond market as was the case in the second half of 1966.
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More than twice a many new issues of municipal bonds have been withrwn

from the market this year than in 1966. The slovness of the econaq to

respond to monetary and fiscal policy, the tremendous pent up dead for

housing and other types of consume credit, and the prospect that Congress

will enact major tax reform makes us even more convinced that the present

market fbr municipal securities canot be relied upon to provide aduate

financing for public facilities.

3. A New Arket

Recognizing that state and local governments will face a continuing

problem in finding financing for needed public facilities, the members of

the House of Representatives have included in their tax reform bill a

provision which vould permit the Treasury to provide state and local pvern -

ments with a direct Interest subsidy if they elect to issue ta=ble bonds

rather than tax exempt obligations. This provision has several advantages

over other proposals which would broaden the market fbr municipal

securities.

The met significant advantage of the House bill Is that it would prove

the U.8. Treasury with a clear mandate to gradually eliminate one of the

most glaring Inequities in our Federal tax system without reducing the

amount of capital available to finance state and local facilities.6  No

Urbank would be lag enofig to accomplish this objective.

A Federal Urban Development Bank could not be considered a fiscal

success unless its securities sold at a rate of interest almost equa to

Treasury obligations. This would make U.S. 1overnment bonds and the Urbak

debt very close substitutes. Since the Treasury is responsible for keeping

6 The law reads..."The Secretary of the Treasury..shall pa a find
Percentage of the interest yield...in order to encourage the states ad
poitical subdivision...to ake elections rto Issue taxable bonds * U.S.

onress, HR 32o, An Act to Fefbuom the Income Tax Lon, Augus , 1969,
p. 320,1.
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Interest on the U.S. debt as low as possible, it would tend to oppose large

Increases in the amount of Urbank debt for fer that these obligations will

drive up the rates of Uo.. government bonds and destromu ch of the yield

advatag that the Federal government has* traditionally had in competing for

funds in the private market. A small Urbank operation would ea added

delays to state and local borrowing, an onerous rationing mechanism, and an

extra layer of administrative costs in the financing of public facilities.

A direct interest subsidy to taxable local bonds would permit these

obligations to compete more directly with high grade corporate bonds, which

ar now the most preferred investment in the cash and security holding of

state and local governments. These holding amount to over 100 billion

dollars, In 1956 when interest rates were lover and the yield differences

between mmicipals and high grade corporate bonds were fairly negligible,

state and local governments held about 12 percent of their assets in muioipal

bonds. This figure has declined to les than three percent of total assets

in 1969. Corporate bonds during the same period of tin increase from 10.1

to about 40 percent of total assets.

While state and local gvernments would not have a very compelling reason

to support a market for securities of a Federal Urbank--.U.S. Sovernment

securities in state and local retirement funds declined from 50 to 20 percent

of total assets between 195146---there Is reason to believe that the

managers of these funds would feel a very strong obligation to support a fair

end orderly market for the table securities of their respective governments.

It seem likely, therefore, that a system of direct interest subsidies to state

and local governments that issue taxable bonds would provide a broader and more

competitive market for municipal securities than an urban development bank.

The severe fiscal problems of state and local governments meke it both

proper and desirable that Congress adopt a tax reform btll which persuades,

rather than courses states and local goverents into issuing taxable bonds.
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Since the Increased tame which would cure to the US Treasury can be expected

to offset evan the maximum subsidy of 40 percent which would be permitted in

the House bill,7 it Is clear that Congress and the Treasury can afford to be

generous in encouraging state and local governments to abandon tax exempt

securities in favor of a more equitable system of public finance.

Those attacking the exemption feature have generally recognized that state

and local governments benefit from tax exemption but have argued that exemption

te an Inefficient subsidy, If income toxs are progressive and if the volume

of bonds is too large to be absorbed by persons in the highest tax bracket,

tax exempt rates must be raised enough to attract capital from persons in

lower brackets, giving bond holders with higher incomes a windfall ain.

Bstimates suggest that the interest saving to state and local gover.iento in

the postwar period has ranged from about one-third to loss than two-thirds of

the revenue loss to the federal government,

There is one feature in the present bill which we feel should be dolted.

That is the provision which would lower the minimum subsidy that the

Treasury is permitted to pay state and local governments from 30 to 25 percent

in 1975. No rationale is provided for this reduction. It might be

considered breach of faith which Increases the uncertainty as to whether

congress really intends to phase out tax exempt bonds by offering a more

attractive substitute.

If the intention is to gradually eliminate the supply of outstanding

tax exempt bonds, the subsidy to qtate and local bonds will have to be increased

over time instead of lowered. This follows from the fact that fever tax

exempt issues will create a scarcity condition that will enable the outstanding

issues to be absorbed almost entirely by persons and institutions in the

very highest tax brackets. Its these groups which now obtain the largest

7 David J. Ott and Allan H. Meltser# Federal Tax Treatment of local
Securities (Washington, D.C.: The Brooki Institution, l963), p. 1.
L M rrckq "Exemption of Security Interests from Income Taxes in the
United States," Journal of Business, Vol. 19 (Oct. 1946), Prt 1, App.,
listed 1ii rsoltions T ntrod- i betwn 1920-1943 to reduce the subsidy.
Cited in Ott and Neltser.
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amount of windfal gain from the emess supply of municipals that is now

depressing bond prices and raising yields to historical highs,

The most important point to note in connection with other features of

the House bill which might tax some of the interest on municipal bonds is

that we reall have little or no infomation on the possible effect of these

measures on the market fbr municipal bonds Individual tax payers are not

required to report interest on munioipal securities. This lack of basic

data on which frame an important public policy highlights a need for major

study of the municipal bond market, In the remainder of this paper we wil

cite some additional reasons for undertaking such a study,

1. Some Notes on the Need for a Major Study
of the Municipal Bond Market

That portion of the Federal debt which was not held by the Federal Reserve

or agencies of the U.S. government was about 18 time as large as the debt

of state and local governments at the end of World War II and Wa actually

declined somewhat since 194% The debt of state and local governments, on

the other hand, has grown at about 8 percent per year and is now more than

half as large as the not Federal debt, It put trends continue, it will be

only about five years before state and local governments will place in the

hands of private investors more debt than is (now) obtained from the

Federal (ovqrnmnt. 9

9 This projection subtracts US, Oovernment securities that are ovned by
state and local governments from the not Federal debt. About seven years
oul be required for the debt of state and local governments to exceed the

total not Federal debt, if past trends continue. Data are from the Economic
a port of the President p. 303 and the Joint Commttee Print on Sta ndE

fMM d W inancing Dec. 1966, Vol. 2l p.
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hi moor volumes have been written on the "burden of the national dbt,"

ocq)61tively little attention Us beo paid to the mnagment of state end

Ioq* debt. 10 Two of the mst prestigous college texts devote only one

paz.ropap to problem connected with the wmioipel bond market,.U

It has become increasingly clear In the last 2 years that the present

mrket -for munioipl securities is too narrow to provide the facilities that

vii be noo4hd by etate and local govements in the decade a ad.o2  iing

concern on the part of public offiolale has inspired a large number of

alternative #arrangemts vhih ae now being given serious consideration with-

in the broader context of tax reform. It is to be hoped that a method will

soon be worked out to provide state and local Vvewients with an attractive

direct interest subsidy that will not only broaden the market for m nicipal

securities but also end the stiga of an inequitable tax Lysm.

If Congress amw enact something almsg the lines of the 'dual, upon'

proposal which wa recently suested by the National overnorsI' Ooane oe13

10 The new 5 Investigation which was promned to lqly a broad baoed
study of the security markets wi not devote much eof rt, s near "s we oa
deterdme, to problem connected with the mnLoipal bond mark t

Richard A. Muspave, Tbo ft r a W L I (Nev York: McOw-
RIU Book Coqay, 1959), p. M. Ows TIED a P is devoted to
borroingbylocal goverm ats. Joba 7. me, t in&e (Mmood,
Illnoiss Richard Irvin, Fourth Nition, 19)9 p. We One ara t S
used to surmarize the conclusions of Ott and Nelter In their movogpaph
edel Tax Treatment of State and loal Securities (Washingto, D.C.

95oxing IstitutO, 3 e Mo). M M ~ or mrk In this ar by
academic economist S the now out.oftdate book by Poland I. obinson, t
war Market tor State and tocal ovrument Securities (Nov York: Wati

u e u of I Mono s a)Resa rch, 19 ). .....

12 In the even ye period from 1962.68 ommercial banks aborbed about
75 percent of the net increase In municipal bonds* Th was made possible by
an unusual poth n beak depots. In the preceding 15 year period whom the

mne" supply, Including time depoosts, e moving at a mare nomal rate,
oomercLal bek wore willing to absorb only 27 percent of the increase in
mnicipal debt.

13 %aV1,Sre Ju na yS, 5 1969, P. 3.
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there will still be a need for a follow-up study to determine whether the

yields on taxable municipal securities compare favorably with other interest

rates and to consider the benefits and costs that might be associated with

various arrangements to improve financial informational and further reduce

the cost of state and local borrowing.

Options such as permitting the Federal trust funds to hold state and

local bonds and the creation of a Federal system of state urbanks are

particularly worthy of study. It would also be interesting to know whether

the same objectives could be obtai:,el ty simply creating a new type of

Federal Deposit Insurance Corpoxation to insure the interest and principal

due on state and local bonds. Of even greater concern to some public officials

is the fairness of the existing municipal security rating system.

Are Bond Rattinge Meanigful?

In July, 1965, Moody's Investors Service lowered New York City's credit

rating from A to Baa. The react ion of finance administrator Foy M. Goodman

"touched off a national debate on bond ratings" which eventually resulted in

two hearings on the subject before the subcom ttee on Economic Progress of

the Joint Economic Comnittee in December 1967, and July 1968.

In March, 1968, Senator Proxmire and Representative Patman introduced

identical bills to establish a government corporation patterned on the

Federal Deposit Insurance Corpcration to guarantee the payment of interest

and principal on state and local bonds. The preamble to this bill contends

that states and local government are bring forced to pay excessive interest

Some states such as North Carolina tave actively supervised the
information and procedures used to issue local bonds. It would be interesting
to study whether this effort has been successful at improving the bids
received by localities.
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owing in part to "the failings of the existent municipal securities rating
ggrtem.",15

One of the best vas to indicate a need for an independent study of the

sinnicipal bond rating system is to observe the pattern of ratings which emerges

when states are ranked on the basis of total personal income divided by the

amount of debt outstanding which pledges the state's full faith and credit

to guarantee both interest and principal. Total personal income is surely

the best single measure of the taxable revenue base that is available to mat

states. One would expect such coverage to be an important determinant of

credit ratings. It is clear from Table II, however, that Moody's ratings give

little weight to income coverage. Twenty-one states, with lower credit ratings,

have higher personal income coverage than either Vermont or Connecticut, both

of which enjoy a triple-A rating.

The lack of relation between income coverage and credit ratings raises

a serious question as to whether Moody's ratings are sufficiently objective

to provide a fair and reasonable standard of investment quality. An in-

depth study of available information and factors that might be used to

establish a more objective rating system is not only in order but would seem

necessary if states are to be encouraged to make maximum use of their general

borrowing power in support of needed state arA local facilities.

State Assistance to local Governments

In 1966, 17 states had credit assistance program to aid local governments

In financing public facilities.16 The majority of these programs use the

state's borrowing power to make direct loans to local governments for such

purposes as educational facilities, public housing, road construction, sewage

15 The two bills were re-introduced into the 91st Congress as Senate Bill

8.39 and H.R. 2.
16 Carol Krotzki and George A. Bell, "State Credit Aid for Public Facilities,"

State and local Public Facility Needs and Financing (Washington, D.C.: Govern-
ment Printing Office, December, t19) Vol, 2, p. 7-101.
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and airport facilities. The trend toward greater use of state borrowing

power to fia nce local facilities would be greatly accelerated if Congress

and/or the several states develop a system of state urbanks.17

This modification to the concept of a single urban development bank

would seem to imply that states and local governments might be able to reduce

their borrowing costs significantly without resort to Federal intervention.1 8

It would seem desirable, however, to determine how successful existing programs

have been before plunging into a national system of 50 different urbanks.

An Antequated System of Debt Limitations

Movement in the direction of a more rational pattern of state-local

borrowing bas been impeded in many instances by an out-dated system of debt

limitations. A number of states have constitutional provisions which either

prohibit the use vf general obligation bonds or limit the amount that may be

issued to a small proportion of the tax revenues that are now available to

meet interest and repay principal. The recent rise in interest rates has

forced some of these states to raise interest ceilings and also consider

other changes which would make debt limits more realistic and avoid the

necessity of elaborate subterfuges which increase the cost of state and

17 In the revised statement of the National Governors' Conference at

the Hearings of the Committee on Ways and Means on the tax treatment of state
and municipal bonds, March 1, 1969, it was suggested that serious consideration
be given to a Federal System of 50 State Urbanks which would purchase local
bond and re-issue taxable obligations which would be subsidized by the U.S.
Treasury through the Federal Urbank. The Federal Urbank might also act as a
secondary market for state urbank obligations and as an insuring agent for
state and local bonds in return for a premium to be paid on each issue.

18 Other alternatives that should be considered in this context include
the possibility of creating either a state savinp bond program or the sponsor-
ship of a state municipal mutual bond fund that would be sold to individuals
that lack the $5,000 of savings that is usually required to purchase Just one
mmicipal bond.
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local borrowing.19 An up-to-date report on the progress which has been

made in the last few years would be quite helpful to those public officials

who are still laboring to modernize debt limitation practices which sometimes

date back to the Civil War period.

19 Paul Hefferman, "The Changing Notions of Debt Limit Borrowings,"

The Bond Buyer, Special Conference Issue No. 1, May 26, 1969, p. 41-61.
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Table II

States With General Obligation Bonds
Ranked in Order of Personal Income Coverage and

Compared With Moodys' Credit Ratings

General Obligation
Bondsa (millions
of dollars)

(1)

Idaho
North Dakota
Michigan
Iowa
Missouri
Pennsylvania
Washington
Alabama
Arkansas
Nevada
Illinois
Texas
Montana

New Jersey
Ohio
Oklahoma
New Mexico
New York
Minnesota
Louisiana
Tennessee
West Virginia
Utah
South Carolina
North Carolina
Maine

Maryland
Kentucky
Masachusetts
Caliornia
Mississippi
New Hampshire
Rhode Island
Vermont
Connecticut
Oregon
Alaska
Hawii
Delaware

.8
1.8
44.8
16.5
145.14

130.3
48.0
51.8
31.2
12.5
344.6
315.5
22.5

9.7
575.6
u1.o

48.8
1,323.2

256.1
207.3
226.8
104.7
67,0

160.3
377.3
89.5

442.2
362.1

1,085.7
4,265.2

279.5
131.6
202.7
82.0

839.9
482.9
76.4

217.4
270.2

State Personal
Income Divided
by General
Obligations Bondsb

(2)

2,130.0
851.7
618.o
500.5
283.2
264.3
204.1
140.0
126.0
12o.6
110.5
86.6
81.9

81.2
55.0
53.5
49.o
48.1
40.5
39.7
38.0
37.6
37.3
33.1
30.0
27.1

26.2
19.7
16.3
15.2
14.9
14.4
13.5
13.0
12.9
11.9
11.9
10.3
6.7

a. The figures are for mid 1967. An effort was made to deduct sinking funds
and to include all issues where both the interest and the principal were backed
by the full ftith and credit of the state.
b. The personal income figures ar for 1966.
C. The credit ratings were obtained from MooY .' 1968 Manual on Munioll
Securities. A few of the ratings refer to the most typical issuetht ws
rEd in Moody#' Manual.
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1.
2.
3.
14.
5.
6.
7.
8.
9.

10.
l1.
12.
13.

14.
15.
16.
17.
18.
19.
20.

22.
23.
214.
25.
26.

27.
28.
29.
30.
31.
32.
33.
314.
35.
36.
37.
38.
39.

Moodys
Rating0

(3)

As
A&
As
A
A
As
As
A
As
A
A
Au

A&

A&&
A"

A
A&

Au

Ma

Au
A"

As
As
As
A

As
Bu
As
As
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September 17, 1969

Senate Finance Comittee
C/o Mr. Tom Vail, Chief Counsel
2227 New Senate Office Building
Washington, D. C.

Gentlemen:

As municipal financing consultants representing over 350
public entities, we wish tc oppose those sections of H.R. 13270 which
would subject municipal boni interest to Federal taxes. We have care-
fully reviewed the House B.Ll which is before you and wish to make the
following observations regarding its content and the impact on
municipalities if this bill is passed into law in its present form.

Since House passage of H.R. 13270, the proposed tax reform
act, the Bond Buyer's 20 Bond Index declined from 5.86 percent on
July 31 (a record low in itself) to a new low of 6.37 percent on
September 4. Without question, the primary reasons for the drastically
declining bond market centered around those sections of H.R. 13270 which
would have the effect of subjecting the interest earned on municipal
bonds to Federal income tax.

Large numbers of bond buyers all over the country have stopped
buying municipal securities, and many bond dealers will tell you that
there is just no municipal market. Unfortunately, the most serious
threat to municipal financing as we have known it in the past is not
contained in the specific provisions of the minimum income tax or
allocations of deductions sections of H.R. 13270, but in the real
threat that if this act becomes law (and is upheld by the Supreme
Court), any future Congress could effect further erosion (or elimination)
of the tax exemption. This appears to be the main reason that many po-
tential bond buyers are refusing to speculate further in low yield tax
exempts. They are fearful that if they act in good faith a future Congress
could pull the rug out from under them.

The victims most seriously hurt by this proposed legislation
are not the bond buyers but the voters and taxpayers of those public
entities forced to issue bonds at record interest rates. Equally hurt
are the voters and taxpayers residing in those entities which cannot
sell their bonds to finance schools, sanitary systems, or other vitally
needed public improvements. The situation is especially tragic because
these people are the victims of an irresponsible proposal and they will
suffer (many for the next twenty to thirty years) even if the proposed
legislation never becomes law.
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It is our belief that if the tax reform bill is passed as it
is presently written, the following ramifications, in varying degrees,
are likely:

1. General obligation bonds of many entities would be
unsaleable. For most large taxpayers, municipal bonds would fall into
substantially the same categories as corporate bonds or other taxable
investments. High grade corporate bonds (AA and better) are presently
yielding interest rates of 8 percent or more. It is likely, for example,
that general obligation bonds of the State of California would be com-
petitive with high grade corporates, but what about the bonds of smaller
cities, counties, and special districts which have no rating or a rating
less than the minimum requirements for corporate investment? It is our
opinion that the market for these bonds may dry up completely.

2. Many revenue bonds, assessment bonds, and other limited
obligation securities would be unsaleable. Obligations not secured by
the full faith and credit of the issuing entity traditionally, with the
tax exemption, sell at higher interest rates than general obligation
bonds. Since many institutional investors only purchase general
obligation bonds, a larger percentage of the limited obligations are
placed with Individuals. If interest becomes taxable, individuals
would probably seek other investments or demand such high returns that
project financing with limited obligation securities would be unfeasible.

3. Interest rates on all municipal securities would increase.
Interest rates on all municipal bonds would probably increase but not
on a proportionate basis. Entities issuing bonds which do not fall into
the higher categories of investment quality would unquestionably have to
pay interest rates far exceeding even today's record levels. Investors
could pick and choose between corporates and municipals and would have
no special inducement to invest in municipal securities, especially since
at any time congressional whim could possibly eliminate all advantages
of investing in municipal bonds.

4. Property taxes would necessarily increase. One could
anticJ1pate property tax increases for two reasons. First, if bonds were
sold, taxes would have to be higher to meet higher interest costs.
Secondly, if bonds were unsaleable and a project were vital, it might
have to be financed on a pay-as-you-go basis. In such an event, the
cost would be met by present taxpayers and not spread over future bene-
ficiaries of the project as would be the case if bonds were sold.

5. Charges for municipal services would increase. Water,
sewer, and other service charges would have to be increased substantially
in order to pay higher debt service on new issues of bonds secured by and
payable from service charge revenues.
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6. Expensive new Federal grant and/or loan programs would be
required. To alleviate the Infinitude of pblems summarized above, a
massive Federal grant and/or loan program would undoubtedly be required;
and such a program has already been proposed by Chairman Mills of the
Ways and Means Committee and others. Regardless of the value of the pro-
gram, additional Federal spending coupled with Federal guarantees for
billions of dollars of new debt would further dilute the value of the
dollar, which is already under tremendous pressure.

7. Federal aid can mean costly delays in construction of
local projects. Experiance has shown that even the most workab'le and
efficient Federal grant and/or loan programs require approximately six
months to process. To qualify for Federal money, local agencies must
generally:

(a) Have Federal approval of the project and concurrence that
said project complies with both community and areawide
general plans.

(b) Have Federal approval of engineering plans and specifica-
tions to assure that construction conforms to uniform
Federal standards.

(c) Have Federal approval of construction bid documents to
assure compliance with such factors as Federal wage
rates, hiring practices, etc.

(d) Have a Federally approved economic and financing plan
to assure project desirability (based on Federally es-
tablished criteria) and feasibility.

(e) If a loan program is involved, have Federal approval of
bond terms and conditions. (Said terms and conditions
may or may not be the most desirable, from the standpoint
of the local entity, but Federal requirements would have
to be met to qualify for assistance.)

(f) Have Federal inspection and approval of all stages of
construction.

(g) Have a special Federal audit at the completion of con-
struction.

We are in no way being critical of these procedures. On the
contrary, we feel strongly that if Federal monies are provided to a local
agency, that agency should comply with conditions determined to be in the
general public interest. However, it is a well established fact that
Federal grant and/or loan programs take time to process, and resulting
delays on project construction can be extremely costly. As an example,
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due to inflation, construction costs increased by approximately 10 percent
between July 1968 and July 1969. A six month delay during this period of
time, therefore, could have resulted in an increased cost of about $50,000
per $1 milliom of construction.

If Federal aid is involved, additional costs are also Incurred
at the local level as a result of the time required for local officials to
prepare and process applications for Federal aid. In addition, it is not
infrequent that complying with Federal construction standards results in
still further additional costs to the local agency.

8. Federal aid will mean higher costs to the Federal Government.
At this time we Have no way of estimating the amount it would cost the
Federal Government to equip and staff an agency or agencies to administer
a vast grant and/or loan program of the magnitude which would probably be
required. However, in 1968 state and local agencies sold bonds in excess
of $16 billion. Were the Federal Goveraient to assume or guarantee a sub-
stantial portion of this amount of local financing, it would appear highly
unlikely that the increased revenue from taxes on interest earned on
municipal bonds would pay for the program, much less return a surplus.

9. Federal aid In future years cannot be Suaranteed. At the
outset, Corngress could probably be expected to appropriate sufficient
money to fund an adequate national loan and/or grant program during its
first year or so of operation. However, bitter experience shows us that
many Federal assistance programs start with a bright promise, but suc-
ceeding Congresses gradually reduce program effectiveness by appropriating
less and less money each year, until finally the program is no longer
viable. Consider, for example, the present status of the following
Federal assistance programs that were once held to be so important to the
well-being of our country:

(a) This fiscal year, funds allotted to the State of California
under the Federal Water Pollution Control Act are not even
sufficient to cover last year's deficiency. Grants for
projects which qualified for assistance in 1968/69 exceed
the 1969/70 allocation by approximately $3 million.
Consequently, no money will be available for any of the
185 projects on the 1969/70 priority list.

(b) The demise of the Public Facility Loans Program is expect-
ed momentarily. To our knowledge, few if any applications
were accepted last fiscal year and potential applicants
are being discouraged because of the lack of funding.

(c) The Program of Advances for Public Works Planning is be-
lieved to be operating solely on repayments of previous
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loans. (No new appropriations have been made for several
years.) The waiting period for the few selected appli-
cants now runs to a year or more.

(d) Because of funding problems, the Program of Grants for
Basic Sewer and Water Facilities is restricted to very
low income communities and the maximum individual grant
is limited.

It is our opinion that elimination of the tax exemption would
destroy a workable system of local public financing and open a Pandora's
box which would haunt local taxpayers for years to come. The threat of
removal of tax exemption has already done irreparable harm, and has cost
communities which have recently issued bonds many extra dollars in interest.

We urge your consideration of our comments above and your re-
jection of all proposals effectively subjecting interest on municipal
bonds to Federal taxation. We further urge Congressional re-affirmation
of the basic principle of keeping interest earned on municipal bonds
free from Federal taxation to restore confidence of current and potential
investors in this type of security. We attach a list of public entities
that we have represented and are currently representing in matters relating
to public finance. A majority of the public entities on the list have
asked us to speak for them in objection to this current proposed legis-
lation.

Respectfully submitted,

STONE &YO ~JMG.-

D. E. Hartley
DEH:hs
Enc.
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CITIES
Alamedo
Alturma
Anderson
Antioch
Arroyo Grands
Atwater
Auburn
Bakersfild
Baldwin Park
Banning
Bellflower
Bell Gardens
Reverly Hills
Blythe
Brawley
Buena Park
Burbank
Calistop
Carlsbad
Carmel.By-TleSea
Cors
Chico
Chino
ChulM Vista
Claremont
Clovis
Coalinga
Corcoran
Costa Mea
Crescent City
Cupertino
Cypress
Delano
Dinubs
Duarte

Dunmnulr
El Cajon
Fairfield
Fort Brag
Fremont
From
Garden Grove
Glendale
Glendora
Gridly
Grover City
Guatine
Hanford
Hoeldoburg
Hollister
Huntington Beach
Imperial Beach
Industry
Inglewood
King City
Lakeport
Lakewood
La Mesa
Las Vegas, Nevada
Lemooro
Lincoln
Livermore
Livingston
LodI
Lompoc
Los Altos
Los Angeles
Lios Banos
Los Gatos

Manteca
McFarland
Montclair
Montebello
Monterey
Monterey Park
Monterey Peninsula Cities
Naps
National City
Needles
Newman
Newport Beach
North Sacramenk
Okdalo
Oceanside
Orange Cove
Oroville
Oxnard
Pacifica
Pacific Grove
Palm Springs
Petaluma
Pittsburg
Placerville
Pomona
Red Bluff
Redding
Redlands
Redwood City
Roedley
Richmond
Riverbank
Riverside
Sacramento

St. Helena
Salinas
San Anselmo
San Bernardino
San Bruno
San Carlos
San Diego
San Fernando
Sanger
San Jose
San Leandro
San Luis Obispo
Sall Rafael
Santa Ann
Santa Fe Springs
Santa Maria
Santa Monica
Santa Rosa
Selma
South San Francisco
Stanton
Stockton
Tiburon
Tracy
Turlock
Union City
Vacaville
Vallejo
West Covina
Wostminster
Willits
Woodland
Yreka
Yuba City

DISTRICTS

Almonte Sanitary District
Alpine Springs County Water District
American Canyon County Water District
Antelope Plains Water District
Arcade County Water District
Arvin.Edison Water Storage District
Bellflower County Water District
Blgg-West Gridley Water District
Bolinas Harbor District

Burney County Water District
Calaveras County Water District
Cambria County Water District
Capitol Sanitation District
Carmichael Irrigation District
Cascade Community Services District
Central Contra Costa Sanitary District
Citrus Heights Irrigation District
Clark County School District, Nevada
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Clearlake Oaks County Water District
Coutaide County Water District
Contra Costa County Flood Control and

Water Conservation District
Contra Costa County Water District
Contra Costa Drainage District
Cordova Recreation and Park District
Corning Water District
Costa Mesa County Water District
Cotati Public Utility District
Cucamonga County Water District
Daggett Community Services District
Douglas County Sewer Improvement District No. 1,

Nevada
East Bay Municipal Utility District
East Contra Costa Irrigation District
East Orange County Water District
East Quincy Services District
El Dorado County Sanitation District No. 2
El Dorado Irrigation District
El Toro Water District
Enterprise Public Utility District
Fair Oaks Irrigation District
Fallbrook Public Utility District
Florin Community Services District
Foreathill Public Utility District
Fulton.El Camino Recreation and Park District
Goleta County Water District
Goleta Sanitary District
Granada Sanitary District
Grover City County Water District
Hagginwood Sanitary District
Helix Irrigation District
Indio Sanitary District
Interlochen Sanitation District
June Lake Public Utility District
Jurupa Community Services District
Kootenai Hospital District, Idaho
Lamont Public Utility District
La Pren County Water District
Las Vegas Valley Water District, Nevada
Leucadia County Water District
Livermore Area Recreation and Park District
Los Alisos Water District
Lost Hills Water District
Mammoth County Water District
Marina County Water District
Mendocino County Flood Control and

Water Conservation Improvement District
Menlo Park Sanitary District
Merced Irrigation District'

Miliview County Water District
Modesto Irrigation District*
Montars Sanitary District
Montecito Sanitary District
Monterey Peninsula Municipal Water District
Moulton-Niguel Water District
Mt. Diablo Unified School District
Murphy Sanitary District
Naps County Flood Control and

Water Conservation District
Naps Sanitation District
Nevada Irrigation District*

' North Area Community Services District
North Coast County Water District
North Kern Water Storage District
North Marin County Water District
North Tahoe Public Utility District
Oakdale and South San Joaquin Irrigation Districts'
Oakley County Water District
Orange County Harbor District
Orange County Sanitation District No. 7
Orange County Sanitation District No. 12
Oroville.Wyandotte Irrigation District'
Palmdale Irrigation District
Palos Verdes Library District
Paradise Irrigation District
Pioneer, Pine Grove, Volcano County Water District
Placer County Assessment District
Placer County Waterworks District No. 1
Pleasant Valley Recreation and Park District
Purissima Hills County Water District
Richvale Irrigation District'
Rio Linda County Water District
Rocklln.Loomis Municipal Utility District
Rodeo Sanitary District
Rosedale-Rio Bravo Water Storage District
Russian River Sanitation District
Sacramento Municipal Utility District'
Sacramento-Yolo Port District
Salton Sea Water District
San Benito County High School and

Junior College District
San Diego Unified Port District
San Francisco Bay Area Rapid Transit District
San Juan Suburban Water District
San Luis Obispo County Flood Control and

Water Conservation District
San Pablo Sanitary District
Santa Ana Mountains County Water District
Santa Barbara County Flood Control and

Water Conservation District
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Santa Clam C ounty Sanitation Distict No. 4
Santa Clara County Flood Control and

Water Conservation District
Santa Clan Valley Water Conservation District
Santa Cruz County Flood Control and

Water Conservation District
Santa Nells County Water District
Santee County Water District
Santlago County Water District
Scotta Valley County Water Diatrict
Shasta Community Service District
Shasta Joint Junior College District
Solano Irrigation District
Sonoma County Flood Control and

Water Conservation District
Sonoma Valley Sanitation District
Sequel Creek County Water District
South Bay Irrigation District
South San Luis Obispo County Sanitation District
South Sutter Water District
Stanton County Water District
Suanville Consolidated Sanitary District

Tehchapi.Cummings Water Conservation Distrhi
Term Bell Irrigation District
Thermailto Irrigation District
Tuolumne County Water District No. 1
Tuolumne County Water District No. 2
Turlock Irrigation District'
Union Sanitary DWrct
Upper San Gabriel Valley Municipal Water District
Vallejo Sanitation and Flood Control District
Valley of the Moon County Water District
Vista Irrigation District*
Vista Sanitation Dtrid
Walnut Valley Water District
Wasco County School District No. 9, Oregon
Weaverville Sanitary District
West Kern County Water District
West San Bernardino County Water District
Wildwood Sanitary District
Yolo County Flood Control and

Water Conservation District
Yorbe Linda County Water District
Yountvillo Sanitation District
*CoeOnnunale

OTHER AGENCIES
Bear Valley Development Company
California State Fair and Exposition*
California, State of (Californa Toll

Bridge Authority)
Crescent City Harbor
Downey Community Hospital Foundation
El Dorado County
El Dorado County Water Agency
Garapito Creek Realty Investing Corporation
Kern County Water Agency
Lake County
Nes Perce County-Lewiston,

City of, Idaho
Los Angeles County
Los Angeles Harbor Department
Malibu-Topanga Water Research, Inc.
Marn County
Marlpos, County Water Agency
Metcalf & Eddy and Charles S. McCandless & Co.
MoJave Water Agency
Naps County
Orange County
Orangevale Mutual Water Company

Placer County
Placer County Water Agency*
Port of Oakland
Port of Redwood City
Redevelopment Agency of the City of Richmond
Rustic Ridge Realty Investing Corporation
San Bernardino County
San Diego County
San Diego Stadium Authority
San Mateo County
Santa Clara.Alameda.San Benito Water Authority
Santa Cruz County
Parking-Authority of the City of Santa Monica
Redevelopment Agency of the City of Seaside
Shasta County
Solano County
Solano Water Users' Association
Sonoma County
State of California (Reclamation Board)
State Senate Interim Committee (Water)
Tahoe Southaide Water Utility
Port of The Dallee, Oregon
Yuba County Water Agency'

oCo.-e.eUn.,
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METROPOLITAN UTILITIES DISTRICT
1793 HARNEY STR T:T

CECIL S. BRUBAKER OMAIIANEEnASKA 0SLO2 341-5700
Oi,41,AL COUNSEL AREA C OO 409

WILLIS L. STRONG
AsswibANT ONEIRAt COuN459L

LESTcn R.SCILER
Al ToNmdL

before Senate Finance Committee H.R. 13270

SUMMARY OF STATEMENT

1. The District recently built $16 million addition to
water plant serving 100,000 patrons in Omiha and
vicinity.

2. Sale of long-term bonds not possible because of
excessive interest rates in early 1969, caused by
general inflation plus threat of removal of tax
exemption.

3. District able to got only one.-yoar financing, and
must sell these bonds in early 1970.

4. Provision for government subsidies in H.R. 13270
would be threat to sovereignty of states and sub-
divisions.

5. Need quick action striking out provisions if
H.R. 13270 which in any way disturb the tax ex-
emption of municipal bonds, so that District bonds
can be sold without additional penalty of higher
interest caused by present threat of loss of tax
exemption.

6. Resolution of Board of Directors.
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METROPOLITAN UTILITIES DISTRICT
1723 HARNEY STREET

CECIL S. BRUDAKER OMAHA,NESRASKA 68102 341'5760
09N3ML COUN89L AIItA COOK 401

WILLIS L. STRONG
AssIlTANT Oi[NNRAL COUNCIL

LESTER R. SEILER
ArTORNRY

Statement of Cecil S. Brubakor

Representing

Metropolitan Utilities District of Omaha, Nebraska

H.R. 13270 "A Bill to Reform the Income Tax Laws"

Hearing Before The Senate Finance Commictee

September 23, 1969

Mr. Chairman and Members of the Committees

My name is Cecil S. Brubaker. This statement is made on behalf

of Metropolitan Utilities District of Omaha, Nebraska, of which

I am General Counsel. Metropolitan Utilities District of Omaha

is a political subdivision and municipal corporation of the

State of Nebraska, created under state law to operate, manage

and control the water system and the gas system supplying resi-

dents of the City of Omaha and its environs. Under statutory

authority the District issues bonds for major Improvements to

the gas and water systems.

The District has recently completed an addition to its water

plant for which it was necessary to borrow Sixteen Million Djl))rs

($16,000,000.00). During attempts by the District representatives
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in the last year to find purchasers for long term bonds, it

became increasingly evident that not only was it going to be

impossible to find purchasers for long term bonds at an interest

rate within our statutory limit of six percent (6%). but that

possibilities were increasing that the bonds could not be sold

at all. No buyers could be found for short term bonds or

obligations in excess of one year, and the District was forced

to accept one year financing. The story of what has happened

to municipal bond sales since our fortunate sale in June, 1969,

is familiar to all members of this Committee, I am sure, and

demonstrateA that our fear that bonds could not have been sold

at all were well founded. Many issues fim other municipalities

have found no buyers at all.

In addition to the general inflation in the market place, our

representatives were told that purchasers were not to be found

because of the uncertainty of the situation with relation to

tax exemption of municipal bond interest. The truth of these

statements has been borne out by the market situation since

the sale of bonds by our District.

The principal and interest on the bonds which we have issued,

and which we muct issue for a long term in the very near future,

must be paid for by the users of water in our District. This

includes all of the people, regardless of their economic status,

-2-
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whether well-to-do or poverty stricken. These people must

have water. Any increase in the cost of this necessity of

life caused by taxation therefore has the ugliest result that

any regressive tax can have. It penalizes even the very poor.

The passage of H.R. 13270 by the House of Representatives and

the provisions of that proposed legislation relating to taxation

of interest on municipal bonds has already had some effect upon

the cost of money to the people of our District, and in the

state of the market at the present time, it appears that the

penalty our patrons will suffer will exceed that they are now

paying by a considerable amount.

Just the consideration by Congress of the removal of tax ex-

emption has been upsetting in the market place, and has made

buyore hesitant and jittery, with the consequence that interest

payments have necessarily gone far beyond traditional figures,

and have added to the inflationary trend which the Congress and

the administration appear to wish to end, and has raised the

cost of necessary public improvements, to the injury of the

taxpayers and voters whom the Congressmen and Senators represent.

This Committee will no doubt be furnished statistics by other

opponents of the taxation of municipal bonds, which will demon-

strate that the cost to the American public in general of the

-3-
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removal of tax exemptions will far exceed the benefits of

increased revenue to the Federal Govornment. The "evil" which

is thus sought to be corrected by these provisions, would appear

to be a political straw man, not worth the price,

The provisions of H.R. 13270 which relate to limited taxation

and possible subsidy to the municipalities issuing bonds in

exchange for a waiver of tax exemption have disturbed our Board

of Directors because of the necessary intrusion into local

affairs which would result from these provisions, and which

would of necessity result in relinquishment of local control

and would replace local decisions on local issues with nationally

centralized ducisions.

For those of us who are even slightly familiar with the doctrine

of "reciprocal immunity" and the historical position of the

Supreme Court of the United States holding that taxation of

interest on municipal bonds is not permitted under the Constitution,

it is puzzling why the Congress gives so much consideration to

this seemingly indefensible legislation. The expectation is

that this Committee will immediately and definitely strike from

the "tax reform" bill H.R. 13270, the offensive sections which

threaten the sovereignty of the states. The people of the United

States do not need any more cause for unrest and uncertainty

than other current events now supply in overabundance.

-4-
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After its recent experience in the market place, the Board

of Directors of our District adopted a resolution on August

6th, 1969, which protests and deplores any legislation by the

Congress designed to eliminate or Jeopardize the existing

exemption from taxation of municipal bonds, including any

proposal of a Federal subsidy. A copy of that resolution is

attached to this statement.

Gentlemen, the bond issues of the Metropolitan Utilities

District of Otahn are small indeed compared to many, many

others. lie are convinced that the mArket needs all of the

buyers it can pousibly get for small bond issues, as well as

large ones. Individual buyers should not be discouraged nor

eliminated from the purchase of long term tax exempt bond

issues, or th3 competition for such bonds will be seriously

and dangerously impaired, with consequent increase of interest

costs. Metropolitan Utilities District of Omaha is one of

those unfortunate municipalities caught in the unrest and un-

certainty caused by H.R. 13270. It is costing our 100,000

patrons money. The situation in the market can be brought

back to a state of normalcy only by restoring the confidence

of the buyers of municipal bonds in the continuing exemption

from taxes.

There is some pnsvibility that the debates and consideration

-5-
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of H.R. 13270 will extend for some time, even into the next

year. We hope, for the sAke of the residents of the Omaha,

Nebraska metropolitan area and for all others caught in this

situation, that action of this Committee will come &L=I

rejecting all of the provisions of H.R. 13270 which in any

way infringe upon or compromise the traditional immunity from

taxes of state and local securities.

Respectfully buomitted,

METROPOLITAN UTILITIES DISTRICT
OF OMAHA, NEBRASKA

/

Cecil S. Brubaker,
General Counsel

CSBsmkp
#1500
attached

-6-
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RE8OLUTI ON

WHEREAS, the Metropolitan Utilities District of Omaha,
a political subdivision and municipal corporation of the
State of Nebraska, has urgent need to issue $16,000,000 of
Water Revenue Bonds for the improvement of water supply
facilities serving Omaha and its immediate area, now being
financed by a short term arrangement, and has been experienc-
ing difficulties in marketing long-term bonds in the present
climate surrounding such transactions, and

WHEREAS, it has recently come to the attention of the
Board of Directors that traditional buyers of such bonds
are hesitating to purchase such bonds because of the un-
certainty and fear surrounding the bonds, and that the offer-
ing of very high interest payment is unable to develop a
market for such bonds, because of the threat of the removal
of such tax exemption, and

WHEREAS, the Board of Directors believes that the removal
of tax exemption from interest payments on bonds of this
District and any other municipal corporation will seriously
affect the market for such bonds, and increase the costs of
public improvements, to the injury of every tax-payin4 citizen
and every customer of municipally-owned utilities, far in
excess of any benefits to the Federal Government which might
be realized by removal of such tax exemption and

WHEREAS, any proposal of a Federal guarantee or subsidy
of a local bond issue, in exchange for a waiver of tax ex-
emption, would mean a relinquishment of authority by the local
government body to a Federal Bureau, and would be a serious
step toward the destruction of local government.

NOW, THEREFORE, BE IT RESOLVED, by the Board of Directors
of Metropolitan Utilities District of Omaha, that this Body,
acting in behalf of its more than 100,000 customers, protests
and deplores any legislation by the Congress of the United
States designed in any way to eliminate or jeopardize the
traditional and constitutional exemption from Federal taxation
of municipal bonds of State and local government, and urges
each and every member of the Nebraska delegation in the 91st
Congress to actively oppose any change in the existing tax
exemptions of municipal bonds.

Adopted: August 6, 1969
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EHLERS AND ASSOCIATES, INC.
FINANCIAL CONSULTANTS

FIRST NATIONAL-SOO LINE CONCOURSE 507 MARQUETTE AVE MINNEAPOLIS. MINNESOTA 55402 339-8291 (AREA COOE 6121

September 15, 1969

The Senate Finance Comittee
c/o Mr. Tom Vail, Chief Counsel
2227 New Senate Office Building
Washington, 0. C. 20510

This communication Is In Ileu of an oral presentation to the committeson provisions
of HR 13270 affecting taxation of Interest on state and local bonds. In general
this will be in opposition to these provisions In the proposed legislation.

By way of background, the writer Is the principal of Ehlers and Associates, Inc., a
government finance consulting firm which has been commissioned to assist the financ-
Ing of some 500 capital improvement projects for over 300 local government in mostly,
Minnesota, North Dakota, South Dakota and Wisconsin. The firm Is not a bond dealer
or broker.

Without going Into constitutional questions of which members of Congress must be
fully aware, this will discuss only some very serious and very practical objections
to proposals to tax Interest on these bonds and substitute federal financlngelther
through a dual coupon arrangementor through a so-called "Urbank" or "Metro Bank".

1. Evasion of taxes - thi fallacy.

It Is charged by Nortimer Caplin that while municipalities save $1 billion per
year the federal government loses $2 billion per year. The House Comittee
estimates were $1.3 billion and $1.8 billion respectively and it has been admitted
that, allowing for estimating errors and the cost of a now, massive federal
agency, the saving and loss could Just about wash.

It is charged by Caplin and others that municipal bond Investors pay no taxes.
For example a midwest widow allegedly Invested $57 million which has earned
$1.5 million per year tax free (a yield of 2.8%) as though she made no social
contribution. What is not recognized Is that she could have electedto not
Invest In public works and, Instead, Invest In (taxable) securities whice'Fould
have grossed some $1 million more annually. To be sure the federal government
might have extracted more than $1 million higher yield (if her Investment had
yielded ordinary Income), but it Is simply not true that this Investor gave up
nothing. She did forego some $1 million In lieu of federal taxes.
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2. Marginality of bond sales: minimum tax, allocation of deductions.

Under Paragraph I above the possibility of the federal government collecting
$1.8 million added taxes was cited. However, It is not proposed to tax all
Interest on bonds and so this federal yield would notresult under this bill
proposed. However, because of the marginal nature of the tax exempt bond
market only a minor Impairment of the most prominent feature of such bonds
would cause their Interest rates to approach those of taxable securities for
the following reasons.

As we learned In Econ. I the price of a commodity (wheat for example) will fall
(interest rates rise in the case of bonds) to the level at which the entire
supply can be sold. If, by taxing state and local government bonds, Congress
destroys even a minor part of demand then the price of bonds must fall (interest
rates rise) to the point where lower tax bracket Investors can be Induced to buy
them. If some of the bond supply must be sold to someone already tax exempt
(such as pension funds, retirement funds, etc.) then the whole price/yield
structure of tax exempt securities will move to that leveT-Thus, though the
proposals seem only directed at the very rich, the practical effect to local
governments would be to raise their Interest rates to the taxable yield level.

3. Subsidy, the federal teat, federal control.

In recognition of the above result It is proposed to provide a subsidy of 25% to
40% of municipalities' Interest cost through a dual coupon arrangement or through
a federally sponsored "4Jrbank" or "Metro Bank". And, It Is said, there shall be
no federal review of the advisability of a project or the community's ability to
repay the bonds.

This Is Incredible. Congress has often deplored open end, back door, massive
financing programs over which It has ro control. Notwithstanding the language
of the Bill, almost certainly some 'introls will be and should be Imposed. For
example, would Congress stand for f, deral financing of segregated schools,
municipal liquor stores, ill advised medical facilities, a municipal or state
owned and operated comiuorclal enterprise? Would local government be able to
finance projects not otherwise subject to the Davis-Bacon Act?

Ultimately there would have to be some federal control. This would mean the
destiny of local government would fall to a federal dependency, that local
Initiative, which has accomplished so much, will degenerate Into a begging for
federal- handouts.

4. Halt of public works construction.

The most Immediate result of Impairing the market for state and local government
bonds and providing a federal pacifier would be the virtual halt of local public
works construction. Even now, because of this tax threat, many communities are
pressing their statutory Interest rate limitations. Should the Bill pass, we
expect that few If any bonds will be sold on the market thereafter.
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If our experience with federal programs says anything, It says there will be
something like a two year delay in effectively Implementino a federal Interest
substitute. A whole new federal agency must be set up to process upwards of
$15 billion of financing each year. An experienced staff must be recruited and
educated. Rules and regulations must be formed and adopted after hearings.
The Investing public and public officials must be educated to a whole new con-
cept of lending and borrowing, applications must be prepared, gotten Into the
handsof local officials, prepared, returned and processed and probably litigation
must be resolved. It Is Impossible to see anything less than a 24 month time
period for Implementation of the federal subsidy. The questions then are: Can
we afford to Idle a large segment of the productive capacity of the heavy con-
struction Industry and Its employees for two years? Can we afford a tax "reform"
that will derive little or no net revenues to the federal government? Can we
afford to delay needed sowers, water system, schools, hospitals, highways and
other needed local Improvements for 24 months?

5. Litigation.

There Is a real constitutional question as to the taxation of Interest on
municipal bonds, especially the retroactive features of HR 13270. Even though
the Bill talks about "allocation of deductions" holders of large blocks of
bonds can hardly be expected to let a large value of their holdings be confis-
cated by a measure which, in effect, tax that Interest.

6. Other solutions.

Without question the spread between taxable and tax exempt yields has narrowed.
One of the most serious reasons for this is the current congressional threat
to tax, directly or Indirectly, and retroactively, the Interest on tax exempt
bonds. At the moment the most appropriate remedy to restore the full value of
tax exemption to state and local governments would be to decisively strike
this proposal in HR 13270.

Beyond that, the most effective remedy to assure full value of the tax exemp-
tion would be to reduce the supply of tax exempt bonds.

As we noted, marketability of municipal bonds is marginal. That Is, prices of
all bonds will move down to the level required to market the last bond. As
the supply of bonds grows the yields must Increase (prices must fall) until
buyers are found - probably buyers In lower Income tax brackets.

One source of a large tax exempt bond supply has been federally sponsored
housing and urban development Issues which, if financed entirely by the federal
government (non-tax exempt), would relieve much of the pressure on the market
for other tax exempt-bonds. Though these housing Issues constitute only about
$2 billion of a$16 billion tax annual exempt market, elimination of such bonds
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would greatly Improve the remaining market for other types of tax exempt bonds.
Because of the marginal nature of the market, the resulting Interest rates would
then drop to more truly reflect the full value of the tax exemption as a saving
to local governments. The spread between taxable an4 tax exempt bonds would
widen considerably.

From our side, the local government side, we must recognize that, since almost
all states and municipalities can offer tax exempt Industrial revenue bond
financing, and since the location of Industrial plants Is again determined by
old economic factors, this type of financing should be done away with in all of
the 50 states. No community can gain any special advantage over any other
community by using this financing but Its use has contributed substantially to
the oversupply of tax exempt bonds, higher tax exempt Interest rates, and probably,
to the Inclusion of this provision In HR 13270. We In municipal governments must
recognize this and support congressional efforts to eliminate this abuse of tax
exempt financing.

We must also recognize that so-called arbitrage or advance refunding bonds can
only sour the tax exempt bond market as a source of fresh money for actual, now
public inprovements. These two provisions, reducing the amounts of Industrial
revenue bonds and advance refunding, bonds would be supported by us and by most
state and local officials.

In Summary:

Removal or Impairment of tax exemption of Interest on state and local bonds will
raise little If any net revenues. It will, however, effectively and substantially
increase Interest rates on local borrowing. It is not just a tax "reform", It will
result in a major restructuring of government. Those who own such bonds do make a
substantial contribution "in lieu of" federal taxes.

If passed, this provision would cause about a two year halt In most local Improve-
ment construction.

Notwithstanding language in HR 13270, there would, ultimately, be federal control
of local financing. in fact It would be unwise to not have control of a $15 billion
per year program.

There are some less drastic measures that can be taken without setting up the now,

massive and costly federal program provided In HR 13270.

Thank you for your attention.

Respectfully submitted,

ALE:sz
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September 17, 1969

Tom Vail, Esquire
Chief Counsel
Senate Finance Committee
2227 New Senate Office Building
Washington, D.C.

Dear Mr. Vail:

Taxation of Interest Income on Municipal Bonds

Tax-exempt bonds are historicdlly the chief method of
financing capital improvements in the State of Ohio and almost all
other states. In Ohio, they are issued by the State itself, state
and state-affiliated universities, counties, cities and villages,
townships, and Various special-purpose districts, including con-
servancy districts. Typically, these bonds (and the notes or
other interim financing obligations issued in anticipation there-
of) are sold either by negotiation or on the open market after
public advertising, in competition with investment securities of
many kinds. Until a few months ago, these bonds, together with
a very few issues of Federal obligations, enjoyed a unique
advantage in the eyes of institutional and individual investors,
i.e., the unquestioned exemption of interest income received
thereon from taxation by the Federal government. These bonds,
of course, have always been subject to capital gains taxes. This
exemption has meant that the issuers of the bonds -- and thus, in
many instances, the taxpayers whose taxes or service charges.
secured and retired the bonds -- paid much lower interest rates
than did the issuers of corporate bonds of comparable quality.
Ignoring constitutional considerations for the moment, the fiscal
effect of the tax exemption for these bonds was of course a federal
subsidy to such issuers (and, indirectly, their taxpayers) for the
public projects financed by issuance of the bonds.

Since the Ways and Means Committee of the House of Re-
presentatives began consideration of various tax reforms a few
months ago, and it became known that that Committee proposed to
have the interest income on these bonds be taxable in the hands
of certain holders, the effect on the municipal bond market has.
been dramatic and nearly catastrophic. The bonds of many pros-
pective issuers have become unsalable at rates within statutory
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interest rate limitations. Bonds which would have sold at a
net interest cost of 4% or 5% per annum as recently as six
months ago sold last week at the 7% level. Differentials of
this magnitude over the life of a 20 or 33 year bond issue of
substantial size can amount to millions of dollars. To the
taxpayer whose taxes are automatically increased or reallocated
to cover the differential, or to the user of revenue-supported
facilities such as sewer and water lines or state parks, the
increased cost is very burdensome, especially in view of the
heavy inflationary pressures now at work in the economy.

Although the bill as finally passed by the House of
Representatives does not have the effect of taxing interest
income from municipal bonds in the hands of corporate holders,
the fact that these bonds may become taxable in the hands of
certain individual holders of necessity limits the marketability
of bonds held by corporations and banks, and thus conduces to
higher interest rates for original issues.

As attorneys actively engaged in the practice of the
law of public finance for more than eighty years, we have
watched with dismay as the market reacted to the threat of
taxation of municipal and other tax-exempt bonds, and are
certain that any revenue gains to be derived by the Federal
Treasury from the proposed modification of the present tax
exemption for these bonds will be overborne by the higher
interest costs which an uneasy market has demanded and will
demand for bond issues for critical public improvements.

Passage of H. R. 13270 by the House of Representatives
has by virtue of the bond market's near-collapse cost issuers
across country hundreds of millions of dollars in increased
interest costs on bonds sold during the last few months, and
has caused postponement of many vital public projects with
no concomitant federal benefit. Approval by the Senate of
the United States or passage of a bill taxing the interest
income on municipal bonds by the Congress would compound and
perpetuate the damage.
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ORIGINAL

STATEMENT OF IAROLI) B. JUDELL
OF FOLEY JUDELL BC'-' M1')REL & BE I.EY, ATTORNEYS AT LV

NEI. ORLEANS, LOUISIA!A

Our firm's practice Is devoted exclusively to municipal and cor-

porate finance, and particularly the approval of municipal and corporate

bonds. Ile represent a substantial number of municipalities, school boards,

special service districts (waterworks, sewerage, drainage, road, hmopital,

recreation, etc.) and other politicol nubdivisions and ici i units of govern-

ment in the Staten of Louisiana and 1ississippi in connection with the finan-

cing of their capital outlay requirements. Our clients are directly affected

by the proposed tax legislation, which strikes at the heart of their method

of raising money to construct essential governmental facilities to meet the

needs of their constituents. Traditionally, these local entities have finan-

ced capital improvenents through the issuance and sale of bonds or other

debt'obligations carrying an exemption under existing law from federal Income

taxation. Because the proposed legislation (insofar as it relates to the

treatment of municipal bonds) will adversely affect and virtually cripple

their financing powers, they have requested that we vigorously oppose, on

their behalf, such legislation.

We will address ourselves to the matter of specific objections to

the proposed tax reform bill. We object to (1) the minimum income tax plan,

(2) the allocation of deductions, and (3) the federal subsidy plan on the

grounds that (a) they raise serious constitutional questions involving the
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immunity of states and their political subdivisions from taxation by the

federal government which cannot be resolved except through lengthy and costly

litigation, the effect of which will be to paralyze local finance until a

final judicial determination of the issue; (b) they would prevent the orderly

financing of public improvements in an established capital market in the

private sector of the economy at a time when such improvements are needed to

help overcome the tremendous socio-economic problem facing urban areas; and

(c) they would result in a deterioration and destruction of the historic

federal-state relationship in the field of public finance and centralize the

control of local finance in the federal government at great cost to the citi-

zens and taxpayers of the nation. The combined effect of the foregoing could

be to fuel an economic recession of major proportions.

The foundation for the doctrine of reciprocal tax immunity between

governmental entities has early foundations in constitutional law. The land-

mark case of .IcCulloch v. !1aryland, 4 Wheat 316 (1819) one hundred fifty years

ago established the basis for the principle that the federal government does

not have the power to levy taxes which would interfere with the governmental

functions of states or their political subdivisions and, in cases too numerous

to cite, the principle has been upheld.

The successful imposition of the proposed taxes would require that

the Supreme Court overrule this long-standing constitutional law. This

will make litigation inevitable and doom the municipal bond market to several

-2-
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years of disorder, which will cost the public taxpayers hundreds of millions

of dollars in additional interest costs.

The inescapable fact is that even the threat of removal of the tax

exempt feature from municipal bonds has resulted in a drastic increase in

interest rates on such bond in recent months, to the point where nearly two

billion dollars of such bonds have not boon sold. This results in the delay

or postponement of a corresponding amount of construction of vitally needed

public improvements. The taxation of Interest on such bonds would permanently

impair the ability of local governments to finance such construction, just at

a time when the need for public facilities is at its peak. Then the so-called

"taxpayer revolt" would become the "peoples' revolution" because the working

man would be required to pay h taxes to finance fewer improvements. Nor

is the answer at this point a federal subsidy to "cover the difference" in the

cost of issuing tax-free and taxable bonds. We already have a unique and

time-tested subsidy program in the tax-free privilege accorded municipal bonds.

This system has worked effectively for many years and should not be changed

unless there is clear evidence of a better system, which is not provided for

in the proposed legislation.

At a titae whoei state-federal "revenu, sharing" is being recognized

as one solution to the many economic ills at the local level, a tax on bonds

is proposed which would, in effect, shift revenue from the state to the federal

level, resulting in a net loss to the states and local subdivisions. Inevitably

this shift would bring federal control and weaken our entire system of

federal-state relationships.

3
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One of the alleged reasons for the proposed tax is to levy a tax

on the oft-cited 154 individuals in high income brackets who do not pay

taxes; however, research indicates that their escape of taxes is not due

to investment in tax-free bonds. In any event, it would seen to be the height

of folly to enact a form of taxation admittedly designed to affect such a

limited number when in reality its impact is far more severe on the snal1

taxpayer.

In conclusion, the retention of our entire state-federal governmental

structure and the preservation of a sound economy demands that any attempts to

levy a tax on interest or municipal bonds be defeated.

-4-
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ststment of

HAWKINS, DELAFIELD & WOOD
67 Wall Street

New York, N. Y.

Re: PROPOSED TAX REFORM ACT OF 1969 (H. R. 13270)

Submitted to Committee on Finance

United States Senate
W&Aelngton. D. C

September 19, 1969
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STATEMENT OF HAWKINS, DELAFIELD & WOOD
67 Wall Street, Now York Now York 10005

Re: PROPOSED TAX REFORM ACT OF 1969 (H. R. 13270)

This statement is submitted in accordance with press release of the Senate Com-
mittee on Finance and a telegram from the Chief Counsel of the Committee received
on September 10, 1969.

The principal points presented in the statement are summarized as follows:
(1) The minimum tax on income including state and municipal bond interest

levied by the House Bill is unconstitutional. The Pollock case holds that a tax on the
interest from state and municipal bonds is unconstitutional. The Sixteenth Amend-
ment did not change the decision in the Pollock cae. The Congress has construed the
Sixteenth Amendment consistently with the decision in the Pollock case. The history
of the adoption of the Sixteenth Amendment confirms the Congressional and Supreme
Court construction of its intent and meaning. To the extent that the minimum tax
applies to interest on local housing authority obligations it also impairs the obliga.
tion of contract.

(2) The withdrawal from state and municipal bondholders of deductions allowed
other taxpayers discriminates against individuals owning tax-exempt securities and
by raising the cost of borrowing interferes with the borrowing power of states and
municipalities. Although Congress may in some circumstances disallow deductions
directly related to interest on state and municipal bonds or properly allocable to such
interest, by disallowing deductions not reasonably related to the receipt of tax-exempt
income, the House Bill violates the doctrine enunciated in the National Life Insur-
ance Company case and is not supported by the Atlas Life Insurance Company case.

(3) The municipal bond subsidy provisions and the provisions relating to arbi-
trage obligations of state and local governments provide for unnecessary and unde-
sirable federal control of state and local financing. Neither industrial development
bonds as defined in Section 107 of the Revenue and Expenditure Control Act of 1968
or arbitrage obligations would be eligible for the subsidy program. Thus many
bonds which would be issued to finance facilities for many acknowledged and tra.
ditional state and local functions would be ineligible. In addition the subsidy program
is unworkable in certain respects. No political subdivision of any state has the power
at the present to issue taxable bonds notwithstanding the possible passage of the
Tax Reform Act of 1969. The payment of a percentage of interest yield on taxable
state and local obligations is of no value. The dual coupon concept will not aecom.
plish its intended purpose because state interest limitations will nonetheless apply.
The administration of the subsidy program will involve substantial and undesirable
federal involvement in state and local financing.
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I

The minimum tax on income inludin State and Munkipsi bond interest
Ieied by the Home Bill is uncontItutloL

Section 301(a) of the House Bill adds a new Section 84 to the Internal Revenue
Code of 1954. The new section includes in the gross income of a .axpayer other
than a corporation the amount of so-called "disallowed tax preferences" and defines
the so-called "items of tax preference." Among the items is any excess of interest
on obligations which is exoludible from gross income under section 103 of the Code,
namely, the interest on "the obligations of a State, a Territory, or a possession of
the United States, or any political subdivision of any of the foregoing, or of the Di.-
trict of Columbia."

The proposed section provides a transitional rule for including interest exempt
under section 103 as an item of tax preference which is 10% multiplied by the number
of taxable years beginning after December 31, 1969. When the new section is fully
effective the limit on tax preferences will be an amount equal to (1) one-half of the
sum of the items of tax preference and the taxpayer's adjusted gross income or (2)
$10,000, whichever i3 greater.

The Report of the Committee on Ways and Means illustrates the application of
the limit on tax preferences by the case of a taxpayer with a salary of $50,000 and tax
preference items amounting to $150,000 and states that:

"Under present law, such an individual is taxed only on his $50,000 of salary.
Under the limit on tax preferences, he is to be required to pay tax on $100,000
of income (one-half of his total income of $200,000)." H. Rep. No. 91-413 (Pt. 1)
(91st Cong., 1st Sess.) p. 79.

Thus, if the tax preference item comprises only interest on hitherto tax-exempt
securities and 100% of the interest is taken into account at the end of the transitional
period, the individual who receives a $50,000 salary and $150,000 in interest on tax-
exempt securities will pay a tax on $100,000 of income. Obviously, shice his salary
amounts to $50,000 the remaining income of $50,000 on which he pays a tax can not
consist of any income other than the interest received on his state and municipal
bonds.

Law, as Mr. Justice Holmes has told us, is a "prophecy of what courts do in
fact." In our opinion, the Supreme Court would hold that such a tax on the interest
on state and municipal bonds is unconstitutional for the reasons stated below. From
ihe time the income tax was imposed in 1913 until now both Congress and the Supreme
Court have adhered steadfastly to the constitutional doctrine that state and municipal
bond interest is exempt from federal income tax. It would be strange for Congress
to abdicate its obligation, to respect constitutional limitations upon its power by
levying a tax on such interest without awaiting new constitutional authorization.
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The doctrine of federal immunity from state interference, including interference
by taxation, is a general principle of constitutional law with which this Committee
is undoubtedly familiar. The converse immunity of the states from federal inter.
ference is equally well established. The doctrine was specifically applied to interest
on bonds of states and municipalities and of state and municipal instrumentalities
by the Supreme Court of the United States in the landmark case of Pollock v. Farmers'
Loan d Trust Company, 157 U. S. 429 (1895) and on rehearing, 158 U. S. 601 (1895).

The cases decided by the Supreme Court under the Sixteenth Amendment as well
as the legislative history of the amendment In Congress during the period it was
being ratified by the state legislatures demonstrate that any claim that the amend.
ment repudiated the rule of the Pollock case is unsupported by any judicial precedent,
is unfounded in fact, and altogether spurious.

For the purpose of this statement It is not necessary or desirable to delve into
the much repeated history of the constitutional doctrine of reciprocal Immunity before
August 15,1894 when Congress enacted a statute which levied a tax upon net income,
ircluding income from all real property and from all personal property, both tangible
and intangible, including the interest on state and municipal bonds.

At that time and until the Sixteenth Amendment became effective on February
25, 1913, Article I, Section 2, of the federal Constitution required the apportionment
of "direct taxes" among the states according to population, as follows:

"Representatives and direct Taxes shall be apportioned among the several
States which may be included within this Union, according to their respective
numbers, which shall be determined by adding to the whole Number of free
Persons, including those bound for Service for a Term of Years, and excluding
Indians not taxed, three.fifths of all other Persons."
Article I Section 8, of the Constitution also requires that "Duties, Imposts and

Excises" shall be uniform, as follows:

"The Congress shall have Power To lay and collect Taxes, Duties, Imposts
and Excises, to pay the Debts and provide for the common Defense and general
Welfare of the United States; but all Duties, Imposts and Excises shall be uni.
form throughout the United States;... "

A. The Pollock Case holds that a tax on the interest from Mtate and municpal
bonds is unco*stilutiona.

In the Pollock decision which considered the validity of the income tax law of
1894, the Supreme Court pointed out that the federal government had an unlimited
power of taxation with a single exception and subject to two qualifications. The one
exception was that "Congress cannot tax exports . . . " The two qualifications were
that Congress "must impose direct taxes by the rule of apportionment, and indirect
taxes by the rule of uniformity." 157 U. S. at 557.
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In the first Pollock case the Supreme Court held that a tax on the rents and
other income from real estate was a direct tax and cokcequently violated the Con-
stitution because the tax was not "apportioned among the severed States ... accord-
ing to their respective numbers." The Court also unanimously held that the taxing
power, like any and all other powers of the federal government, was impliedly sub-
ject to the constitutional limitation that it could not be so exercised that the instru-
mentalities of the states were taxed. 157 U. S. at 584.

Thus, the first decision in the Pollock case held the income tax act of 1894 invalid
in respect of (1) the tax on rents and other income from real estate and (2) the tax
on the interest from state and municipal bonds. The justices divided equally on the
constitutionality of the income tax pertaining to personal property other than state
and municipal bonds and on whether the 1894 act as a whole was unconstitutional.

On rehearing the Supreme Court decided (four of the justices dissenting)
first, that the tax on income from personal property was a direct tax and hence was
invalid because not apportioned and, second, that the 1894 Act was unconstitutional
in its entirety.

The Pollock decision was unanimous as to municipal bond interest because in
the words of Mr. Justice Fuller to tax the interest on municipal bonds "would operate
on the power to borrow before it is exercised, and would have a sensible influence on
the contract,"' and would be a "tax on the power of the States and their instrumen-
talities to borrow money and consequently repugnant to the Constitution." 157 U. S.
at 586.

To the same effect was the separate opinion of Mr. Justice Field:

"These bonds and securities are as important to the performance of the
duties of the State as like bonds and securities of the United States are important
to the performance of their duties, and are as exempt from the taxation of the
United States as the former are exempt from the taxation of the States." 157 U. S.
at 601

And Mr. Justice Brown who had concluded that "a tax upon rents or income of
real estate is a tax upon the land itself" nevertheless said in the second Pollock
decision:

"The tax upon the income of municipal bonds falls obviously within the
other category, of an indirect tax upon something which Congress has no right
to tax at all, and hence is invalid. Here is a question, not of the method of
taxation, but of the power to subject the property to taxation in any form." 158
U. S. 692-693

*This is a prophecy found to be all too accurate and greatly understated by those state and municipal officials
who have tried to borrow money since the introduction of the bill. The Monthly Economic LAtter of the First
National City Bank of New York says "the damage done by the proposals In the bill In terms of raising the
cost of borrowing by States and munclpalities this year cannot be underestmnatei Those governments which
have been penalized this year have no recourse to a Treasury subsiy."
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Thus, all the justices in both Pollock decisions, whether they subscribed to the
theory that a tax on income was a tax on the source of the income or considered that
theory untenable, came to the identical conclusion that the interest on state and muni.
cipal bonds could not be included in federally taxable income. It is clear, therefore,
that the decision in Pollock concerning the unconstitutionality of taxing state and
municipal bond interest rests not on the economic premise that a tax on income is a
tax on the source of the income but on the inviolability of the borrowing power of
the states and their political subdivisions.*

B. The Sixteenth Amendment did not change the decisin in the Pollock Case.
This, then, was the law when the Sixteenth Amendment was declared in full

force and effect by the Secretary of State on February 25 1918. The Amendment
reads:

"The Congress shall have power to lay and collect taxes on incomes, from
whatever source derived, without apportionment among the several States, and
without regard to any census or enumeration."

1. The Congress has construed the Sixteenth Amendment consistently with the
decision in the Pollock Case.

Even before the Supreme Court decided that the phrase "from whatever source"
in the Amendment relates not to the power to tax but to the requirement that certain
federal taxes must be apportioned among the states according to their respective
populations, Congress had also concluded that the object of the Amendment was to
eliminate the necessity of apportionment irrespective of source in order that the
income derived from the source of real and personal property could be taxed. Briefly
stated, the Amendment means that a tax on income "from whatever source" is
immune from the constitutional requirement of apportionment. 38 Stat. L. 168
(1913); 89 Stat. L. 758-59 (1916); 40 Stat. L. 329.80 (1917) and 1065"00 (1918).

When during World War I, a revenue act was drafted with a provision to include
the interest on municipal bonds In gross income, the lack of power to tax such interest
was expressed both in committee reports and congressional debate. It was recognized
that lack of apportionment was not the objection to federal taxation of state and
municipal bond interest but that the lack of power to tax such interest was absolute.
The provision was omitted. H. Rep. No. 767, (65th Cong. 2nd Sess.) p. 9; Sen. B.
No. 617, (65th Cong. 3rd Sess.) p. 6; 56 Cong. Rec. p. 10933-41, 10628-33, 11181-87.

Such a contemporaneous construction of the Sixteenth Amendment by Congress
from the time it became effective through World War I is certainly an influential if
not a controlling consideration in determining the meaning of the Amendment.

* The reluctance of the four justices In both Pollock case to accept the theory that a tax on income is a tax
on the source of the Income was later shared by the Supreme Court in N w York # rei Coha Y. Graves, $00 U. S.
308 (1937) In which the New York State income tax on rents frock real estate In New Jersey was upheld.
Obviously, however, this was not the ratio Adcidesdl of the Pollock case, because four of the justices who did not
agree that a tax on Income from personal property was a tax on the propet Itself Joined with the other justices
in invalidating the tax on muicipal bond Interet
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Later, in 1923, after the decision of the Supreme Court in Evans v. Gore, 258
U. S. 245 (1920), to be discussed below, Congress considered and the House of Repre-
sentatives passed a constitutional amendment" to authorize the taxation of income
derived from future issues of state and municipal bonds and to authorize states to
tax the income of future issues of federal bonds. H. J. Res. 314, (67th Cong. 4th
Sees.); J, Rep. No. 969, (67th Cong. 2d Ses.) The proposal failed to pass the
Senate.

2. The Supreme Court has construed the Sixteenth Amendment consaistently With
the decision in the Pollock Case.

In Evans v. Gore, 253 U. S. 245 (1920), the Supreme Court held (Justice Holmes
and Brandeis dissenting) that the Sixteenth Amendment did not authorize an income
tax on the salary of a federal judge in view of the fact that the Constitution provided
that the compensation of judges "shall not be diminished during their continuance
in office." Const. Art. M Sec. 1.

The Court then considered whether the constitutional inhibition against such
diminution was modified by the Sixteenth Amendment. After an elaborate analysis
of the Sixteenth Amendment the Court concluded that:

"the genesis and words of the Amendment unite in showing that it does not extend
the taxing power to new or excepted subjects, but merely removes all occasion
otherwise existing for an apportionment among the States of taxes laid on

-income, whether derived from one source or another." 253 U. S. at 261-2.

Although Evans v (7ore was overruled in O'Malley v. Woodrough, 307 U. S. 277
(1939), it is clear from the opinion of Mr. Justice Frankfurter in the latter case that
the decision that federal judges could be taxed on their salaries was based on the
premise that, as Justices Holmes and Brandeis had said in their dissenting opinion
in Evans v. Gore, a tax on salaries was not a diminution of compensation. Only that
portion of the majority opinion in Evans v. Gore was repudiated and not one word in
the opinion in O'Malley v. Woodrough questions the above-quoted conclusion of the
Court in Evans v. Gore concerning the Sixteenth Amendment.

* The proposed amendment read as follows:
"[H. J. Res. 314, Sixty-seventh Congress, fourth sot SaJoiuti RasoLlose Proposing[ an amendment to the Constitution of the United States.

R¢uolvtd by the Senate psi House ol Rupruseutatiwn ofl #he sitd States .1 America ia Cougrtu
asumblsd (stoirde-f kia ach Hoiu, coutgurniu therd), That the following article . proposed as an a mend.
masit to the Constitution of the United Statee, which shall he valid to all intent and purposes as part of the
Constitution when ratified by the Ilislatures of three-fourths of the several States:

'ARTICLE .
'Scnos I. The United States shall have power to lay and collect taxes on income derived from securities

Issu, after the ratification of this articl by or under the authority of any State, but without discrimination
against income derived from such securities and in favor of income derived from securities isue, after the
ratification of this article, by or under the authority of the United States or any other State.

'Sc. Z Each State shall have power to lay and collect taxes on Income derived by its residents from
securities issued, after the ratification of this artile, by or under the authority of the United States, but
without discrimination against Income derived from such iecufltes and in favor of Income derived from securi-
ties issued after the ratification of this article, by or under the authoriy of such State,"
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In Eva.. v. Gore the Supreme Court had referred to previous oases in which the
Court had considered the Sixteenth Amendment, beginning with the opinion of Chief
Justice White in Brvaber v. Unio% Pa flo R. B. Co., 240 U. S. 1 (1916) which was
the first case involving the scope and meaning of the Sixteenth Amendment. In that
case, referring to the text of the Amendment the Chief Justice had declared (240 U. S.
at 17-18):

"1... It is clear on the face of this text that it does not purport to confer
power to levy income taxes in a generic sense-an authority already possessed
and never questioned-or to limit and distinguish between one kind of income
taxes and another, but that the whole purpose of the Amendment was to relieve
all income taxes when imposed from apportionment from a consideration of the
source whence the income was derived. Indeed, in the light of the history which
we have given and of the decision in the Pollock Case and the ground upon which
the ruling in that case was based, there is no escape from the conclusion that the
Amendment was drawn for the purpose of doing away for the future with the
principle upon which the Pollock Ca8e was decided, that is, of determining
whether a tax on income was direct not by a consideration of the burden placed
on the taxed income upon which it directly operated, but by taking into view
the burden which resulted on the property from which the income was derived,
since in express terms the Amendment provides that income taxes, from what-
ever source the income may be derived, shall not be subject to the regulation of
apportionment."

The Bruahaber case was decided on Jaruary 24, 1916. On Feberuary 21, 1916,
the Supreme Court handed down the decision in Stanton v. Baltic Mining Co., 240
U. S. 103 (1916). The decision was unanimous and again the Court reiterated the
rule

... that the provisions of the Sixteenth Amendment conferred no new
power of taxation ... " 240 U. S. at 112

In Peck t Co. v. Lowe, 247 U. S. 165 (1918), the Supreme Court decided that the
net income of a corporation derived from exporting goods was not a tax on exports
prohibited by the Constitution, the unanimous opinion of the Court stating:

"The sixteenth amendment, although referred to in argument, has no real
bearing and may be put out of view. As pointed out in recent decisions, it does
not extend the taxing power to new or excepted subjects, but merely removes all
occasion, which otherwise might exist, for an apportionment among the States
of taxes laid on income, whether it be derived from one source or another."
247 U. S. at 172-3

Two years later, in Eisner v. Macomber, 252 U. S. 189, 206 (1920), the Court said:
"As repeatedly held, this did not extend the taxing power to new subjects, but
merely removed the necessity which might otherwise exist for an apportionment
among the States of taxes laid on income."
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In 1926 in Metcalf d Bddy v. Mitchell, 269 U. S. 514,521, Mr. Justice Stone flatly
declared:

"... the sixteenth amendment did not extend the taxing power to any new
class of subjects."

Five years later, in Willcuts v. Bu*n, Chief Justice Hughes, 282 U. S. 216, 226
(1931), speaking for a unanimous Court which held capital gains on the sale of public
securities to be taxable, reiterated the rationale of the rule as follows:

"In the case of the obligations of a State or of its political subdivisions, the
subject held to be exempt from Federal taxation is the principal and interest of
the obligations. Pollock v. Farmers' Loan t Trust Compa%y, supra. These obli.
gations constitute the contract made by the State, or by its political agency
pursuant to its authority, and a tax upon the amounts payable by the terms of
the contract has therefore been regarded as bearing directly upon the exercise
of the borrowing power of the Government."

Again in James v. Dravo Contracting Co., 302 U. S. 134, 153 (1937) Chief Justice
Hughes restated the reason for income tax immunity of state and municipal bond
interest as follows:

"There is no ineluctable logic which makes the doctrine of immunity with
respect to government bonds applicable to the earnings of an independent con.
tractor rendering services to the Government. That doctrine recognizes the
direct effect of a tax which 'would operate on the power to borrow before it
is exercised' (Pollock v. Farmers Loan te Trust Co., supra) and which would
directly affect the Government's obligations as a continuing security. Vital
considerations are there involved respecting the permanent relations of the
Government to investors in its securities and its ability to maintain its credit,-
considerations which are not found in connection with contracts made from time
to time for the services of independent contractors." (italics supplied)

And again, in Helvering v. Mountain Producers Corporation, 303 U. S. 376, 386
(1938) the Chief Justice repeated that:

"a tax on the interest payable on state and municipal bonds has been held to be
invalid as a tax bearing directly upon the exercise of the borrowing power of the
Government (Weston v. Charleston " Pollock v. Farmers' Loan & Trust
Co. 0 * 0)."

In the previous year Mr. Justice Cardozo had also pointed out in Hale v. Iowa
State Board, 302 U. S. 95, 107 (1937):

"By the teaching of the same (Pollock) case an income tax, if made to cover
the interest on Government bonds, is a clog upon the borrowing power such
as was condemned in McCulloch v. Maryland ..0 and Collector v. Day *' ."
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And in Helvering v. Gerhardt, 804 U. 8. 405 (1938), in upholding a federal income
tax as applied to salaries of the employees of the Port Authority, Chief Justice
Stone also referred to the hazard of impairing the borrowing power, stating that the
immunity doctrine had been sustained

"where * I I the function involved was one thought to be essential to the main-
tenance of a state government: as where the attempt was * * " to tax income
received by a private investor from state bonds, and thus threaten impairment
of the borrowing power of the state, Pollook v. Farmers' Loan d Trust Company,
157 U. S. 429; of. Weston v. Charleston, supra, 465-466."

The rationale of the Helvering v. Gerhardt case was followed in Graves v. New
York ex rel O'Keefe, 306 U. S. 466 (1939) in which the Court held that the salary of
an employee of the Home Owners Loan Corporation was not immune from state
income tax. Roth these cases relate to the same question whether intergovernmental
immunities extend to the salaries of employees: Gerhardt to a federal income tax
applicable to state employees and O'Keefe to a state income tax applicable to federal
employees.

It Is noteworthy that in the Gerhardt case Mr. Justice Stone pointed out that the
Pollock case had no application because, as distinguished from the income taxation
of public salaries, the income taxation of public securities would "threaten impair.
ment of the borrowing power of the state." The O'Keefe case does not refer to the
Pollock case, probably because of the Government's position that the income taxation
of public securities was essentially different.

In his argument in Graves v. O'Keefe before the Supreme Court, Solicitor General
Robert Jackson, later Justice of the Supreme Court, had explained that the Govern-
ment accepted the distinction drawn by Chief Justice Stone in the Gerhardt case
and had emphasized that where one deals with a debtor-creditor relationship, the
borrower is the one who is burdened. The Solicitor General said that it was the
presence of an actual burden upon the public instrumentality which issues public
securities which distinguished the taxation of the interest on public securities from
the taxation of the salaries of public employees.

The evidence is overwhelming that the views of Congress and the Supreme Court
on the scope of the Sixteenth Amendment conectly express the purpose and meaning
of the Amendment. That purpose was to permit Congress to levy and assess taxes
on income without complying with the impracticable rule of apportionment according
to population. Before the Amendment Congress had the power to lay income taxes
but not without apportionment. After the Amendment Congress need not apportion.
The history of the Amendment proves that it was never intended to repeal the con-
stitutional doctrine of reciprocal immunity from taxation of state and federal instru-
mentalities and obligations.
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3. The Aktory of the adoption of thc Sixteenth Amesdment confrms the Con.
gressional and Supreme Court coniruotlon of its ifte asd meaning.

Sixty years ago President Taft sent a special message to Congress in which he
urged a constitutional amendment which would confer upon the national government

"the, power to levy an income tax * 0 * without apportionment among the states
In proportion to population."
The President urged Congress not to reenact the 1894 income tax law which had

been declared unconstitutional, saying:
"For the Congress to assume that the court will reverse itself, and to enact

legislation on such an assumption, will not strengthen popular confidence in the
stability of judicial construction of the Constitution." 44 Cong. Bee. (June 16,
1909) p. 3344
Previous to President Taft's special message, Senator Brown of Nebraska had

offered a resolution for a constitutional amendment to the effect that "The Congress
shall have power to lay and collect taxes on incomes and inheritances." Upon being
informed in debate that Congress already had both of the powers in question and that
only the rule of apportionment stood in the way of federal income taxation, Senator
Brown offered, a few days later, a second resolution which read that "The Congress
shall have power to lay and collect direct taxes on incomes without apportionment
among the several states according to population." 44 Cong. Reco. pp. 1548, 1568-9,3377.
The Senate Finance Committee soon reported a resolution for a constitutional amend-
ment in which the words "direct taxes" were changed to "taxes" and after "income"
the words "from whatever source derived" were inserted. The proposed amendment
then read:

"The Congress shall have power to lay and collect taxes on incomes, from
whatever source derived, without apportionment among the several States, and
without regard to any census or enumeration." 44 Cong. Rea. p. 3900
The Committee gave no explanation of the reason for these changes.* However,

the reason for the two changes is clear. The words "direct taxes" in Senator Brown's
proposal would require explanation because it was not obvious why the amendment
should only provide that direct taxes need not be apportioned. Hence, to eliminate
the ambiguity of "direct taxes" the committee provided that tLxes on income "from
whatever source derived" need not be apportioned. Senator Brown's proposed
amendment as clarified by the Senate Finance Committee did not grant power to
Congress to lay and collect a tax on incomes; Congress already had plenary power to
levy income taxes under Article I, Section 8 of the Constitution (quoted supra at p. 3).
The phrase "from whatever source derived" was simply another way of saying that
Congress need ne longer apportion any tax on incomes, irrespective of the source of
the income; that was the sole purpose of the Amendment proposed by President Taft
and introduced by Senator Brown.

*The only colloquy whidh took place when the revised resolution was reported to the Senate is found In,44
Cong. Rec. 3900.
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The debate in Congress took one day in the Senate and one day in the House. The
joint resolution proposing the amendment as redrafted by the Committee passed both
houses and was immediately submitted to the states. No consideration was given at
all to the question of the taxation of income from state and municipal bonds. The
matter simply was not discussed. There was no indication that anyone sought to over-
turn the doctrine that state and municipal bond interest was immune from federal
taxation which had been unanimously established in the Pollock case.

On January 5, 1910, Governor Hughes of New York submitted the amendment
to the Legislature with a message calling attention to the words "from whatever
source derived," suggesting that this might permit the taxation of income from state
and municipal bonds, and questioning whether the amendment should be ratified.

On February 10, 1910, Senator Borah spoke In the Senate in answer to Governor
Hughes' objection, stating in substance that no such meaning could be attached to
the amendment. 45 Cong. Rec. 1694-9. He was followed by Senator Brown who con-
curred with Senator Borah's interpretation. Later, Senator Brown pointedly sug-
gested that Governor Hughes stood alone in his fear:

"It is a very significant fact that this amendment which was pending in
Congress for days and was the subject of discussion by Congress and the press,
should never have met this criticism while it was pending. In its present form
it had the support of a unanimous Senate and a practically unanimous House of
Representatives, who were all, judged by their votes, in favor of conferring this
power on Congress, and yet no one in Congress ever suggested any change in the
language of the resolution or proposed an amendment thereto to cover the objec-
tion now made.

"Nor did any distinguished Governor from any of the 46 States, all of whom
are now very loud in their protestations that the Government should have the
power to tax incomes without apportionment, ever suggest that the amendment
should have been modified in form in any respect. In this body the State of
New York enjoys representation of the very highest character and most eminent
ability, and yet New York on the roll call, as shown in the Congressional Record,
was in favor of this amendment as it passed Congress, and was silent as to any
suggestion that the language was faulty.

"The amendment does not alter or modify the relation today existing
between the States and the Federal Government. That relation will remain the
same under the amendment as it is today without the amendment. It is con-
ceded by all that the Government cannot under the present Constitution tax state
securities or state instrumentalities." 45 Cong. Bec. 2245-6 (Feb. 23, 1910)

On February 17, 1910, Senator Elihu Root of New York, a strong advocate for
the amendment, wrote to New York State Senator Davenport giving his reasoned
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opinion that the amendment did not affect the immunity of state and municipal bonds.
Senator Boot wrote

"Much as I respect the opinion of the Governor of the State, I cannot agree
with the view expressed in his special message on January 5, and as I advocated
in the Senate the resolution to submit the proposed amendment, it seems appro-
priate that I should state my view of Its effect.

0 0 0

"The proposal followed the suggestion of the Supreme Court in the Poilock
cae.

"The evil to be remedied was avowedly and manifestly the incapacity of the
National Government resulting from the decision that income practically could
not be taxed when derived either from real estate or from personal property,
although it could be taxed when derived from business or occupation.

"The termed of the amendment are apt to cure that evil and to take away from
the different classes of income considered by the court a practical immunity from
taxation based upon the source from which they were derived." 45 Cong. Roe. p.
253940 (Mar. 1,1910)

Thus, three United States Senators sought to allay any doubt held by Governor
Hughes. No other member of Congress or any Governor" expressed any other view.
That Governor Hughes' doubts were set at rest is shown by his opinions after he
became Chief Justice, in Willcute v. Bunn (supra, p. 8), James v. Dravo CoNtracting
Co. (supra, p. 8) and Helvering v. Mountain Producers Corporation (supra, p. 8).

No one would doubt that if the states and their municipalities were to attempt to
impose state or local taxes upon interest received by their residents from obligations
of the Federal government, such a levy would be unconstitutional in the absence of
consent by Congress to such taxation. Weston v. City of Charleston, 2 Pet. (U. S.)
449 (1829). And this is so even though it is universally accepted that the state legis-
latures possess plenary power to tax, subject only to the limitations of their state
constitutions.

It is our opinion that the unanimous holding in the Po/ock case, reaffirmed
so many times after the Sixteenth Amendment, that interest on state and municipal
securities is free from Federal income taxation under the Constitution would be
again reaffirmed by the Supreme Court and that therefore the House Bill insofar as it
seeks to lay a minimum tax applicable to such interest is unconstitutional.

* In a message to the New Jersey Legi,1ature dated February 7,1910, John Franklin Fort. Governor of New
Jersey, said:

I* * * Nor am I inclined to accept the statement that the Supreme Court of the United States might con.
strue the words 'from whatever source derived' as found in the pending amendment as justifying the taxing
of the securities of any other taxing power."
On February 23, Senator Brown, referring to the message of Governor Fort, of New Jersey, said:

* "It cheers our hearts to read in the press that President Taft agrees with the Governor of New Jersey,
who, in a message to his legislature February 7 and since the New York message was transmitted, took
Immediate and direct issue with the governor of New York." 145 Cong. Rec., p. 2Z45J
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C. To the extent the minimum tax applies to interest o* local housing authority
and agency obligations it is also unconstitutional under the Fifth Amendment.

It is also our opinion that if the minimum tax in the House Bill applies to the
interest on bonds of local public housing authorities Issued to finance low rent housing,
slum clearance and urban renewal projects, the bill violates the Fifth Amendment
to the Constitution.

The United States Housing Act of 1937 [50 Stat. L. 8881 provides in section 5(e)
as follows:

"Obligations, including interest thereon, issued by public housing agencies in
connection with low-rent housing or slum-clearance projects, and the income
derived by such agencies from such projects, shall be exempt from all taxation
now or hereafter imposed by the United States."

The Housing Act of 1949 (63 Stat. L. 413] provides in section 102(g) as follows:
"Obligations, including Interest thereon, issued by local public agencies for
projects assisted pursuant to this title, and income derived by such agencies from
such projects, shall be exempt from all taxation now or hereafter imposed by the
United States."

Since the interest on obligations issued by a local public housing authority or
agency constitutes interest upon obligations of a political subdivision of a state, such
interest is excluded from gross income under section 103 of the Internal Revenue
Code. When interest is excluded from gross income under the Code, the provisions
of the House Bill imposing the minimum tax become operative and apply to such
exempt interest in excess of the $10,000 floor.

Each of the above-quoted provisions of the United States Housing Act of 1937
and the Housing Act of 1949 that the obligations of local housing authorities and
agencies "including interest thereon"I .* shall be exempt from all taxation now or
hereafter imposed by the United States constitutes a statutory contract between the
federal government and the holders of such obligations. In our opinion, to deprive
such holders to any extent of their immunity from federal taxation on the interest
which they receive from such obligations impairs the obligation of the contract in
violation of the Fifth Amendment which "protects rights against the United States
arising out of a contract." Lynch v. United States, 292 U. S. 571 (1933). See also
Farmers and Mechanics Savings Bank v. Minnesota, 232 U. S. 516, 528 (1913).

il

ADR by arbitmrily dialowing deductions unrelated to tax-exempt intent dis.
aminates, against state and municipal bondholde.

Section 302(a) of the House Bill which adds a new section 277 to the Code is incon-
sistent with established principles of judicial decisions concerning income tax deduc-
tions. The new section provides in effect that if a taxpayer other than a corporation
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has so-called "allocable expenses" for a taxable year, the deductions otherwise allow.
able for such expenses are disallowed to the extent of an amount equal to (1) the
aggregate of such expenses multiplied by a fraction, the numerator of which is the
"allowable tax preferences" and the denominator of which is such preferences plus
"modified adjusted" gross income, or (2) the "allowable tax preferences," whichever
is lesser.

The deductions which the bill requires to be allocated are payments or losses not
related to a business or to a transaction entered into for profit, including interest,
state and local taxes, and personal theft and casualty losses, as well as charitable
contributions, cooperative housing expenses, medical and dental expenses, and net
operating losses attributable to nonbusiness casualty losses.

Among the "allowable tax preferences" which would cause the partial disallow.
ance of allocable deductions is interest in excess of $10,000 received from state and
municipal bonds issued on and after July 12,1909.

The Secretary of the Treasury when he appeared before this Committee advo-
cated the adoption of an even more stringent provision limiting deductions for indi.
viduals so far as interest on state and municipal obligations is concerned. Although
the House Bill contains transitional provisions under which the interest on state and
municipal bonds would be taken into account gradually over a ten-year transitional
period, the Secretary of the Treasury proposed that 100% of the interest should be
taken into account immediately. The respected Secretary referred to the section dis-
allowing deductions as the "ADR" provision of the bill, meaning "Allocation of
Deductions Rule."

The House Ways and Means Committee Report, which accompanied the bill, tries
to give a simple example of the operation of sections 301 and 302 in a footnote which
reads as follows:

"*Fbr example, suppose the individual has as taxable income of $30,000, a
tax-exempt income of $70,000, and $30,000 of personal deductions. Applying the
limit on tax preference first results in adding $20,000 to the individual's taxable
income increasing the latter to $50,000 and decreasing tax-free income to $50,000.
Deductions are then allocated on the basis of a 50-50 split between taxable and
nontaxable income, resulting in disallowing $15,000 of the total of $30,000 of
deductions. For simplicity, this example omits the effect of the $10,000 floor."
H. Rep. No. 91413 (Part i), aupra, p. 83, n. 3.

If, for example, the $3,000 of personal deductions consisted of contributions
to charitable organizations (irrespective of whether the contributions consisted of
cash or securities appreciated in value), the result would be that a substantial portion
of the charitable contributions would be lost as a deduction.

First of all, the percentage limitation of 50% under the bill in the case of a cash
contribution and 30% under the bill in case the contribution consisted of appreciated
securities, would apply. Then the amount allowable as a deduction would be cut
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by 50% regardless of the nature of the charitable contribution. Presumably under the
House Bill the amount in excess of the percentage limitation (either $5,000 if the
contribution were in cash or $15,000 if the contribution were in appreciated securities)
could be carried over for the following five years and deducted as a charitable con-
tribution. Nevertheless the 50% disallowed as a result of the application of the
proposed allocation of deductions rule could not be carried forward and the donor
would have no tax benefit from having given this amount.

Omitting "for simplicity" the $10,000 floor, if the $30,000 of personal deduc-
tions consisted of state and local taxes, or casualty losses, instead of charitable
contributions, one.half of the deductions would be disallowed.

A. There i8 so doubt Congress may disallow deductions directly related to
interest on state and municipal bonds or property allocable to such interest.

In order to clarify an issue already beclouded by a fundamental discrepancy
between the bill and the Committee Report, we wish to emphasize that in our view,
Congress has plenary power to disallow any deduction directly related to tax-exempt
interest on state and municipal bonds. This principle is illustrated by the provision
of the Revenue Act of 1921 (now Code § 265(2)] which forbids the deduction of
interest paid on loans used to carry tax-exempt securities. In Denman v. laByton,
282 U. 8. 514 (1931) the constitutionality of this disallowance was upheld by a
unanimous Supreme Court. The Court distinguished National lsurance Company v.
United States, 277 U. S. 508 (1928) on the ground that Slayton, a municipal bond
dealer, was not required to pay more taxes because he owned exempt securities.

Nor do we have any doubt regarding the constitutionality of section 265(1) of
the Code which provides that no deduction shall be allowed for any

"amount otherwise allowable as a deduction under section 212 (relating to
expenses for production of income) which is allocable to interest 0 0 0 wholly
exempt from taxes 0 0 *."

For example, if an individual taxpayer receives one.half of his income from tax-
exempt securities and one-half his income from taxable securities, all such securities
being in a custody account of a bank, the custodian fees paid to the bank can con-
stitutionally be allocated between the income from the tax-exempt securities and from
the taxable securities. The statutory inhibition against the dedulction of one-half
of those fees and expenses is in our opinion constitutional because there is a meaning.
ful basis for the allocation.

B. By disallowing deductions not reasonably related to the receipt of tax-exempt

income, ADji violates the rule of law in Ahe National Life Insurance Company case.
The House Ways and Means Committee Report gives lip service to the principle

that allocation should be required "only for those expenses which can reasonably
be assumed to be met in part out of tax-free income." H. Rep. 91418 (Part 1), p. 82.
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However, this assertion in the Committee Report finds no counterpart or expression
in the House Bill which contains no clause confining the ADR to deductions having
a reasonable relationship to the tax-exempt income.

Any attempt to include such a limitation on ADR would indeed be contradictory
of the other provisions of the bill which apply ADR even when the deductions are
wholly unrelated to the receipt of interest on state and municipal securities, such as,
for example, the inclusion in so-called "allocable deductions" of casualty losses,
charitable contributions, or state and local taxes.

Under ADR an individual with tax-exempt securities who also has deductions for
casualty losses, charitable contributions or state and local taxes will be forced to pay
a higher federal income tax simply by reason of the ownership of such securities. A
simple example omitting the $10,000 floor should suffice to show that the ADR requires
this result. Assume two taxpayers, each married and under 65 but with no depend-
ents. Taxpayer A receives $50,000 in income from municipal bonds and has an
adjusted gross income of $50,000 and deductions of $25,000. Taxpayer B has the
same adjusted gr,:ss income and deductions but receives no tax-exempt interest.
Taxpayer A will pay a federal income tax, disregarding the 10% surcharge, of
$10,475, in contrast to Taxpayer B, who will pay a tax of $5,596, as follows:

Taxpayer A Taxpayer B
Adjusted Gross Income ... $50,000 $50,000
Tax-exempt municipal bond

interest ................ 50,000 none

Allocable Expenses ....... $25,000 $25,000
Less:

Amount Disallowed by
ADR .............. 12,500 $12,500 none $25,000

Taxable Income .......... $37,500 $25,000
Tax ..................... $10,475 $ 5,596

When prospective purchasers of tax-exempt securities realize that their right to
deductions will be substantially eroded if either the House Bill or the Treasury pro-
posal becomes law they may well curtail their purchases and even be forced to sell
securities acquired since the cutoff date of July 11, 1969 in the House Bill. The
incongruity of an individual who owns no tax-exempt securities paying less taxes
than a taxpayer with the identical taxable income who accepts the lower interest rate
borne by municipal bonds can have a serious impact upon the municipal bond market.
The adverse effect of this potential interference with the borrowing power of states
and municipalities stems primarily from the discriminatory disallowance of char.
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itable contributions, state and local taxes, theft and casualty losses, and medical and
dental expenses, none of which are even remotely connected with the receipt of tax-
exempt interest.

In National Life Insurance Company v. United States, 277 U. S. 508, 522 (1928),
the Supreme Court held that "Congress has no power purposely and directly to tax
State obligations by refusing to their owners deductions allowed to others."

And yet this is precisely what happens under ADB as the foregoing example
demonstrates. It is submitted that ADR plainly discriminates against those taxpayers
(other than banks and other corporations) who receive state and municipal bond
interest by compelling them to pay a higher tax than other taxpayers receiving the
same amount of taxable income who do not own tax-exempt public securities.

C. The Atlas Life Insurance Company case does not support ADR.

United States v. Atlas Life Insurance Company, 381 U. S. 233 (1965), which con-
sidered the constitutionality of The Life Insurance Company Income Tax Act of 1959
does not support the ADR. That Act imposed a tax upon the taxable investment
income of life insurance companies and upon one.half the amount by which total gain
from operations exceeds taxable investment income. 73 Stat. 112, Code §§ 801-820.
In arriving at taxable investment income, the Act recognized that life insurance com-
panies are required by law to maintain policyholder reserves to meet future claims,
that they normally add to these reserves a large portion of their investment income,
and that these increments should not be subjected to tax. The Act defines life insur-
ance reserves, provides a method for establishing the amount which for tax purposes
is deemed to be added each year to those reserves, and prescribes a division of the
investment income of an insurance company into two parts, the policyholder's share
anl the company's share.

Under section 804 the total amount to be added to the reserve is divided by the
total investment yield and the resulting percentage is used to allocate each item of
investment income, including tax-exempt interest, partly to policyholders and partly
to the company. The effect of apportioning the annual addition to the reserve to non-
taxable and taxable income pro rata is to limit the deductions allowed against taxable
income to its proportionate part of the addition to the reserve. The remainder of
each item is considered to be the company's share of investment income. In computing
taxable investment income, the Act then allows a deduction of the company's share of
tax-exempt interest from the total amount of investment income allocated to the
Company.

Atlas claimed it was entitled to deduct from total investment income both the full
amount of the annual additions to the reserves and the full amount of tax-exempt
interest received. The company argued that by assigning part of the exempt income
to the reserve account rather than assigning only taxable income, the Act~places more
taxable income on the company's share of investment return, with the result that it
paid more tax because it had received tax-exempt interest.
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The Supreme Court speaking unanimously stated that:
"... the policyholder's claim against investment income is sufficiently direct and
immediate to justify the Congress in treating a major part of investment income
not as income to the company but as income to the policyholders. 381 U. S. at 247-8

0 0 #

"Under the 1959 Act this portion is arrived at by subjecting each dollar of
investment income, whatever its source, to a pro rata share of the obligation owed
by the company to the policyholders, from whom the invested funds are chiefly
obtained. In our view, there is nothing inherently arbitrary or irrational in such
a formula for setting aside that share of investment income which must be com-
mitted to the reserves." 381 U. S. at 249

The Court pointed out that:

"The formula does pre-empt a share of tax-exempt interest for policyholders and
the company will pay more than it would if it had full benefit of the inclusion for
reserve additions and at the same time could reduce taxable inwome by the full
amount of exempt interest. But this result necessarily follows from the appli.
cation of the principle of charging exempt income with a fair share of the burdens
properly allocable to it." 321 U. S. at 251 (italics supplied)

This treatment of tax-exempt income prevents, as it was intended to do, a double
deduction. If life insurance companies could not only deduct in full the annual addi.
tions to reserves which were assigned to the policyholders but also exclude from their
income the tax-exempt interest assigned to the policyholders, they would be in effect
deducting tax-exempt interest which had already been excluded from their taxable
income. Thus, life insurance companies would have anexemption and also a deduction
for the same amount of tax-exempt interest.

The Court declined to consider any comparison of two life insurance companies
which received the same amount of taxable income but one of which companies
received tax-exempt municipal interest, pointing out that life insurance companies
do not have a choice of investing or not investing but must invest either in one kind of
security or another to accumulate funds for their policyholders and that the items
of income and expense which entered into any computation of taxable income of a
life insurance company were so interrelated 'that it was unrealistic to compare life
insurance companies with different earning capacities in determining whether ex-
penses were properly allocable to tax-exempt income. 381 U. S. at 250-1.

In so doing the Court accepted the distinction between an individual taxpayer
and a life insurance company which had been urged upon it by the Department of
Justice in its brief in the case. In the brief the Department had emphasized this dis-
tinction as follows:

"If we were dealing with a simple tax upon gross income received by a tax-
payer exclusively for hi. own benefit without deductible costs, then it might be
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true to say that a tax liability which is increased because of the additions of an
increment of State bond interest is, to some extent, a tax on the income from the
bonds. But that is not this case; here we deal with the net income after sundry
subtractions from the received income coming into the company's possession.

"... but the arithmetic is meaningless unless we also consider whether the
State-bond interest has such a relation to other items entering into the deter-
rination of taxable net income that the receipt or no*-receipt of the State bond
justifies a change in the corresponding elements of the arithmetical computation."
Pet. Br., pp. 22.3 (italics supplied)

It is this very distinction which is so blurred by the self-contradictory language
in the Report of the Ways and Means Committee that the draftsmen of the House
Bill could not find words to insert in the bill which would limit the ADR to an alloca.
tion of deductions involving expenses reasonably attributable to the production and
collection of the interest received by an individual (or an estate or trust) from state
and municipal securities.

The Supreme Court in the Atlas ease was not "dealing with a simple tax upon
gross income received by a taxpayer exclusively for his own benefit," as the Govern-
ment's brief in Atlas stressed. In Atlas the income was partly for the benefit of the
taxpayer (i.e., the Company) and partly for the benefit of the policvholders. Hence,
the allocation sanctioned by the Court in Atlas is a far cry from the sweeping disal-
lowance of deductions not germane to tax-exempt income received by a taxpayer
exclusively for his own benefit. To do what the House Bill would purport to do
makes ADR an arbitrary and discriminatory rule.

III

Sections 601 and 602 of the Bill provide for unnecessary and undesirable Fed-
eral control of State and Local financing; the Subsidy Program provided for therein
is unworkable.

Section 601 of the House Bill contains provisions which purport to authorize
an issuer of obligations which are presently exempt under section 103(a)(1) of the
Code to issue obligations which would not be subject to such exemption. The election
shall be made with respect to each issue of obligations to which it is to apply and
the election with respect to any issue once made shall be irrevocable. Section 602(b)
of the bill provides that the Secretary of the Treasury or his delegate shall pay a
fixed percentage of the interest yield on each issue of obligations to which the fore-
going election applies before the first day of each calendar quarter. The Secretary
or his delegate shall determine the fixed percentage of interest yield which he deter-
mines is necessary for the government to pay "in order to encourage the States and
political subdivisions thereof to make elections under section 103(b)". During the
calendar quarters beginning prior to January 1, 1975, the fixed percentage shall be
not less than 30 percent and not more than 40 percent; for calendar quarters beginning
after December 31, 1974, the percentage shall be not less than 25 percent and not more
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than 40 percent. Payment of any interest required shall be made by the Secretary
of the Treasury or his delegate not later than the time at which the interest payment
on the obligation is required to be made by the issuer.

Section 602(c) of the bill provides that, at the request of the issuer, the liability
of the Utited States under section 602 to pay interest to the holders of an issue of
obligation for which an election has been made shall be made through assumption by
the United States of the obligation to pay a separate set of interest coupons issued
with the obligations.

Section 601(b) of the bill provides that, under regulations prescribed by the
Secretary or his delegate, any arbitrage obligation shall not be included within
those obligations exempt from taxation under section 103.

The amendments relating to the subsidy program shall apply to obligations issued
in calendar quarters beginning after the date of the enactment of those provisions.
The amendment in respect of arbitrage obligations shall apply to obligations issued
after July 11, 1969.

A. Sections 601 and 602 of the bill provide a vehicle for continuing federal
control of the purposes for which state and local obligations may be issued.

In order to overcome the objections to a subsidy plan which are necessary to
complement a program of taxable debt instruments to finance state and local govern-
ment capital outlays, the provisions of sections 601 and 602 of the House Bill, accord-
ing to the Report of the House Committee on Ways and Means, are "entirely elective"
and the Report further states that there "is no review of the advisability of the local
project or of the issuer's ability to repay". However, such a review will be required
for the subsidy provisions of the bill apply only to obligations which, but for an
election under proposed section 103(b), would be obligations to which section
103(a) (1) applies. Thus, neither industrial development bonds as defined in section
107 of the Revenue and Expenditure Control Act of 1968 nor arbitrage obligations
would be eligible for the subsidy program. If Congress is concerned with tax reform
it is incumbent upon it truly to reform the situation created by the unfortunate
definition of industrial development bonds contained in section 107 of the Revenue
and Expenditure Control Act of 1968 and to prevent the taxation of "arbitrage"
obligations. As Senator Baker stated on May 27, 1969 in the Senate upon the intro.
duction of S. 2280 in respect of section 107 of the Revenue and Expenditure Control
Act of 1968:

"... This measure originated by way of amendment on the Senate floor without
the benefit of hearings in either House and was adopted after brief debate.
Subsequent to adoption by the Senate of the Ribicoff amendment, a provision
imposing the 10-percent surtax was also added to the same bill, and the attention
of the Senate-House conferees, the other Members of Congress, and the country
at large was naturally and appropriately focused on the all-important issues of
the surtax and expenditure cut and not on the scope of the definition relating to
industrial development bonds.
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Many Members of Congress who supported the taxation of industrial devel-
opment bonds later came to realize inat, as a result of the cursory treatment
given this subject, Congress had by means of the definition employed in the act
gone much further than was ever intended. It became generally acknowledged
that Congress hal not only provided for the taxation of industrial development
bonds but had also made a wholesale attack on numerous State and local oblige.
tions completely unrelated to industrial development. Chairman Wilbur Mills
of the House Ways and Means Committee, stated this fact on the floor at the
time of passage of the conference report and invited the National Governors
Conference and others to provide corrective legislation.

0 0 4

The bill which I introduce today is essentially a revised version of the meas-
ure that I introduced late in the last session. Its purpose is to correct what most
believe is clearly a distorted definition of the term "industrial development bond"
as presently set forth in the statute."

Senator Baker has stated, and we fully concur, that section 107 of the Revenue and
Expenditure Control Act of 1968 has the effect of including within the definition
"industrial development bond" many bonds which would be issued to finance facilities
for many "acknowledged and ti-aditional State and local functions". He further stated
at the time of the introduction of S. 2280:

.... What the act [Revenue and Expenditure Control Act of 1968] does is set up
a list of approved purposes labeled "exemptions." Bonds for these purposes
remain exempt and those for all other State and local governmental purposes are,
as I have said, taxable when private occupants pay to use the financed facilities.

By establishing this honor roll rating, the Congress purported to classify as
"good" or "bad" many legitimate functions of State and local governments,
rewarding "good" purposes with exemption and penalizing "bad" purposes with
taxation. Among the "bad" purposes are such fundamental governmental funo-
tions as education and health care, which obviously are totally unrelated to the
development of new industrial plants, but the interest on the facilities of which
is taxable if they are maintained by private occupants.

a 0 0

In my judgment, this type of continuing Federal regulation by the honor roll
regulation of State and local governmental functions has no proper place in our
federal system and accordingly should be abandoned."

Just as we support meaningful redefinition of the term "industrial development
bond" we object to any congressional determination of "good" or "bad" purposes.
The goodness or badness of purposes for which state or local obligations may be issued
can best be determined by states and local government in accordance with state estab-
lished concepts of public purpose and not by Congress.
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The statutory authorization to exclude arbitrage obligations from the subsidy
program and to include income derived from arbitrage obligations in the gross income
of the recipients thereof is another ill-conceived congressional attempt involving fed-
eral review of the purposes for which state or local obligations may be issued. The
Report of the House Committee on Ways and Means states that "[s]ome State and
local governments have misused their tax exemption privilege by engaging in arbi-
trage transactions for which the funds from tax exempt issues are employed to pur-
chase higher yielding federal obligations whose interest is not taxed in their hands."
No examples of such arbitrage transactions are given. We know of no situation in
which bonds have been issued in an arbitrage transaction as we believe that term to
be used by the House and thus we have grave doubts as to the need for a legislative
remedy for a supposed evil which does not exist. However, we are quite concerned
that the term may be so defined to attack necessary and proper state and local financ-
ing methods. For example, it is quite common for state and local governments to
invest in higher yielding taxable obligations pending the use of the proceeds of the
bond issue. Such proceeds may be used for the construction of needed capital facilities
or may be used to refund outstanding obligations. In either case it may be prudent,
and indeed required, that the state or political subdivision invest those funds in the
highest yielding and safest investments available to them including United States
government securities, until such time as they can be used for the purpose for which
they are intended.

The Report states that "it is contemplated that the regulations to be issued by
the Secretary of the Treasury concerning this section of the bill will provide rules
for the temporary investment of the proceeds of a state or local government obliga-
tion pending their expenditure for the governmental purposes which gave rise to
their issue." However, neither the bill nor the Report provide the Secretary with
any discernible standard as to what type of arbitrage obligations will be included
in the definition promulgated by the Secretary of the Treasury.

We assume, but are uncertain, that the term as used in the House Bill has the
ambivalent meaning given to it in the Treasury Department announcement contained
in Technical Information Release No. 840, dated August 11, 1966. That Release
stated that a study would be conducted to determine whether certain obligations
should be considered as obligations of states, territories, possessions and their politi-
cal subdivisions or the District of Columbia. The obligations which were to be the
subject of the study were "obligations issued by these govermental units where a
principal purpose is to invest the proceeds of the tax exempt obligations in taxable
obligations, generally United States Government securities, bearing a higher interest
yield."

Pending such study, the Treasury Department announced in the Release that
it would decline to issue rulings that interest on obligations falling within two cate-
gories would be exempt from federal income taxation under section 103 of the Code.

The obligations were those
",1. Where all or a substantial part of the proceeds of the issue (other than

normal contingency reserves such as debt service reserves) are only to be invested
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in taxable obligations which are, in turn, to be held as security for the retirement
of the obligations of the governmental unit.

2. Where the proceeds of the issue are to be used to refund outstanding
obligations which are first callable more than five years in the future, and in the
interim, are to be invested in taxable obligations held as security for the satisfac-
tion of either the current issue or the issue to be refunded."

The Treasury Department then gave three examples of transactions where no
rulings would be issued. The examples were

"First, a State may issue obligations and invest the entire proceeds in
United States bends with similar maturities bearing a higher interest yield. The
United States bonds are then placed in escrow to secure payments of interest
and principal on the States obligations. The profit on the interest spread accrues
to the State over the period of time that these obligations are outstanding.

Second, a municipality may immediately realize the present value of the
arbitrage profits to be derived over the future by casting the transaction in tho
following form: It may issue obligations in the amount of $100 million, use $20
million to build schools or for some other governmental purpose, and invest the
balance, $80 million, in United States bonds which bear a higher interest yield.
The United States bonds are escrowed to secure payment of interest and prin.
cipal on the municipal obligations. The interest differential is sufficiently large
so that the interest and principal received from the United States bonds are
sufficient to pay the interest on the municipal obligations as well as to retire them
at maturity.

Third, a municipality may issue obligations for the stated purpose of refund.
ing outstanding obligations first callable more than five years in the future.
During the interim before the outstanding obligations are redeemed the proceeds
of the advance refunding iisue are invested in United States bonds bearing a
higher interest yield, and such bonds are escrowed as security for the payment of
either of the issues of municipal obligations. During that interim period,
arbitrage profits based on the interest spread inure to the municipality."

If the Treasury Department has completed its study it has not announced the
results thereof' and therefore we express grave doubts of the need for a legislative
remedy. We can understand the concern of the Treasury Department in respect of the
problem presented by the first ettegory or the first and second examples so long as
their concern is expressed with respect to transactions where all or a substantial part
(80%) of the proceeds of the issue are to be solely for the purpose of investment

* The tax reform studies and proposals of the Treasury Depastment submitted to the Comnittee on Way and
Means of the House of Representatives on January 17, 1969 make no reference to arbitrage obligations..ee WTax
Reform Studiu, and ProPosals, U. S. Trtasury Dsparns#uI Joint Publication Committee on Ways and Means,
U. S. House of Representatives and Committee on Finance, U. S. Senate, wahigt: Government Prnting
Office, 1969.
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in taxable obligations and have no other purpose such as the refunding of outstanding
obligations where such refunding is permitted by state or local law or the instru-
ments pursuant to which such outstanding bonds being refunded were issued. We
are of this view for it would be difficult to find a public purpose if the language
means what it says. We assume that the first category does not apply to refunding
bonds for it appears to have been the intent of the Treasury Department to deal with
refunding in the second category. It would be impossible to justify an argument that
the first category would include such refunding obligations where they are callable
less than five years in the future. The second category and the third example set
forth in the Release could prevent a financing which involves a justifiable public pur.
pose under state law and the facts underlying the financing program. There is no valid
reason for Congress to impose its will in respect of the desirability of particular financ-
ing programs of state and local governments by denying the tax exemption to income
derived from bonds of such state and local governments for such otherwise justifiable
purposes.

We further express our concern over the provision in the bill which states that
the provisions in respect of arbitrage bonds shall apply to obligations issued after
July 11, 1969. Since the statute provides no discernible standard as to what type of
arbitrage obligations will be included in the definition promulgated by the Secretary
of the Treasury and since the provisions of the bill relating to arbitrage obligations
are retroactive to July 11, 1969, issuers of securities will be unable to determine
whether their obligations will be deemed to be arbitrage obligations the income of
which will be subject to federal income tax and which will not be obligations to which
the subsidy program will apply.

B. The subsidy pla.. is unworkable in several respects.

The subsidy program is unworkable as applied to any political subdivisions of a
state. Assuming that a state can exercise the election provided by section 601, it
would appear that a political subdivision of the state would be unable to exercise
such an election without a grant of authority to do so. We are not aware that any
state presently has authorized its political subdivisions to exorcise such an election.

A political subdivision is merely a creature of the state and derives all of its
power from the state. It is a general and undisputed proposition of law that a muni-
cipal corporation possesses and can exercise only those powers expressly granted,
those necessarily or fairly implied in or incident to the powers expressly granted and
those essential to the accomplishment of the declared objects and purposes of the
corporation. Any fair, reasonable, substantial doubt concerning the existence of power
is resolved by the courts against the corporation and the asserted power is denied.
Neither the corporation nor its officers can do any act, or make any contract or incur
any liability not authorized by its charter or the statute creating it, or by some other
legislative authorization. All acts beyond the scope of powers granted are void. The
power of the legislatures of the states to control their respective political subdivisions
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without hinderance, so far as the federal constitution or its laws are concerned, has
been consistently recognized by the Supreme Court. The only restraint on this broad
authority is that such exercise of power shall not contravene a federally protected
right of one to whom that right is guaranteed. See Hunter v. Pittsburgh, 207 U. S. 162
(1907); Gomilion v. Lightfoot, 364 U. S. 339 (1960); Baker v. Carr, 369 U. S. 186
(1962). Thus where the City of Baltimore challenged, under the equal protection
clause of the Fourteenth Amendment of the federal constitution, a state statute
exempting a railroad from a City ad valorem tax, the Supreme Court rejected the
City's contention of unconstitutionality with the assertion that a municipal corpora-
tion "has no privileges or immunities under the federal constitution which it may
invoke in opposition to the will of its creator". Williams v. Mayor and City Comcil
of Baltimore, 289 U. S. 36, 40 (1933).

Consistent with these well-defined concepts of state law, since there is no legisla-
tion of which we are aware in any state authorizing, implicitly or explicitly, the issu-
ance of taxable bonds, it would appear that no political subdivision of any state has
the power at present to issue taxable bonds notwithstanding the passage of the bill.

In order for a municipality to be empowered to elect to issue taxable bonds each
state would have to pass enabling legislation and in some states the state constitution
would need to be amended prior to the passage of such enabling legislation. Anything
less than passage of state legislation would entangle a political subdivision desiring
to make an election in protracted litigation testing the power of such political sub.
division to exercise such election without enabling state legislation. Such litigation,
of course, would have to be resolved prior to selling taxable obligations. As a practical
matter no political subdivision would welcome delay in financing needed projects
resulting from the time required to (1) enact necessary legislation or (2) to await
the outcome of litigation, the success of which is conjectural.

The bill provides that the Secretary or his delegate "shall pay a fixed percentage
of the interest yield on each issue of obligations" to which an election applies. The
Committee report states that "([determination of the interest yield on any issue of
obligations is to be made immediately after they have been issued." It must be
assumed that the term "interest yield" means return on investment to a bondholder
based on the cost of the bond. The choice of the term "interest yield" is unfortunate
for it relates to an amount to be received by the purchaser of the state or local obliga-
tions and not to the amount of interest payments required to be made by the state or
local government, i.e. "interest rate". Since we are dealing with a subsidy plan to
"encourage the States and political subdivisions thereof to make elections under sec-
tion 103(b)" the amount of interest to be paid or interest rate would appear to be
the proper criterion. However, since the percentage is to be based on "interest
yield" the interest yield may be computed to maturity or to the earliest possible
redemption date. If computed to the earliest date of redemption, no subsidy payments
would be available on interest payment dates subsequent to the earliest redemption
date if those obligations were not redeemed. No adjustments for redemption are
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specifically provided for in the bilL However, it is reasonable to assume that adjust-
ments will be required depending on the redemption date and the redemption price.
However, even though there is no specific statutory basis for the view that an adjust-
ment would be made the implication of such authority furthers the contention that
there will be a substantial amount of federal control in respect of obligations to which
the election applies, not only with respect to the purpose for which the obligations
are issued but details of the financing transaction which are a necessary incident to
such financings. This is further evidenced by the Committee Report's statement in
respect of premium"or discount applied in the issuance of obligations:

"...Where it is the most practicable method of effecting the intent of the bill,
adjustment for any premium or any discount at which the obligations are issued
may be made between the issuer and the United States at the time of issuance or
such later time or times as may be appropriate."

Section 602(o) of the bill provides that at the request of the issuer, the liability
of the United States under Section 602 to pay interest to the holders of an issue of
taxable obligations shall be made through assumption by the United States of the
obligation to pay a separate set of interest coupons issued with the obligations. This
dual coupon concept has not to our knowledge been extensively explored by the
legal community associated with the issuance and saie of state or local obligations.
As a result substantial legal problems may exist. Thus while the Committee
Report concedes that "the use of such dual coupon oblig'ttions might be necessary to
avoid violation of the maximum interest rate limitations imposed on some States and
localities by local law", a review of those limitations leads one ineluctably to the con.
clusion that the limitations would still apply.

While we have briefly discussed the provisions of the proposed subsidy plan and
the ramifications resulting therefrom, we would like to call attention to the amount of
federal control which appears from the various provisions. Reference has been
heretofore made to some of the items of control. The federal government would be
required to have personnel available to undertake the various responsibilities, includ-
ing those mentioned below, which appear explicitly or implicitly in the language of
the bill. First, the federal government would appear to be required to satisfy itself
that the obligations to be issued were valid and legally binding obligations of the
state or political subdivision. The extent of the government's involvement in this
particular role would vary with each issue of obligations. Second, contemporane-
ously with such review the federal government would have to satisfy itself that the
obligations to be issued would not be deemed to be industrial development bonds
within the meaning of the Revenue and Expenditure Control Act of 1968 or arbitrage
obligations. Third, determinations of interest yield would be required to be made
by the federal government in respect of each issue of obligations. The exact amount
of the interest yield would be of such importance to each issuer that an official of the
federal government would have to be available upon the receipt of the bid for or upon
the negotiation of the sale of an issue of obligations to confirm such amount. Fourth,
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machinery would be required to be established to, provide that the federal govern-
ment's share of the interest payments would be made not later than the time at which
the interest payments on the obligations are required to be made by the issuer.
Finally, personnel would also be required to make adjustments in the subsidy pay.
ments in the event that taxable obligations were redeemed prior to maturity. No dis-
cussion of the necessity of administering the foregoing functions appears to have
been heretofore considered by Congress. The Committee Report is silent as to the
need for the creation of administrative machinery and no reference is made to the
cost of such administrative machinery in that section of the Oommittee Report
relating to "Revenue effect."

For the reasons set forth above, we recommend that sections 601 and 602 of the
bill not be enacted.

Respectfully submitted,

HAwxiNs, DzuuTum & WooD

67 Wall Street

New York, New York 10005

Dated: September 19,1969
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