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1981-82 MISCELLANEOUS TAX BILLS, X

FRIDAY, OCTOBER 16, 1981

U.S. SENATE,
COMMITTEE ON FINANCE,

SUBCOMMITEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:23 a.m. in room
2221, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man of the subcommittee) presiding.

Present: Senators Packwood, Long, Durenberger, and Bradley.
Senator PACKWOOD. The hearing will come to order. We will

start our hearing this morning with Senator Hatfield, the senior
Senator from the State of Oregon.

[The committee press release; the bills S. 425, S. 608, S. 1348,
S. 1479, S. 1580 and S. 1656; the Joint Committee on Taxation's
description and Senators Baucus' and Levin's prepared statements
follow:]
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PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
September 28, 1981 UNITED STATES SENATE

Subcommittee on Taxation
and Debt Management

2227 Dirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS HEARING ON SIX MISCELLANEOUS TAX BILLS

Senator Bob Packwood, Chairman of the Subcommittee on
Taxation and Debt Management of the Senate Committee on Finance,
announced today that the Subcommittee will hold a hearing on
October 16, 1981, on six miscellaneous tax bills.

The hearing will begin at 9:30 a.m. in Room 2221 of the
Dirksen Senate Office Building.

The following legislative proposals will be considered at
the hearing:

S.425 --Introduced by Senator Packwood. S. 425 would
exempt from the coverage of the Mortgage Subsidy Bond Tax -
Act of 1980 certain general obligation mortgage bond issues
of the State of Oregon.

\
S.608 -- Introduced by Senator Baucus. S. 608 would allow
T-n-Tviduals a deduction for certain expenses paid or
incurred in connection with the adoption of a child.

S.1348 -- IAlLroduced by Senator Sasser. S. 1348 would amend
or clarify certain provisions of the Mortgage Subsidy Bond
Tax Act of 1980 to facilitate the issuance and marketing of
tax-exempt mortgage subsidy bonds.

S.1479 -- Introduced by Senator Metzenbaum. S. 1479 would
exclude from income certain adoption expenses paid by an
employer and provide a deduction for certain adoption
expenses paid by an individual.

S.1580 -- Introduced by Senator Jepsen. S. 1580 would
provide a personal exemption for childbirth or adoption and
permit the taxpayer to choose a deduction or tax credit for
certain adoption expenses.

S.1655 -- Introduced by Senator Durenberger. S. 1656 would
amend or clarify certain provisions of the Mortgage Subsidy
Bond Tax Act of 1980 to facilitate the issuance and
marketing of tax-exempt mortgage subsidy bonds.

1f
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97THl CONGRESS
I ST SESSION S.425

To amend the Mortgage Subsidy Bond Tax Act of 1980 to exempt from the
coverage of such Act certain general obligation mortgage bond issues of the
State of Oregon.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 5 (legislative day, JANUARY 5), 1981

Mr. PACKWOOD (for himself and Sir. HIATFIEILD) introduced the following bill;
which was read twice and referred to the Committee on Finance

A BILL
To amend the Mortgage Subsidy Bond Tax Act of 1980 to

exempt from the coverage of such Act certain general obli-

gation mortgage bond issues of the State of Oregon.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress asseinbled,

3 That (a) the table set forth in section 1104(n)(1) of the Mort-

4 gage Subsidy Bond Tax Act of 1980 is amended by adding at

5 the end of the table the following item:



4

2

"State of Oregon ...................... 500,000,000 Januarv 7, 1981, and April,
1981, Oeneral Obligation
Bond issues of the State of
Oregon for financing for
veterans qualified under the
Oregon Department of Vet.
erans' Affairs program."

1 (b) The heading for the table set forth in. section

2 1104(n)(1) of such Act is amended by striking out "city or

3 county" and inserting in lieu thereof "state, city, or county".

4 SEC. 2. The amendment made by this Act shall take

5 effect as if included in the amendments made by the Mort-

6 gage Subsidy Bond Tax Act of 1980.

0
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97TH CONGRESS
I ST SESSION S 608

To amend the Internal Revenue Code of 1954 to allow individuals a deduction for
certain expenses paid or incurred in connection with the adoption of a child.

NTHE SENATE OF THE UNITED STATES

MARCH 3 (legislative day, FEBRUARY 16), 1981

Mr. BAUCUS introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to allow individ-

uals a deduction for certain expenses paid or incurred in

connection with the adoption of a child.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of A merica in Congress assembled,

3 That (a) part VII of subchapter Bfo chapter 1 of the Internal

4 Revenue Code of 1954 (relating to additional itemized deduc-

5 tions for individuals) is amended by redesignating section 221

6 as section 222 and by inserting after section 220 the follow-

7 ing new section:
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. 2

1 "SEC. 221. ADOPTION EXPENSES.

2 "(a) ALLOWANCE OF DEDUCTION.-In the case of an

3 individual, there shall be allowed as a deduction the amount

4 of the adoption expenses paid or incurred by the taxpayer

5 during the taxable year.

6 "(b) ADOPTION EXPENSEs DEFINED.-For purposes of

7 this section, the term 'adoption expenses' means reasonable

8 and necessary adoption agency fees, court costs, attorney

9 fees, and other expenses which are directly related to the

10 legal adoption of a child by the taxpayer when said adoption

.11 has been arranged by a public welfare department (or similar

12 State or local public social service agency with legal respon-

13 sibility for child placement) or by a not-for-profit voluntary

14 adoption agency authorized or otherwise licensed by the

15 State or local government to place children for adoption and

16 when said adoption expenses ari not incurred in violation of

17 State or Federal law.

18 "(c) DENIAL OF DOUBLE BENEFIT.-No amount

19 which is taken into account in computing a deduction or

20 credit under any other provision of this chapter shall be al-

21 lowed as a deduction under this section.". "

22 (b) Section 62 of such Code (defining adjusted gross

23 income) is amended by inserting after paragraph (16) the fol-

24 lowing new paragraph:

25 "(17) ADOPTION EXPENSES.-The deduction al-

26 lowed by section 221.".
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3

1 (c) The table of sections for such part VII is amended

2 striking out the item relating to section 221 and inserting

3 in lieu thereof the following:

"Sec. 221. Adoption expenses.
"Sec. 222. Cross references.".

4 (d) The amendments made by this Act shall apply to

5 taxable years beginning after December 31, 1981.

0
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II

97T11 CONGRESS
IST SESSION S. 1348

To amend the Internal Revenue Code of .1954 to clarify certain requirements
which apply to mortgage subsidy bonds.

IN THE SENATE OF THE UNITED STATES

JUNE 9 (legislative day, JUNE 1), 1981
Mr. SASSER (for himself, Mr. BAKER, Mr. BUMPERS, Mr. PRYoR, Mr. PACK-

WOOD, and Mr. PELL) introduced the following bill; which was read twice
and referred to'the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to clarify certain

requirements which apply to mortgage subsidy bonds.

I Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,

3 SECTION 1. REQUIREMENTS FOR MORTGAGE SUBSIDY BONDS.

4 (a) GOOD FAITH.-Subparagraph (B) of section

5 103A(c)(2) of the Internal Revenue Code of 1954 (relating to

6 mortgage eligibility requirements) is amended to read as

7 follows:

8 "(B) GOOD FAITH EFFORT TO COMPLY

9 WITH MORTGAGE ELIGIBILITY REQUIRE-
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*2

1 MENTS.-An issue which fails to meet one or

2 more of the requirements of subsections (d), (e),

3 and (f) and paragraphs (2) and (3) of subsection (j)

4 shall be treated as meeting such requirements if-

5 "(i) the issuer in good faith attempted

6 to meet all such requirements before the

7 mortgages were executed, and

8 "(ii) any failure to meet the require-

9 ments of such subsection and paragraphs is

10 corrected within a reasonable period after

11 such failure is first discovered."

12 (b) RELIANCE ON COVENANT. -Paragraph (2) of sec-

13 tion 103A(c) of such Code is amended by adding at the end

14 thereof the following new subparagraph:

15 "(D) COVENANT AS TO COMPLIANCE.-For

16 purposes of this subsection, unless the Secretary

17. has published notice of an issuer's failure to

18 comply prior to the sale of a qualified mortgage

19 issue, a covenant by and issuer as to its good

20 faith compliance with the requirement of subsec-

21 tions (d), (e), (f), (g), (h), (i), (j), (k). and (1) subse-

22 quent to the date of issuance may be relied on by

28 the holder of any obligation which is a part of any

24 issue which was a qualified mortgage issue as of

25 its issue date."
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(C) OWNERSHIP INTEREST.-Paragraph (1) of section

103A(e) of such Code (relating to prior residency require-

ments for mortgagors) is amended to read as follows:

"(1) IN GENERAL.-An issue meets the require-

ments of this subsection only if each mortgagor to

whom financing is provided under the issue certifies as

to the fact that such mortgagor either (A) had an own-

ership interest in a prior residence which an appropri-

ate State or local official has certified does not meet

the minimum property standards established for the

areas by the State or local government with respect to

sanitation, heating, major structural deficiencies or

overcrowding, (B) had an ownership interest in a prior

residence which can no longer continue to be occupied

on a permanent basis due to natural disaster or gov-

ernmental action, or (C) had a present ownership inter-

est in a principal residence of such mortgagor at no

time during the 3-year period ending on the date the

mortgage is executed. For purposes of the preceding

sentence, the mortgagor's interest in the residence with

respect to which the financing is being provided shall

not be taken into account."

(d) PURCHASE PRICE REQUIREMENTS. -Paragraphs

(2) and (3) of section 103A(f) of such Code (relating to pur-

chase price requirements for residences financed with pro-



11

4

1 ceeds of a qualified mortgage issue) are amended to read as

2 follows:

3 "(2) AVERAGE AREA PURCHASE PRICE.-For

4 purposes of paragraph (1), the term 'average area pur-

5 chase price' means, with respect to any residence, the

6 average purchase price of single family residences (in

7 the statistical area in which the residence is located)

8> which were purchased during the most recent 12-

9 month period, for which sufficient statistical information

10 is available. The determination under the preceding

11 sentence shall be made as of the date on which-the

12 commitment to provide the financing is made (or, if

13 earlier, the date of the purchase of the residence). An

14 issuer shall not be required to compute such average

15 area purchase price more than twice during any 12-

16 month period.

17 "(3) SEPARATE APPLICATION TO NEW RESI-

-18 DENCES AND OLD RESIDENCES.-For purposes of this

19 subsection, the determination of average area purchase

20 price need not include residences which are not typi-

21 cally financed through a normal real estate mortgage

22 loan (such as a residence to be located on land occu-

23 pied under a lease having a term less than 15 years or

24 a residence which is normally financed as personal

88-092 0-82--2
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5

1 property) and may be made separately with respect

2 to-

3 "(A) residences which have not been previ-

4 ously occupied, and

5 "(B) residences which have been previously

6 occupied."

7 (e) EFFECTIVE MORTGAGE RATE.-Subparagraph (A)

8 of section 103A(i)(2) of such Code (relating to the effective

9 rate of interest on mortgages made from the proceeds of a

10 qualified mortgage issue) is amended to read as follows:

11 "(A) IN GENERAL.-An issue shall be treat-

12 ed as meeting the requirements of this paragraph

13 only if the excess of-

14 "(i) the effective rate of interest on the

15 \ mortgages provided under the issue, over

16 "(ii) the yield on the issue,

17 is not greater than 1 Y2 percentage points."

18 (f) YIELD COMPUTATIONS.-

19 (1) Clause (iv) of section 103A(i)(2)(B) of such

20 Code (relating to the effective rate of mortgage inter-

21 est) is amended to read as follows:

22 "(iv) PREPAYMENT ASSUMPTION.-In

23 determining the effective rate of interest, it

24 shall be assumed that the mortgage prepay-

25 ment rate will be the rate set forth in the
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6

1 most recent mortgage maturity experience

2 table published by the Federal Housing Ad-

3 ministration for the State (or, if available,

4 the area within the State) in which the resi-

5 dences are located."

6 (2) Subparagraph (C) of section 103A(i)(2) of such

7 Code is amended to read as follows:

8 "(C) YIELD ON THE IssuE.-For purposes

9 of this subsection, the yield on the issue shall be

10 determined on the basis of-

11 "(i) the issue price (within the meaning

12 of section 1232(b)(2)), and

13 "(ii) expected maturities for the bonds

14 which are consistent with the assumption re-

15 quired under subparagraph (B)(iv) and the

16 expected use of such funds to pay or redeem

17 bonds or finance additional mortgages."

18 (g) RESERVE INVESTMBNTS.-Paragraph (3) of section

19 103A(i) of such Code (relating to nonmortgage investments)

20 is amended-

21 (1) by striking out subparagraph (B) and inserting

22 in lieu thereof the following:

23 "(B) EXCEPTION FOR TEMPORARY PERI-

24 ODS.--Subparagraph (A) shall not apply to-



14

7

1 "(i) proceeds of the issue invested for a

2 temporary period until such proceeds are

3 needed for mortgages, and

4 "(i) temporary investment periods relat-

5 ed to debt service.", and

6 (2) by adding at the end thereof the following new

7 subparagraph:

8 "(D) Loss NOT REQUIRED.-Nothing in this

9 paragraph shall require the disposition of any in-

10 vestment in such manner or at such time as will

11 result in a loss which is in excess of the amount

12 which would otherwise be available at such time

13 to be paid or credited to mortgagors as provided

14 in paragraph (4)(A)."

15 (h) PROGRAM CoMPLIANCE.-Subsection (i) of section

16 103A of such Code (relating to arbitrage requirements of

17 qualified mortgage issues) is amended by adding at the end

18 thereof the following new paragraph:

19 "(6) PROGRAM COMPLIANCE.-

20 "(A) ISSUES COMBINED.-Two or more qualified

21 mortgage issues of a single issuer may be treated as a

22 single issue for purposes of determining -compliance

23 with this subsection. In such event the yield on the in-

24 eluded issues and on the related mortgage and non-
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1 mortgage investments shall be computed on a joint

2 basis.

3 "(B) RESERVES AGAINST LOSSE.-In determin-

4 ing the amount of earnings or income derived from

5 nonmortgage investments, the cost of funding and

6 maintaining a reasonable reserve against losses on in-

7 vestments may be taken into account. A modified cash

8 or accrual basis of accounting may be adopted for

9 such purposes as to both mortgage and nonmortgage

10 investments.

11 "(C) CREDITS.-An issuer may, in its discretion,

12 allocate such credits or payments between persons eli-

13 gible therefor with respect to any qualified mortgage

4 issue at the time such amounts were received or at the

15 time of distribution and change the basis for any such

16 allocation from time to time." --"

17 (i) MORTGAGE ASSuMPTIONS. -Paragraph (3) of sec-

18 tion 103A(j) of such Code (relating to restrictions on assump-

19 tions of mortgages-inanced with the proceeds of a qualified

20 mortgage issue) is amended to read as follows:

21 "(3) CERTAIN REQUIREMENTS MUST BE MET

22 WHERE MORTGAGE IS ASSUMED.-An issue meets the

23 requirements of this subsection only if a mortgage with

24 respect to which owner-financing has been provided

25 under such issue maybe assumed only if the require-
N
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9

1 ments of subsections (d), (e), and (0, are met with re-

2 spect to such assumption. The requirements of such

3 subsections need not be met, however, in connection

4 with the assumption of any mortgage which is insured

5 by the Federal Housing Administration or guaranteed

6 by the Veterans' Administration."

7 (j) ENERGY IMPACTED AREAS. -Paragraph (1) of sec-

8 tion 103A(k) of such Code (relating to targeted area rosi-

9 dences) is amended by striking out "or" at the end of subpar-

10 agrapb (A), by striking out the period at the end of subpara-

11 graph (B) and inserting in lieu thereof ", or", and by adding

12 at the end thereof the following new subparagraph: '

13 "(C) an area designated as impacted by in-

14 creased production of coal, uranium, oil, gas, or

15 other energy-related materials which meets the

16 criteria set forth in section 601(a)-of the Power-

17 plant and Industrial Fuel Use Act of 1978 with

18 respect to areas impacted by increased coal or

19 uranium production."

20 (k) TARGETED AREAS.--Paragraph (3) of section

21 103A(k) of such Code is amended to read as follows:

22 "(3) AREA OF CHRONIC ECONOMIC DISTRESS.-

23 For purposes of paragraph (1), the term 'area of

24 chronic economic distress' means an area of chronic

25 economic distress designated by the State as meeting
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the standards established by the State for purposes of

this subsection, provided that areas of chronic econom-

ic distress may not exceed 25 percent of the geo-

graphic area within the State."

(0) STATISTICAL AREAS.-Paragraph (4) of section

103AQ) of such Code (defining statistical area) is amended by

adding at the end thereof the following new subparagraph:

"(E) COMBINED AREAS.-To the extent ap-

plied consistently with respect to a qualified mort-

gage issue, the term 'statistical area' may mean

two or more other statistical areas treated on a

combined basis."

(m) REPEAL OF REGISTRATION REQUIREMENTS.-

(1) AMENDMENT OF SECTION 103A.-

(A) Paragraph (1) of section 103A(j) of such

Code is hereby repealed.

(B) Subparagraph (C) of section 103A(c)(2)

of such Code is amended by striking out ", and

paragraph (1) of subsection (j)".

(2) AMENDMENT OF SECTION los(b).-Subpara-

graph (A),of section 103(b)(4) of such Code is amended

by striking out "'if each obligation issued pursuant to

the issue is in registered form and".
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1 SEC. 2. EFFECTIVE DATE.

2 The amendments made by this Act shall take effect as if

3 included in the amendments made by the Mortgage Subsidy

4 Bond Tax Act of 1980.

0



19

ii

97TH CONGRESS
1ST SESSION S. 1479

To amend the Internal Revenue Code of 1954 to exclude from the income of an
employee certain adoption expenses paid by an employer, to provide a
deduction for adoption expenses paid by an individual, and for other pur-
poses.

IN THE SENATE OF THE UNITED STATES
JULY 14 (legislative day, JuLY 8), 1981

Mr. METZEONBAUM (for bimsif, Mr. TSONOAS, and Mr. WILLIAMS) introduced the
following bill; which was read twice and referred to the Committee on
Finance

A BILL
To amend the Internal Revenue Code of 1954 to exclude from

the income of an employee certain adoption expenses paid
by an employer, to provide a deduction for adoption ex-
penses paid by an individual, and for other purposes.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,
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1 SECTION 1. EXCLUSION FROM THE INCOME OF AN EMPLOYEE

2 OF ANY BENEFITS RECEIVED FROM, OR CON-

3 TRIBUTIONS OF AN EMPLOYER TO, AN ADOP-

4 TION EXPENSE PLAN.

5 (a) EXCLUSION FROM INCOME. -Subsection (b) of sec-

6 tion 105 of the Internal Revenue Code of 1954 (relating to

7 amounts received under accident and health plans) is amend-

8 ed to read as follows:

9 "(b) MEDICAL CARE AND ADOPTION EXPENSES.-

10 Except in the case of amounts received by a taxpayer attrib-

11 utable to, and not in excess of, deductions allowed under sec-

12 tion 213 (relating to medical, etc., expenses) or section 221

13 (relating to adoption expenses) for any prior taxable year,

14 gross income does not include-

15 "(1) amounts referred to in subsection (a) if such

16 amounts are paid, directly or indirectly, to the taxpay-

17 er to reimburse the taxpayer for expenses incurred by

18 him for the medical care (as defined in section

19 213(e)(1)) of the taxpayer, his spouse, and his depend-

20 ents (as defined in section 152), or

21 "(2) amounts-

22 "(A) received by an employee under an

23 adoption expense plan, or

24 "(M) contributed by an employer on behalf of

25 an employee to an adoption expense plan.".
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1 (b) DISCRIMINATORY PLANS. -Subsection (h) of section

2 105 of such Code (relating to amounts paid under a discrimi-

3 natory self-insured medical expense reimbursement plan) is

4 amended-

5 (1) by striking out "self-insured medical reim-

6 bursement plan" each place it appears and inserting in

7 lieu thereof "self-insured reimbursement plan",

8 (2) by inserting "or adoption benefits" after

9 "health benefits" in clause (iv) of paragraph (3)(B), and

10 (3) by striking out "SELF-INSURED MEDICAL Ex-

11 PENSE REIMBURSEMENT PLAN" in the caption and in-

12 serting in lieu thereof "SELF-INSURED REIMBURSE-

13 MENT PLAN".

14 (c) DEFINITION OF SELF-INSURED REIMBURSEMENT

15 PLAN.-Paragraph (6) of section 105(h) of such Code is

16 amended to read as follows: ,

17 "(6) SELF-INSURED REIMBURSEMENT PLAN.-

18 For purposes of this section, the term 'self-insured re-

19 imbursement plan' means-

20 "(A) a plan of an employer to reimburse em-

21 ployees for expenses referred to in subsection

22 (b)(1) foF which reimbursement is not provided

23 under a policy of accident and health insurance,

24 or

25 "(B) an adoption expense plan.".
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1 (d) DEFINITION OF ADOPTION EXPENSE PLAN.-Sec-

2 tion 105 of such Code is amended by adding at the end there-

3 of the following new subsection:

4 "(i) ADOPTION EXPENSB PLAN.-For purposes of this

5 section, an adoption expense plan is a written plan of an

6 employer to reimburse employees for adoption expenses (as

7 defined in section 22 1(b) incurred by such employees.".

8 (e) CONFORMING AMENDMENTS.-

9 (1) The heading of section 105 of such Code is

10 amended by inserting "; ADOPTION EXPENSE PLANS"

11 after "PLANS".

12 (2) The table of sections for part HI of subchapter

13 B of chapter 1 of such Code is amended by inserting ";

14 adoption expense plans" after "plans" in the item re-

15 lating to section 105.

16 (3) Paragraph (20) of section 3401(a) of such

17 Code (relating to the collection of income tax at

18 source) is amended-

19 (A) by striking out "medical care", and

20 (B) by striking out "self-insured medical re-

21 imbursement plan" and inserting in lieu thereof

22 "self-insured reimbursement plan".
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1 SEC. 2. DEDUCTION FOR ADOPTION EXPENSES PAID BY AN

2 INDIVIDUAL.

3 (a) IN GENERAL.-Part VII of subchapter B of chapter

4 1 of the Internal Revenue Code of 1954 (relating to addition-

5 al itemized deductions for individuals) is amended by redesig-

6 nating section 221 as section 222 and by inserting after sec-

7 tion 220 the following new section:

8 "SEC. 221. ADOPTION EXPENSES.

9 "(a) ALLOWANCE OF DEDUCTION.-In the case of an

10 individual, there shall be allowed as a deduction the amount'

11 of the adoption expenses, not compensated by insurance or

12 otherwise, paid or incurred by the taxpayer during the tax-

13 able year.

14 "(b) ADOPTION EXPENSES DEFINED.-For purposes of

15 this section, the term 'adoption expenses' means reasonable

16 and necessary expenses incurred which are directly related to

17 the legal adoption of a child by the taxpayer, including, but

18 not limited to, legal fees, medical expenses, adoption fees,

19 temporary foster care expenses, transportation costs, or ex-

20 penses related to the pregnancy of the natural mother of such

21 child, when said adoption has been arranged by a public wel-

22 fare department (or similar State or locaL public social service

23 agency with legal responsibility for child placement) or by a

24 not-for-profit voluntary adoption agency authorized or-other-

25 wise licensed by the State or local government to place chil-
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.dren for adoption and when said adoption expenses are not

incurred in violation of State or Federal law.

"(c) DENIAL OF DOUBLE BENEFIT.-NO amount

which is taken into account in computing a deduction or

credit under any other provision of this chapter shall be al-

lowed as a deduction under this section.".

(b) ADJUSTED GROSS INCOME.-Section 62 of such

Code (defining adjusted gross income) is amended by insert-

ing after paragraph (16) the following new paragraph:

"(17) ADOPTION EXPENSES.-The deduction al-

lowed by section 221.".

(c) CONFORMING AMENDMENT.-The table of sections

for such part VII is amended by striking out the item relating

to section 221 and inserting in lieu thereof the following:

"Sec. 221. Adoption expenses.
"Sec. 222. Cross references.".

SEC. 3. EMPLOYER CONTRIBUTION TO ADOPTION EXPENSE

PLAN TREATED AS AN ORDINARY AND NECES-

SARY BUSINESS EXPENSE.

Section 162 of the Internal Revenue Code of 1954 (re-

lating to trade or business expenses) is amended by redesig-

nating subsection (h) as subsection (i) and by inserting after

subsection (g) the following new subsection:

"(h) CONTRIBUTIONS - TO ADOPTION EXPENSE

PLAN.-For purposes of subsection (a), any contribution

made by an employer to an adoption expense plain (as defined
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1 in section 105(i)) for, or on behalf of, an employee shall be

2 treated as an ordinary and necessary expense incurred in car-

3 ring on a trade or business.".

4 SEC. 4. EFFECTIVE DATE.

5 - The amendments made by this Act shall apply to tax-

6 able years beginning after December 31, 1980.

0
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97TH CONGRESS S 1580
IST SESSION @

To amend the Internal Revenue Code of 1954 to provide a personal exemption
for childbirth or adoption and to permit the taxpayer to choose a deduction
or a tax credit for adoption expenses.

IN THE SENATE OF THE UNITED STATES

JULY 31 (legislative day, JULY 8), 1981
Mr. JEPSEN introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide a

personal exemption for childbirth or adoption and to permit
the taxpayer to choose a deduction or a tax credit for
adoption expenses.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. EXEMPTIONS FOR CHILDBIRTH OR ADOPTION.

4 (a) IN GENERAL.- Section 151 of the Internal Reve-

5 nue Code of 1954 (relating to allowance of deductions for

6 personal exemptions) is amended by adding at the end thereof

7 the following new subsection:
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1 ."(f) ADDITIONAL EXEMPTION FOR CHILDBIRTH OR

2 ADOPTION.-

3 "(1) IN OENERAL.-An exemption of $1,000 for

4 each child born to, or adopted by, the taxpayer during

5 the taxable year.

6 "(2) BIRTH AND ADOPTION OF CERTAIN CHIL-

7 DREN.-In the case of-

8 "(A) a child who is born to the taxpayer and

9 who is handicapped (within the meaning of section

10 190(b)(3)), or

11 "(B) the adoption of a child-

12 "(i) who is a member of a minority race

13 on ethnic group, or

14 "(ii) who has attained the age of 6

15 before the beginning of the taxable year for

16 which the additional exemption allowed by

17 paragraph (1) is claimed, or

18 "(iii) who is handicapped (within the

19 meaning of section 190(b)(3)),

20 '$3,000' shall be substituted for '$1,000' in paragraph

21 (1).

22 "(3) JOINT RETURN.-The additional exemption

23 allowed by paragraph (1) for any taxable year shall not

24 be allowed to an individual who is not a married indi-

25 vidual (as defined in section 143) or to a married indi-

88-092 0-82-3
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1 vidual (as defined in such section) who does not make

2 a joint return of tax with his spouse for the taxable

3 year.

4 "(4) CARRYOVER OF UNUSED DEDUCTION.-In

5 the case of a taxpayer for whom the exemption al-

6 lowed by paragraph (1) for a taxable year reduces his

7 tax liability to zero, and in the case of a taxpayer

8 whose liability for tax under this chapter (determined

9 without regard to the additional exemption allowed by

10 paragraph (1)) is zero, the additional exemption al-

11 lowed by paragraph (1) for that taxable year, or that

12 portion of such exemption which is properly attributa-

13 ble to a reduction of the taxpayer's liability for tax

14 under this chapter below zero, shall be carried over to

15 the following taxable year and shall be treated, for

16 such following taxable year, as an-additional exemption

17 allowed by paragraph (1) for that taxable year.".

18 (b) EFFECTIVE DATE.-The amendment made by this

19 section shall apply with respect to taxable years beginning

20 after December 31, 1980.

21 SEC. 2. ADOPTION EXPENSES.

22 (a) DEDUCTION.-

23 (1) IN GENBRAL.-Part VII of subchapter B of

24 chapter 1 of the Internal Revenue Code of 1-954 (relat-

25 ing to additional itemized deductions for individuals) is
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1 amended by redesignating section 221 as section 222

2 and by inserting after section 220 the following new

3 section:

4 "SEC. 221. ADOPTION EXPENSES.

5 "(a) ALLOWANCE OF DEDUCTION.-In the case of an

6 individual, there shall be allowed as a deduction the amount

7 of the adoption expenses paid or incurred by the taxpayer

8 during the taxable year.

9 "(b) LIMITATION ON DEDUCTIONS.-

10 "(1) MINIMUM DOLLAR AMOUNT.-No deduction

11 shall be allowable under subsection (a) for the first

12 $500 of adoption expenses paid or incurred with re-

13 spect to the adoption of any child.

14 "(2) MAXIMUM DOLLAR AMOUNT.-The aggre-

15 gate amount allowable as a deduction under subsection

16 (a) for all taxable years with respect to the adoption of

17 any child shall not exceed $3,500-($4,500 in the case

18 of an international adoption).

19 "(3) DENIAL OF DOUBLE BENEFIT.-

20 "(A) IN GENERAL.-No deduction shall be

21 allowable under subsection (a) for any amount for

22 which a deduction or credit (other than the credit

23 allowable under section 44F (relating to adoption

24 expenses)) is allowable under any other provision

25 of this chapter.
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I "(B) GRANTS.-No deduction shall be allow-

2 able under subsection (a) for any adoption expense

3 paid from any funds received under any Federal,

4 State, or local program..

5 "(C) ELECTION TO TAKE CREDIT IN LIEU

6 OF DEDUCTION. -This section shall not apply in

7 the case of a taxpayer who, for the taxable year,

8 elects to take the credit against tax provided by'

9 section 44F (relating to adoption expenses). The

10 election shall be made in such manner and at such

11 time as the Secretary shall prescribe by regula-

12 tions.

13 "(c) DEFINITIONS.-For purposes of this section-

14 "(1) ADOPTION EXPENSES.-The term 'adoption

15 expenses' means reasonable and necessary. adoption

16 fees, court costs, attorney fees, and other expenses

17 which are directly related to the legal adoption of a

18 child by the taxpayer and which are not incurred in

19 violation-of State or Federal law.

20 "(2) INTERNATIONAL ADOPTION.-The term 'in-

21 ternational adoption' means an adoption-

22 "(A) occurring under the laws of a foreign

23 country, or

24 "(B) involving a child who was a citizen of a

25 foreign country who-
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1 "(i) was brought to the United States

2 for the purpose of adoption, or

3 "(ii) came to the United States under

4 circumstances with respect to which the ne-

5 cessity for the child's placement in adoption

6 proceedings was reasonably foreseeable.".

7 (2) CONFORMING AMENDMENTS.-

8 (A) Section 62 of such Code (defining adjust-

9 ed gross income) is amended by inserting after

10 paragraph (16) the following new paragraph:

11 "(17) ADOPTION EXPENSES.-The deduction al-

12 lowed by section 221.".

13 (B) The table of sections for such part VII is

14 amended by striking out the item relating to sec-

15 tion 221 and inserting in lieu thereof the follow-

16 ing:

"Sec. 221. Adoption expenses.
"Sec. 222. Cross references.".

17 (b) CREDIT.-

18 (1) IN GENERAL. -Subpart A of part IV of sub-

19 chapter A of chapter 1 of the Internal Revenue Code

20 of 1954 (relating to credits against tax) is amended by

21 inserting before section 45 the following new section:

22 "SEC. 44F. ADOPTION EXPENSES.

23 "(a) IN GENERAL.-In the case of an individual, there

24 shall be allowed as a credit against the tax imposed by this
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1 chapter for the taxable year an amount equal to the adoption

2 expenses paid or incurred by the taxpayer during the taxable

3 year.

4 "(b) LIMITATIONS.-

5 ."(1) MINIMUM DOLLAR AMOUNT.-The first

6 $500 of adoption expenses paid or incurred with re-

7 spect to the adoption of any child shall not be taken

8 into account under subsection (a).

9 "(2) MAXIMUM DOLLAR AMOUNT.-The aggre-

10 gate amount allowable as a credit under subsection (a)

11 for all taxable years with respect to the adoption of

12 any child shall not exceed $3,500 ($4,500 in the case

13 of an international adoption).

14 "(c) APPLICATION WITH OTHER CREDIT.-Tho

15 credit allowed by subsection (a) shall not exceed the tax im-

16 posed b this chapter for the taxable year, reduced by the

17 sum of the credits allowable under a section of this subpart

18 having a lower number or letter designation than this section,

19 other than the credits allowable by sections 31, 39, and 43.

20 "(d) DEFINITIONS.-For purposes of this section, the

21 terms 'adoption expenses' and 'international adoption' have

22 the meaning given such terms under section 221(c).".

23 (2) CONFORMING AMENDMENT.-

24 (A) The table of sections for subpart A of

25 part IV of subchapter A of chapter 1 of such
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1 Code is amended by inserting at the end thereof

2 the following new item:

"44F. Adoption expenses.".

3 (B) Section 6096(b) of such Code (relating to

4 designation of income tax payment to Presidential

5 Election Campaign Fund) is amended by striking

6 out "and 44E" and inserting in lieu thereof "see-

7 tion 44E, and section 44F".

8 (c) EFFECTIVE DATE.-The amendments made by this

9 section shall apply to expenses paid or incurred in connection

10 with any adoption which becomes final after December 31,

11 1980.

0
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97TH CONGRESS S 1656
1ST SESSION S •1 5

To amend the Internal Revenue Code of 1954 to clarify certain requirements
which apply to mortgage subsidy bonds, and for other purposes.

IN THE SENATE OF THE UNITED STATES

SEPTEMBER 23 (legislative day, SEPTEMBER 9), 1981

Mr. DURENBEROER (for himself, Mr. ROTH, Mr. CHAFEE, Mr. BRADLEY, and
Mr. HEINZ) introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to clarify certain

requirements which apply to mortgage subsidy bonds, and

for other purposes.

I Be it enacted by the Senate and House of Representa-

2 ties of -he United States of America in Congress assembled,

3 SECTION 1. MORTGAGE SUBSIDY BONDS.

4 (a) GOOD FAITH COMPLIANCE.-Subparagraph (B) of

5 section 103A(c)(2) of the Internal Revenue Code of 1954

6 (relating to good faith effort to comply with mortgage eligibil-

7 ity requirements) is amended to read as follows:
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1 "(B) GOOD FAITH EFFORT TO COMPLY

2 WITH MORTGAGE ELIGIBILITY REQUIRE-

3 MENTS.-

4 "(i) IN GENERAL.-An issue which fails

5 to meet one or more of the requirements of

6 subsections (d), (e), and (0 and paragraphs

7 (2) and (3) of subsection (j) shall be treated

8 as meeting such requirements if-

9 "(I) the issuer in good faith at-

10 tempted to meet all such requirements

11 before the mortgages were executed,

12 "(II) 95 percent or more of the

Proceeds devoted to owner financing

14 was devoted to residences with respect

15 to which (at the time the mortgages

16 were executed) all such requirements

17 were met,

18 "(III) the issuer undertakes period-

19 ic, cost-effective audits and prosecutes

20 any person who has committed fraud

21 with respect to such requirements, and

22 "(IV) any failure to meet such re-

23 quirements is corrected within a reason-

24 able period after such failure is first dis-

25 covered.
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3

"(ii) CORRECTION 01" FAILURE.-For

purposes of clause (i)(ll), any requirement

which is not met at the time the mortgage is

executed shall be treated as having been met

at such time if-

"(I) the failure to meet such re-

quirement has been corrected, or-

"(II) diligent efforts are being

made to correct the failure to meet such

requirement.".

(b) INCREASE IN AMOUNT OF MORTGAGE INTEREST

LIMITATION.-

(1) IN OENERAL. -Paragraph (2) of section

103A(i) of such Code (relating to effective rate of

mortgage interest) is amended by striking out "1 per-

centage point" and inserting in lieu thereof "1/4 per-

centage points".

(2) CONFORMING AMENDMENTS.-

(A) Subparagraph (C) of section 103A(i)(4) of

such Code (relating to arbitrage and investment

gains) is amended-

(i) by striking out "1 percentage point"

in clause (ii), and

(ii) by striking out the caption and in-

serting in lieu thereof the following:
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1 "(C) REDUCTION BY UNUSED PARAGRAPH

2 (2) AMOUNT.-".

3 (B) Paragraph (2) of section 103A(i) of such

4 Code is amended by striking out the caption and

5 inserting in lieu thereof the following:

6 "(2) LIMITATION ON EFFECTIVE RATE OF MORT-

7 GAGE INTEREST.-

8 (c) DISPOSITION OF NONMORTOAGE INVESTMENT IN

9 CASE OF Loss.-Paragraph (3) of section 103A(i) of such

10 Code (relating to nonmortgage investment requirements) is

11 amended by adding at the end thereof the following new sub-

12 paragraph:

13 "(D) NO DISPOSITION IN CASE OF LOSS.-

14 This paragraph shall not require the sale or dispo-

15 sition of any investment if such sale or disposition

16 would result in a loss which exceeds the amount

17 which would be paid or credited to the mortga-

18 gors under paragraph (4)(A) (but for such sale or

19 disposition) at the time of such sale or disposi-

20 tion.".

21 (d) ELIMINATION OF REGISTRATION REQUIRE-

22 MENTS.-

23 (1) IN GENERAL.-Subsection (j) of section 103A

24 of such Code (relating to other requirements) is amend-

25 ed by striking out paragraph (1) and redesignating
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paragraphs (2) and (3) as paragraphs (1) and (2), re-

spectively.

(2) CONFORMING AMENDMENTS. -Subsection (c)

of section 103A of such Code-(relating to qualified

mortgage issue), as amended by subsection (a) of this

Act, is amended-

(A) by striking out "and (f) and paragraphs

(2) and (3) of subsection" in paragraph (2)(B)(i)

and inserting in lieu thereof "(f), and",

(B) by striking out ", and-paragraph (1) of

subsection (j)" in paragraph (2)(C), and

(C) by striking out "subsection (j)(2)" in

paragraph (3)(C) and inserting in lieu thereof

"subsection (j)(1)".

SEC. 2. INDUSTRIAL DEVELOPMENT BONDS FOR CERTAIN

RESIDENTIAL RENTAL PROPERTY.

(a) IN GENERAL. -Subparagraph (A) of- section

103(b)(4) of the Internal Revenue Code of 1954 (relating to

certain exempt activities) is amended to read as follows:

"(A) projects for residential rental property if

at all times during the qualified project period-

"(i) 15 percent or more in the case of

targeted area projects, or

"(ii) 20 percent or more in the case of

any other project,
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1 of the units in each project are to be occupied by

2 individuals of low or moderate income,".

3 (b) DEFINITIONS. -Subsection (b) of section 103 of

4 such Code (relating to industrial development bonds) is

5 amended by adding at the end thereof the following new

6 paragraph:

7 "(11) PROJECTS FOR RESIDENTIAL RENTAL

8 PROPERTY.-For purposes of paragraph (4)(A)-

9 "(A) TARGETED AREA PROJECT.-The term

10 'targeted area project' means-

11 "(i) a project located in a qualified

12 census tract (within the meaning of section

13 103A(k)(2), or

14 "(ii) an area of chronic economic dis-

15 tress (within the meaning of section

16 103A(k)(3).

17 "(B) QUALIFIED PROJECT PERIOD.-The

18 term 'qualified project period' means the period

19 beginning on the first day on which a unit of the

20 project is occupied and ending on the later of-

2l "(i) the date which is 10 years after the

22 date on which such period begins,

23 "(ii) the date which is a qualified

24 number of days after the date on which such

25 period begins, or
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1 "(iii) the date on which any assistance
\.

2 provided with respect to the project under

3 section 8 of the United States Housing Act

4 of 1937 terminates.

5 For purposes of clause (ii), the term 'qualified

.6 number' means, with respect to an obligation de-

7 scribed in paragraph (4)(A), 50 percent of the

8 number of days which comprise the term of such

9 obligation.

10 "(C) INDIVIDUAL OF LOW OR MODERATE

11 INCOME.-

12 "(i) IN OENERAL.-The term 'individual

13 of low or moderate income' means an indi-

14 vidual who-

15 "(I) has a gross income for the

16 taxable year in which such individual

17 - begins residing in a unit of the project

18 which does not exceed 80 percent of

19 the median gross income for the calen-

20 dar year ending with, or within, such

21 taxable year of all individuals residing

22 within the area in which such unit is lo-

23 cated, or

24 "(11) is classified as an individual

25 of low or moderate income under regu-
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lations prescribed by the Secretary of

Housing and Urban Development.

"(ii) MEDIAN GROSS INCOME.-For

purposes of clause (i)(I), the median gross

income of all individuals residing within a

certain area shall be determined on the basis

-of estimates which the Secretary of Housing

and Urban Development shall make for each

calendar year and shall publish in the Feder-

al Register.

"(iii) REGULATIONS.-In prescribing

regulations under clause (i)(II), the Secretary

of Housing and Urban Development may

take into consideration the size of the indi-

vidual's household and may prescribe a gross

income limitation which differs from the limi-

tation in clause (i)(I) if the Secretary finds

such variance is justified due to construction

costs, unusually high or low gross income

levels, or other factors prevailing in the
'I

area.

(c) CONFORMING AMENDMENT.-Paragraph (4) of sec-

tion 103(b) of such Code is amended by striking out the

second sentence thereof.
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1 SEC. 3. EFFECTIVE DATE.

2 The amendments made by this Act shall apply to obliga-

3 tions issued after the date of enactment of this Act.

0
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DESCRIPTION OF TAX BILLS

(S. 425, S. 608, S. 1348, S. 1479, S. 1580, and S. 1656)

PUpAjBED FOR V= Us OF TH

COMMITTEE ON FINANCE

BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this lminphlet have bcelicheduled for a pub-
lic hearing on October 16, 1981, by the Senate Finance Subcommit-
tee on Taxation and Debt Management.

There are six bills scheduled for the hearing: S. 425, S. 1348, and

S. 1656 (relating to mortgage revenue bonds) and S. (08, S. 1479, and

S. 1580 (generally relating to adoption expenses).
The first pait of the paniphlet is a summary of. the bills. This is fol-

lowed by a more detailed description of the bills, including present
law, issues, explanation, effective dates, and revenue effects.

88-092 0-82-4
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I. SUMMARY

1. S. 425-Senators Packwood and Hatfield

Additional Transitional Rule to Mortgage Subsidy Bond Tax Act

IThel bill would provide an additional transitional rule to the
Mortgage Subsidy Bond Tax Act of 1980, for $500 million of general
obligation bonds of the State of Oregon for financing housing for
veterans.

2. S. 608-Senator Baucus

Expanded Deduction for Certain Adoption Expenses

Present law provides an itemized deduction for up to $1,500 of
expenses paid by an individual in adopting a "child with special
needs" (sec. 222). The deduction applies where the child, because
of a specific factor such as age, ethnic background, medical condi-
tion, or handicap, cannot reasonably be expected to be adopted unless
adoption assistance is provided. This provision, enacted as part of
the Economic Recovery Tax Act of 1981 (P.L. 97-34), applies in 1981
andsubse quent years.

The bill would expand the adoption expense deduction by extend-
ing it to all individual taxpayers, whether or not they itemize deduc-
tions; by allowing the deduction for expenses of adopting any child,
whether or not the child is considered to have '"special needs"; and by
allowing an unlimited amount of deductible adoption expenses. In
general, this "above-the-line" deduction would be available for reasion-
able and necessary expenses of a legal adoption arranged by a public
welfare department or a nonprofit voluntary adoption agency.

The provisions of the bill would apply to taxable years beginning
after 1981.

3. S. 1348-Senators Sasser, Baker, Bumpers, Pryor, Packwood,
Pell, Danforth, Chafee, Durenberger, Baucus, Bradley, Mitchell,
and others

Amendments to the Mortgage Subsidy Bond Tax Act

The bill would make a number of amendments to the Mortgage Sub-
sidy Bond Tax Act of 1980.

First, the bill would provide that certain targeting provisions of the
Act would be considered satisfied if the issuer attempts to enforce
compliance with those provisions in 'ood faith and corrects any
failures within a reasonable time after discovery of the failure. In
addition, bondholders would be able to rely upon a covenant by the
issuer that the issuer attempted to comply with the targeting provi-
sions in good faith.
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Second, the bill would modify the rule of present law that prohibits
an individual from being eligible to receive a mortgage financed by
a mortgage subsidy bond if he owned a residence within three years,
by providing that the requirement is met. if the mortgagor certifies
that he has met the three-year rule. In addition, the bill would provide
exceptions to the three-year rule in the case of individuals who lived
in residences that were either (1) made uninhabitable by disaster or
governmental action or (9) certified by an appropriate State or local
official as not meeting certain mininillt housing standards.

Under present law, the three-year rule does not apply to targeted
area residences. The bill would enlarge the definition of targeted area
residences to include residences in energy-impacted areas. In addition,
the bill would modify the present definition of areas of chronic eco-
nomie distress, to provide that a State has complete discretion in deter-mining the areas covered by such definition so long as such areas do not
cover more than 25 percent of the ge-ographical area of trle State.

Third, the bill would modify the purchase price limitation by (1)clarifying that the average purchase price need not be deternined
more than twice during any 12-month period, and (2) Permitting theexclusion from the computation of the average urc base price of thoseresidences which are not typically financed through a normal real
estate mortgage loan (e.g., mobile homes). In addition, the bill would
pTit the computation of the average area purchase price by corn-
bining two or more statistical areas.

Fourth, the bill would modify the arbitrage limitations of the Mort-
gage Subsidy Bond Tax Act of 1980 in several respects. First, it wouldincrease the allowable arbitrge on mortgage investments f rom one
percentage point to one and a half percentage points. Second, it would
modify the com mutation of yield on the bonds to permit relending ofbond proceeds for new additional loans. Third, it would permit tin-
limited arbitrage on nonmortgage investments for a temporary period
until the excess funds are reloaned in new-mortgages. Fourth, it would
provide an exception to the restrictions on arbitrage on nonmortgage
investments so that no investment would have to be sold at a loss.
Fifth, with respect to arbitrage that must be paid to mortgagors orthe Federal Government, the bill would permit the withholding ofamounts for a reasonable reserve against losses on investments, would
permit the issuer to determine when such payments would be made,
and would permit the issuer to modify at any time its rules as to whichmortgagors would receive the payments. Finally, the bill would mod-
ify the arbitrage rules to permit their application to two or more issues
on a combined basis.

Fifth, Fhe bill would provide an exception to the-rile of present law
that the targeting provisions must also be met in the case of mortgage

u in e case of mortgages which are FHA-insured or VA-"guaranteed.
Sixth, the bill would repeal the registration rh- nirements as they

apply to mortgage subsidy bonds and to industrial development bonds
that are used to provide, rental housing.
. The provisions of tihe bill would b effective as if they had been
included in the Mortgage Subsidy Bond Tax Act of 1980.
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4. S. 1479-Senators Metzenbaum, Tsongas, and Williams

Tax Benefits for Enployer Adoption Expense Plans; Expanded
Deduction for Certain Adoption Expenses

Present law provides an itemized deduction for up to $1,500 of
expenses paid by an individual in adopting a "child with special
nteds" (.sc. 222). The deduction applies Vliorc the child, because
of a specific factor such as age, ethnic background, medical condi-
tion, or handicap, cannot lesonably be expected to be adopted unless
adoption -assistance is-provided. This provision, enacted as part of the
Economic Recovery Tax Act of 1981 (P.L. 97-34), applies in 1981
and subsequent years.

The bill would exclude front the gross income of an employee
amounts received for adoption expenses under a qualified (nondis-
criminatory) plan established by the employer. The employer would
Ixt perillitted to (le(uct amounts contributed to the adoption expense
plan. In general, this rule would apply with respect to reasonable and
necessary expenses of a legal adoption arranged by -a public welfare
department or onl)rofit voluntary adoption agency.

In addition, individuals would be permitted-under the bill to deduct
adoption expenses (other than those provided through an employer
plan), whether or not they itemize deductions. The bill would also
expand the existing adoption expense deduction by allowing an un-
limited amount of deductible adoption expenses and by allowing the
reductionn for the expenses of legally adopting any child, whether or
not the child is considered to have "special needs."

The provisions of the bill would apply to taxable years beginningafter 1980. 5. S. 1580-Senator Jepsen

Additional Exemption for Childbirth or Adoption; Deduction or
Credit for Certain Adoption Expenses

Present law provides an itemized deduction for up to $1,500 of
expenses paid by an individual in adopting a "child with special
n-leeds" (see. 222). The deduction applies where the child. because
of a specific factor such as age, ethnic background, medical condi-
tion,or handicap. cannot reasonably be expected to be adopted unless
adoption assistance is provided. nrhs provision, enacted as part of the
Economic Recovery Tax Act of 1981 (P.L. 97-34), applies in 1981
and subsequent years.

The bill would l)rvide married taxpayers who give birth to or
adopt a child with an additional personal exemption of $1,000 for the
year in which the child is born or adopted. If the child is handicapped,

-the additional personal exemption would be increased to $3,000. In
addition, married taxpayers who adopt a child who either (1) is age
six or over or (2) is a member of a minority race or ethnic group
would be entitled to an additional personal exemption of $3,000.

The bill alco would give individuals an elect-ion to deduct or take a
tax credit for ceiain expenses of legally adopting a child, whether
or not the child is considered to have "special needs." The deduction
or credit would be limited to the first $3,600 ($4,500 in the,'case of an
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international adoption) of adoption expenses in excess of $500. The
deduction would bo available whether or not the taxpayer itemizes.

The provisions of the bill generally would apply with respect to
births or adoptions ufter 1980.
6. S. 1656-Senators Durenberger, Roth, Chafee, Bradley, Ieinz,

Melcher, Symms, and Stennis

Amendments to the Mortgage Subsidy Bond Tax Act

The bill would amend the IMortgage Subsidy Bond Tax Act of 1980
with respect to both 11lortgage subsidy bonds for sinole-family resi-
dencis and industritd development bonds for multi-family rental
housing.
Mortgage bubidy bond fo -ingle-fentily re8idenoes

The bill would provide that certain of the targeting provisions of
the Act would be considered satisfied if (1) the issuer attempts to com--
ply with those targeting provisions in good faith, (2) the targeting
requirements are met with respect to 95 percent of the financing at
the time the bonds tre issued, (3) the issuer undI takes periodic, cost-
effective audits and l)rosecutes any person wiho has committed fraud
with respect to such requirements, and (4) any failure to meet the
requirements is corrected within a reasonable peril of its detection.

rhe bill would modify the arbitrage limitations of the Act by in-
creasing5 the allowable arbitrage on mortgage investments from one
percentage point to one and a quarter percentage points. Also, the bill
would provide that the rule limiting airbitrage on nonmortgage invest-
ments that exceed 150 percent of debt service does not apply if it
would require disposition of any investment at a loss.'1he bill would repeal the registration requirements as they apply
to mortgage subsidy bonds.
Indhutrial development bond8 for multi-ftiwmly rental homing

The bill would provide that the targeted group of tenants who would
qualify a project for t.x-(oxenilt industria development bonds would
be either (1) those individuals whose incomes do not exceed 80
percent of the area median gross income or (2) those individuals who
are classified as individuals of low or moderate income by the Secre-
tary of Housing and Urban development . Under present law, the tar-
geted group conforms to those individuals who are eligible to receive
Section 8 rental housing assistance.

Under present law, the targeted requirement must be-met for at
least 20 years in order for industrial development bonds for multi-
family rental projects to be tax-exempt. The bill would provide that
the targeting requirement need not be met until after the later of (1)
ten years from tie date of first occupancy, (2) a date ending when 50
percent of the maturity of the bondhas gone by, or (3) the date on
which any Section 8 assistance for the project terminates.

The bill would also elwal the registration requirement as it applies
to industrial development bonds f'or multi-family rental housing.

The provisions of the bill would apply with respect to obligations
issued after tlhe date of enactment.

/
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II. DESCRIPTION OF BILLS

1. S. 425-Senators Packwood and Hatfield

Additional Transitional Rule to Mortgage Subsidy Bond Tax Act

Present law
'The iMortgage Subsidly ]Bond ''ax Act of 1980 was enacted as part

of the Omnibus Reconciliation Act of 1980 (P.L. 96-499). The Act
was intended generally to direct the subsidy from use of tax-exempt
bonds fo ' lxuosing to tiose individuals who hatvt die greatest need for
the subsidy, to increase. the efficiency of the subsidy, and to resrict
tie overall revenue loss froii the use of tax-exeml)t bonds for housing.
Tho Act lind numerous transitional rules.

Issue
Tim is-sue is wlhtheir an additional transitional rule should be added

to ti Mortgage Suibsidy 1.ond Tax Act of 1980 to exempt from the
restrictions of that Act $500 million of general obligation bonds
issued by the State-of Oregon for financing housing for veterans.

Explanation of the bill
'[l'i bill would add an additional transitional rule to the Mort-

gage Subsidy Bond Tax Act of 1980. That rule would exempt from
the requirements of that Act $500 million of general obligation bonds
issued by the State of Oregon between January 7, 1981, and April,
1981, for mortgage financing for veterans qualified under the Oregon
Department of Veterans' Afairs program.

Effective date
Thie provisions of the bill would be effective tis if they had been in-

cluidevd in the Mortgge. Subsidy Bond Tax Act of 1980.
Revenue effect

The bill is estimated to reduce fiscal year budget receipts by $1
million in 1982 and $3 million annually for 1983 through 1986.
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S. 608-Senator Baucus

Expanded Deduction for Certain Adoption Expenses

Present law
Present law provides an itemized deduction for qualified expenses

paid or incurred by an individual in adopting it "child witl special
needs" (Code sec. 222). '1'h] aggregate finotnt of sucl expenses which
may be deducted with respect to the adoption of any one ch ild may not
exceed $1,500. Tills provision, enacted as part of tie Econoillic Recov-
ery Tax Act of 1981 (P. 4 . 97-34), applies to taxable years beginning
after December 31,1980.

For purposes of this new deduction, qualified adoption expenses are
defined as reasonable and necessary adoption fees, colirt costsattorley
fees, and other ex)enst-s wlhiihl are directly related to a, legal adoption.
The term "child with special needs" nans a child as to whon adoption
assistance payments are made under section 473 of the Social Security
Act.' In general, this is a child (1) who the State has determined can-
not or should not be returned to the liom me, of tie natural parents, and
(2) who, on account of a specific factor or condition (such as ethnic
background, age, membership in a minority or sibling group, medical
condition, or physical, mental, or emotional l1an(lical)), cannot reason-
ably be expected to be placed with ladoptive parents unless adoption
assistance is provided.

An expense which is allowable as a deduction or credit under any
other Code section (for example, medical expenses above the three-
percent floor) may not also be deducted as an adoption expense; that is,
the same expertise cannot give rise to a double tax benefit. No deduction
is allowable for expenses that are paid from funds received under a
Federal,--State, or local program, or that are incurred in violation of
Federal or State law.

Issues
The issues presented by the bill include the following:
(1) Whether the newly enacted itemized deduction for certain adop-

tion expenses should also be made available to individuals who do not
itemizedeductions;

(2) Whether a deduction should be provided for the expenses of
adopting any child, including a child who is not considered difficult
to pace; and

(3) Whether adoption expenses should be deductible without limita-
tion on amount.

I Adoption assistance under (he Social Security Act provides an ongoing mainte-
nance payment, but does not reimburse adoption expenses.
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Explanation of the bill
The bill would provide an "above-the-line" deduction to individuals

for adoption Xiu-'xnis paid or incurred during ti taxable year. This
deduction would be taken from gross income; thus, it vould be avail-
able whether or not the individual itemizes other personal deductions.
There would be no dollar limit on the amount of adoption expenses
which could be deducted.

Under the bill deductible adoption expenses would be reasonable
and necessary adoption agency fees, court costs, altorney fe, and
other expenses-that are-directly related to the legal adoption of a
child by the taxpayer. In order for adoption expenses to be deductible
under Che bill, the adoption to which the expenses relate must be ar-
ranged by a public welfare department (or similar State or local
public social service agency with legal responsibility for child place-
mont) or by a not-for-profit voluntary adoption agency that is au-
thorized by a State-or local government to place children for adoption.

An amount which is taken into account in computing a deduction
or credit under any other Code section could not also be deducted as
an adoption expense; that is, the same expense could not give rise to
a double tax benefit. No deduction would be allowable for expenses
that are incurred in Violation of Federal or State law.

Effective date
The provisions of the bill would apply to taxable years beginning

after December 31,1981.
Revenue effect

The bill is estimated to reduce fiscal year budget receipts by $5 mil-
lion in 1982, $32 million in 1983, $32 million in 1984, $32 million in
1985, and $34 million in 1986.
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3. S. 1348-Senators Sasser, Baker, Bumpers, PryorPackwood,
Pell, Danforth, Chafee, Durenberger, Baucus, Bradley, Mitchell,
and others

Amendments to the Mortgage Subsidy Bond Tax Act

Present law
In general

The Mortgage Subsidy Bond Tax Act (if 1980 was enacted as part
of the Omnibus Reconciliation Act of 1980 (P.L. 96-499). The Act
was intended generally to direct the subsidy from the use of tax-
exempt bonds for housing to tlioe individuals who have the greatest
need for the subsidy, to increase the efficiency of the subsidy, and to
restrict tfle overall revenue loss front the use of tax-exempt bonds for
housing.
Targeting mechanism

The Act contains a number of re(uirenients to achieve the goals set
forth above. Under the Act, the requirements are divided into two
groups. .

As to one group of requirement., the issue meets the requirements
only if the issuer in good faith itteniptd to s ttisfy such requirements
before the mortgages were executed. Where suaih god faith has been
exercised, 95 percent or more of the proceeds that are devoted to fi-
nancing of owner-occuIpied residences (referred to as lendable pro-
ceeds) mnust have been invested in mortgages which meet ull require-
ments in the group at the time of the execution of the mortgages. In
addition, where the good faith and 95 percent requirements are met,
failures to meet the first group of requirements in any mortgage must
be corrected within a reasonable period after such failure is first
discovered.

The requirements that comec within this group of requirements are
the residence requirement, the three-year requirement, the purchase
price requirement, the new mortgage requirement, and the assumption
requirement.

With respect to the other group of requirements, the issue meets
-- the requirements only if the issuer in good faith attempted to satisfy

all of such requirements and any failure to meet such requirements
is due to inadvertent error. The requirements included in this group
are the market share limitation, the portion of loans in targeted areas
requirement, the arbitrage requirement, and the registration require-
ment.
Three-year requirement

, In order for an issue to be a qualified mortgage issue, all of the
mortgages financed from the bond proceeds must be provided to
mortgagors each of whom did Hot have a present ownership interest in
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a principal residence at any time during the three-year period end-
ingon te date that the mortgage is executed.

The three-year requirement does not apply with respect to mort-
gagors of residences in three situations. First, it does not apply to
mortgagors of residences that are located in a targeted area. Second,
it does not apply to inortgagors who receive qualified home improve-
ment loans. Third, it does not apply to mortgagors who receive a
qualified rehabilitation loan.

A targeted area residence is defined to mean a residence located in
either one of two areas: (1) a qualified census tract or (2) an area
of chronic economic distress.

A qualified census tract is a census tract in which 70 percent or more
of the families have income which is 80 percent or less of the Statewide
median family income. This determination is to be based on the most

- -recent decennial census for which data are available.
An area of chronic economic distress is defined as an area which has

been designated as such by the State in accordance with its standards
and which designated area has been approved by the Departments of
Treasury and Housing and Urban Development as-an area of chronic
economic distress. The criteria to be used by the Departments in ap-
proving an area as an area of chronic economic distress are: (1) the
condition of the housing stock, including the age of the housing and
the number of abandoned and substandard residential units; (2) the
need of area residents for owner-financing through tax-exempt bonds-
as indicated by low per capita income, a high percentage of families in
poverty, a high number of welfare recipients, and high unemployment
rates; (3) tile potential for use of owner-financing through tax-exemptbon(ls to improve housing conditions in the area ;and (4) the existence
of a housing assistance plan which provides a displacement program
and a public improvements and services program.

- Purchase price requirement
In order for an issue to be a qualified mortgage issue, all of the

mortgages (or other financing) provided from the bond proceeds,
except qualified honip, iml)rovement loans, must be foi the purchase of
residences where the acquisition cost of each residence does not exceed
90 percent (110 percent in targeted areas) of the average area pur
chase price applicable to that resident.

The average area purchase price means the average purchase price
of all single-family residences in the statistical area in which the
residence is located. The average is to be based on sales during the
most recent 12-month period for which sufficient statistical informa-
tion is availtuble.1 Whether a particular residence meets the pur.h]rse
price requirement is to be determined on the date that the mortgage
originator makes a commitment to provide financing from the bond
proceeds (or, if earlier, the date of the purchase of the residence).
Separate determinations are to be made for new and used residences.

The term "statistical area" is defined to mean a standard metro-
politan statistical area (SMSA) or any county, or portion of a county,
which is not within an SMSA. Where an SMSA covers a portion of a
county, the portion of the county that is not covered by the SMSA
is treated as a separate statistical e rea. An SMSA is defined to mean
those areas so designated by the Secretary of Commerce. If a portion
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of a State is in neither an SMSA nor a county (as occurs in the State
of Alaska), the statistical area is to be the area designated by the
Treasury Department as the equivalent of a county.
Arbitrage

In genwral
In order for an issue to be a qualified mortgage issue, the issue

must meet certain requirements regarding arbitrage as to both mort-
gage loans and nonmortgago investments.

Under the Act, the effective rate of interest on mortgages provided
under the issue cannot exceed the yield on the issue by more than one
percentage -point. This determination is to be made on a composite
basis for all mortgages under the issue. Consequently, the effective
interest rate on some mortgages may be greater than one percentage
point above the yield of te issue if other mortgages have a lower
effective interest rate.

In general, this requirement imposes a limitation on the amount
of costs a mortgagor is required to pay, such as underwriter commis-
sions and other isstuane costs, servicing fees, and trustee fees. Under
this provision. the total cost of issuing the bonds and providing inort-
gage financing whieh may ) be passed on to the mortgagors may not
exceed tie yield on the i&sue by more than one percentage point.

Deterinnatlion of intereet,rate, ?/ield
The Aet provides three rules for determining the effective rate of

interest on any mortgage. The first rule deals, with the amount to be
taken into account in determining the effective rate of interest on
any mortgage. The s('conl rle deals with prexpayment assumptions.
Tlihe third rule deals with actuarial assumptions.

The first rule provides that the effective rate of interest on any
mortgage is determined by taking into account all amounts borne
by the mortgagor which are attributable to the mortgage or to the
bond issue.

The second' rule provides that in determining the effective rate of
interest on any mortgage, it shall be assumed that the mortgage pre-
payment rate 'wll be the rate set forth in the most recent mortgage
maturity experience table published by the Federal Housing Adinis-
tration for the State (or, if available, the area within the Stat6) in
which the residences are located. This rule addresses the problem of
determining the effective rate of interest on a mortgage where prepay-
ment occurs. Generally, where a point or fee is charged upon origina-
tion or prepayment of a mortgage, the effective rate of interest on the
mortgage vill vary depending on whether some or all of the mortgages
are prepaid. In addition, th-P. exact pattern of prepayments of te
mortgag s is not known at the time the bonds are issued. The Act ad-
dressos the problem by providing that the FHA maturity experience
tables shall be used to determinethe mortgage prepayment rate in
determining the effective interest rate. Thus, the mortgages are to be
treated as prepaying on tile basis of 100 percent of FHA tables.

'Temporary regulations lsaned by the Treasury Department provide a safe
hnrlor rule under which an ismier may rely on the average pnrehaxe price pub-
Ihhed by the Treasury for an area for mle mrlod stated at the time of publication
(Temp. Rg. £ I .103A-2(f) (5)).
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The third rule provides that the effective rate of interest on the
mortgages is to be determined on an actuarial basis. All amounts that
are taken into account in determining the effective rate of interest are
discounted, from the time the amount is received, to an amount equal
to tie."'purchase price" of the mortgage. The discount rate which will
discount all present and future receipts to the purchase price is the
effective rate of interest on the me'.tgages.

The Act also provides certain rules for determining the yield on the
issue. The yield on the bond issue is also to be computed on an actuarial
basis.

ReRtriction8 under the Act
The Act also imposes restrictions on the arbitrage on honmnortgage

investments. Mortgage subsidy bonds usually have established a re-
serve of one riud one-half times the jitximmni annual scheduled debt
service. The Act provides that the reserve must be, reduced as future
annual hbt service is reduced.

The Act also limits the amount that may be invested at unrestricted
yield in noninortgage investments to 150 percent of the debt service
on the issue for the bond year. An exception to the 150-percent debt
service rule is provided, however, for proceeds invested for an initial
temporary period until suoh proceeds aie needed for mortgages.

Present law also requires that arbitrage earned by the issuer on non-
mortgage investments is to be paid or credited to the mortgagors or
paid to the Federal Government. While the arbitrage rules do not ex-
plicitly so indicate, they appear to contemplate that the arbitrage
rules-are to be applied on an issue-by-issue basis.
Assumptions

In order for an issue to be a qualified mortgage issue, certain of the
requirements for' a qualified mortgage bond must be. met by every -
mortg gor who assumes a mortgage that had been made from pro-
ceeds o qualified mortgage issue. Those requirements are the resi-
dene requirement, the three-year requirement, and the purchase price
requirement. These requirements are to be determined based upon the
facts as they exist at the time of -the assumption as if the loan were
first being made at that time.
Registration

In order for an issue to be a qualified mortgage issue, all of the
Obligations which are part of the issue mustbe i- n registered form.
Similarly, the Act requires that tax-exempt industrial development
bonds for multi-family rental housing be in registered form.

Issues
- T e issues presented- by the bill include the following:

(1) What stAndard of care should be imposed upon the issuer to
insure that the targeting provisions fthe mortgage Subsidy Bond
Tax Act of 1980 are enforced I What should be tle enforcement mechi- -
anism if the funds are not properly targeted?1

(2) What ictions should the issuer be required to take to insure com-
pliance with the three-year rule? Should additional exceptions to the
three-year rtle be provided for individuals owning housing made
uninhibitable by a disaster or government action or living in sub-
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standard housing? If so, what are the proper standards for dotermin-
ing substandard housing?

(3) Should the definition of targeted area residences .be broadened
to include "energy-i impacted" aias ? If so, how are such areas different
from other areas where' adhIquate housing is in sho t supply

(4) 'Who should be designated to determine what areas are to be
included within the areas of chronic economic distress, and what
standards and limitations are appropriate in making such dotermina.
tionsV

(5) How often should the data on average- area purchase price be
determined? Should niobile homes be included in determining these
averages?

(6) What is the appropriate level of arbitrage on mortgage invest-
ments?1 Should such a level be adequate to permit mortgage subsidy
bonds to be issued without any contribution by State or local govern-
ments?

(7) Should tie arbitrage rules be modified to permit the reinvest-
ment in new iulrt.ages of principal payments and prepayments of
mortgages already financed with the bonds ?

(8y Should an exception be provided to the restrictions on the size
of nomnortgage investments where the sale of a nonmortgage invest-
ment would result in a loss ?

(9) In deternining the amount of arbitrage on nonmortgage invest-
ments that must be paid to the miortgagor or the Federal Government,
should a reserve for loss on investments be permitted and should the
issuer have complete discretion as to when such payments are to be
mdo and to which of the nort g a gors such payments should be made?

(10) Should an exception to the targeting rules be provided in the
case of assumptions of FHA-insured and VA-guaranteedloanst

(11) Should the registration requirements be repealed I
Explanation of the bill

In general
The bill would modify a number of the rules and requirements of

tho Mlortgago Subsidy Bond Tax Act of 1980.
Targeting mechanisms

The bill would provide that the residence requirement, the thie-
year. requirement, the purclmase price requirement, the new mortgage
requirement, and tie assumption requirement would be met where
(1) the is-suer in good. faith .attempted to meet all such requirements
before the mortgages were execute(l, and (2) any failure to meet those
rqremn Uients is corrected within a reasonable period after such failure
i8 first discovered.

In addition, the bill would provide that the tax-exempt status of
interest on a mortgage subsidy bond would not be lost if issuer coven-
ants that the isuey attempted( Iad %will attempt to comply with all of
thle targeting i)rovisions of the Act hn less the Titmury Department has
published a notice of tle issuer's failure to comply with the require-ments prior to the sale of tile issue.
Three-year requirement

'te bill would modify ti thmre-yea' rulle to rquire only that the
mortgagor certify thtkt he (lid not have a present ownership interest in
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a principal residence within the three-year period prior to the execu-
tion of the mortgage. In addition, the bill would provide exceptions
to the three-year rule (1) where the mortgagor had an interest in a
residence which an appropriate State or local official has certified does
not meet the minimum housing standards established for the area by
the State or local government with respect to sanitation, heating, ma-
jor structural deficiencies, or overcrowding, and (2) where the mort-
gagor had an ownership interest in a prior residence which can no
longer be occupied on a permanent basis due to natural-disaster or
governmental action.

The bill would also modify the definition of tArgeted area resi-
dences in two respects. First, the bill would add a. new additional area
to targeted area residences for residences located in energy-impacted
arwis. An energy-intpactcd area would be defined as an area desig-
nated| as inipacted by inureased production of coal, iuraliuml oil, gas or
Other energy-related materials which ieet tle criteria. se forth in
section 601 (a) of the Powerplant and Industrial Fuel Use Act of 1978
with respect to areas impacted by increased coal or uranium plroduc-
tion. Second, the bill would modify the definition of "areil of chronic
economic distress" to mean an area of chronic economic distress desig-
nated by the State as meeting the standards established by the State,
provide that areas of chronic economic distress may not exceed 25
percent of the geographic area within the State.'
Purchase price requirement

The bill would make two modifications to the rules applicable to the
purchase price limitation. First, the bill would provide that the aver-
age purchase price for an area would not have to be recomputed
more than twice, during, any 12-month Iperiod. Second, in determining
tho average area pMrcase price, the bill would permit the exclusion
of residences wlvieh are not tylo.cally financed throtugl a normal re1l
estate mortgage loan (such as a residence to be located on land oc-
cupied under a lease having a term less than 15 years or a residence
which is normally financed as p)ersonal property). In addition, the
bill would modify the rules for determining the area used for meas-
uring the average purchase price (e.g., the definition of "statistical
area,") to permit the combination of two or more statistical areas.
Arbitrage

The bill would make a number of modifications to the arbitrage
requirements both as to mortgage investments and as to nonmno'tgage
investments.

With respect to mortgage investments, the bill would increase-the
permissible level of arbitrage from 1.0 percentage points to 1.5 per-
centage points. The bill would also add a rule to clarify that the yield
on the bonds would be computed based upon the assumption that
funds could be used both to provide additional mortgages and to re-
deem bonds.

With respect to nonmortgage investments, the bill would modify the
restriction on arbitrage on investments that exceed 150 percent of debt
service to allow unlimited arbitrage during any temporary period (as

Tl cause the rule Is oxpreosed In terms of geographical area, targeted areas
coild over substantlall more or less than 25 percent or the state's pomltatlon.
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opposed to the initial temporary period provided under present law)
that funds aro held for investment in mortgages. This change appar-
ently is intended to aid in the relending of funds within an issue. In
addition, the bill would add a rule that the 150 percent of debt service
rule would not apply if it would require disposition of any invest-
ment at a loss.

The bill would also allow the creation of a reasonable reserve for
losses on investments to be taken into account in determining the
amount of arbitrage on nonmortgage investments that must be paid to
the mortgagors or the Federal Government. With respect to amounts
paid to mortgagors, the bill would allow the amounts to be paid at
the time of receipt or at the time of distribution and would allow for
the change of the formula under which such amounts are distributed
to mortgagors.Finally, tho bill would provide a rule intended to permit the applica-

"tion of the arbitrage rules to two or more issues on a combined basis.
Assumptions

The bill would provide exceptions to the present law rule on assump-
tions in the case of mortgages which aye insured by the Federal IHous-
ing Administration or guaranteed by the Veterans Administration.
Registration

The bill would repeal the registration requirement for both mort-
gage subsidy bonds for single-fanily housing and for industrial de-
velopment bonds for multi-fauiiily rental housing.

Effective date
,The amendments made by the bill would apply as if they had been

included in the Mortgage Subsidy Bond Tax Act of 1980.
Revenue effect

The bill is estimated to reduce fiscal year budget receipts by $4 mil-
lion in 1982, $12 million in 1983, $18 million in 1984, $19 million in
1985, and $18 million in 1986.
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- 4. S. 1479-Senators Metzenbaum, Tsongas, and Williams

Tax Benefits for Employer Adoption Expense Plans; Expanded
Deduction for Certain Adoption Expenses

Present law
Present law provides an itemized deduction for qualified expenses

paid or incurred by an individual in adopting a "child with special
needs" (Code sec. 222). The aggregate amount of such expenses which
may be deducted with respect to the adoption of any one child may
not exceed $1,500. This provision, enacted as part of the Economic
Recovery Tax Act of 1981 (P.L. 97-34), applies to taxable years
beginning after December 31, 1980.

For purposes of this new deduction, qualified adoption expenses are
defined as reasonable and necessa y adoption fees, cout costs, attorney
fees, and other expenses which are directly related to a legal adoption.
The term "child with special needs" means a child as to whom adoption
assistance payments are made under section 473 of the Social Security
Act." In general, this is a child (1) who the State has determined
cannot or should not be returned to the home of the natu n parents,
and (2) who, on account of a specific factor or condition (such as
ethnic background, age, membership in a minority or sibling group,
medical condition, -or physical, mental, or emotional handicap), can-
not reasonably be expected to be placed with adoptive pai-nts unless
adoption assistance is provided.

An amount which is taken into account in computing a deduction or
credit under any other Code section may not also be deducted as an
adoption expense; that is the same expense cannot give rise to a
double tax benefit. No deduction isallowable for expense that are paid
from funds received under a Federal, State, or local program, or that
are incurred in violation of Federal or State law.

Issues
The issues presented by the bill include the following:
(1) Whether an income tax exclusion should be allowed to em-

ployees for employer-provided adoption expenses, and whether em-
ployers should receive a deduction for contributions to adoption ex-
pense plans;

(2) Whether the newly enacted itemized deduction for certain
adoption expense's should also be made available to individuals who
do not itemize deductions;

(3) Whether a deduction should be provided for the expenses of
adopting any child, including a child who is not considered difficult to
plhwe; and-

(4) Whether adoption expenses should be deductible without lim-
itation on amount.

Z Adoption aasistance under the Social Security Act provides an ongoing
maintenance payment, but does not reimburse adoption expenses.
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Explanation of the bill
Exclusion for employer-provided adoption expenses

The bill would exclude from the gross income of an employee
amount, received nuder an adoption expense plan and amounts con-
trilmuted by the employer, onJmehalf of the employee, to the plan. Em-
ployer contributions to the plan woull -be deductible by the employer
as trade or business expenses. An adoption expense plan would be a
writfin plan of an employer to reimburse employees for adoption
expenses.

Adoption expenses, for this purpose, would be reasonable and nee-
essary expenses (not incurred in violation of State or Federal law)
that are directly related to the legal adoption of a child. These ex-
penses would include legal fees, medical expenses, adoption fees, tern-
porary foster carti expenses, transportation costs, and expenses related
to the pregnancy of the child's natural mother. To qualify the adop-
tion must. be arranged by a. public welfare dep.it.ment Ior similar
Stato or local public social service agency wih legal responsibility.
for child placement) or by a not-for-profit voluntary adoption agency
authorized by the State or local government to place children for
adoption.

Adoption expense plans would be subject to the existing require-
mentcqfor medical expense reimbindrsement plans (see. 105$(h)). Thus,
in order to qualify for favorable tax treatment under the bill, an adop-
tion expense I)lai could not discriminate in favor of -highly compen-
sated individuals with respect to eligibility requirements or benefits.
Expanded deduction for adoption expenses

The bill would pro\'ide an "above-tOe.-line" deduction to individuals
for adoption extnens s, not. compensated by insurance or otherwise,
)aid or inurr6ed during the taxable year. This deduction would be
takeh from gross income: thus, it would be iivailable whether or not
the individual itemizes other personal deductions. There would be no
dollar limit. on the amount of adoption expenses which could be
deducted.

The adoption expenses which would qualify under the bill for the
deduction would be the same expenses that would qualify for the in-
come exclusion if provided under an employer adoption expense plan.
Thus, qualifying expenses would be reasonable and necessary expenses
that are directly related to the legal adoption of a child by the tax-
payer, where the adoption is arranged by public welfare department
or nonprofit voluntary adoption agency.

-An amount which is takefi into account in computing a deduction
or credit under any other Code section could not also be. deducted as an
adoition expense: that is, the same expense could not give rise to a
double tax benefit. Also, adoption expenses provided under an
employer plan and excluded under the bill from an employee's gross
income would not Ie deductille by the employee.

Effective date
Tlho provisions of the bill would apply to taxable years beginning

After December 31, 1980.
Revenue effect

The bill is estimated to reduce fiscal year budget receipts by $8
million in 19R2. $3 million in 1983, $35 million in 1984, $3 million in

s1, and $41 million in 1986.
88-092 0-82-5
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5. S. 1580-Senator Jepsen

Additional Exemption for Childbirth or Adoption; Deduction or
Credit for Certain Adoption Expenses

Present law
Adoption evpensea

Present law provides an itemized deduction for qualified adoption
expenses paid or incurred by an individual in adopting a "child with
special needs" (Code sec. 222). The aggregate amount of such ex-
penses which may be cOeducted with .respect to the adoption of any
one child may not exceed $1,500. This provision, enacted as part of
the Economic Recovery Tax Act of 1981 (P.L. 97-34), Applies to
taxable years beginning after December 31, 1980.

For purposes of this new deduction, qualified adoption expenses are
defined as reasonable and necessary adoption fees, court costs, attor-
ney fees, and other expenses which are directly related to a legal adop-
tion. The term "child with special needs" means a child as to whom
adoption assistance payments are made under section 473 of the So-
cial Security Act.' In general, this is a child (1). who the State has
determined cannot or should not be returned to the home of the nav-
tural parents, and (2) who, on account of a specific factor or condition
(such as ethnic background, age, membership in a minority or sibling
group, medical condition, or physical, mental, or emotional handi-
cap), cannot reasonably be expected to be placed with adoptive par-
ents unless adoption assistance is provided.

An expense which is allowable as a deduction or credit under any
other Code section (for example, medical expenses above the three-
percent floor) may not also be deducted as an adoption expense; that
is, the. same expense cannot give rise to a double tax benefit. No deduc-
tion is allowable for expenses that are paid from funds received under
a Federal, State, or local program, or that are incurred in violation
of Federal or State law.
Personal exemnptiona

Present law provides l)ersonal exemptions of $1,000 for a taxpayer
and for any dependent of the taxpayer. For a husband and wife filing
a joint return, two personal exemptions of $1,000 are allowed, plus
an exemption of $1,000 for any dependent. An additional exemption
of $1.000 is allowed for a taxpayer age 65 or over and for a blind
taxpayer.

'Adoption assistance under the Social Security Act provides an ongoing main-
tenance payment, but does not reimburse adoption expenses.
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Issues
The issues presented by the bill include the following:
(1) Whtliher anadditional personal exemption should be provided

to married individuals who give birth to, or adopt, a child, and if so,
whether the amount of the exemption should be increased if the child
is hndielp)ped or in certa in other situiations;

(2) Whether the newly enacted itemizeil deduction for certain
adoption expenses should( also be made available to individuals who
do not itemize deduIct.ions;

(3) Whether a deduction should be provided for the expenses of
Adopting any child, including it child who is not considered difficult to
place;

(4) Whether the amount of deductible adoption expenses should be
increased; and

(5) Whether a tax credit for adoption expenses should be provided.
Explanation of the bill

Additional personal exemption
The bill would provide married individuals who give birth to or

adopt' s child an additional personal exemption of $1,000 for the year
in which the child is born or adopted. If the child is handicapped, the
additional personal exemption would be increased to $3,000. n addi-
tion, married individuals who adopt a child who either (1) has at-
tained age six before the first day of the year in which adopted or (2)
is a member of a minority race or ethnic group would be entitled to
an additional peoi onal exemption of $3,000. The additional exemption
would be provided only for the year of birth or adoption, and would
not he available in the next or later years with respect to the child.

Forpurposes of the additional $3,000 exemption, a handicapped
child would be a child wvho has a physical or mental disability (includ-
ing blindness or deafness) which constitutes or results in a functional
limitation to employment, or who has any physical or mental impair-
ment (including a sight or hearing impairment) which substantially
limits one or more major life activities.

In order to claim the additional .personal exemption, the husband
and wife must file a joint return for the year of the birth or adoption.
If the taxpayers cannot use the exemption fully in one taxable year
any unused amount may be carried over as an exemption amount to the
following year. An unmarried individual who adopts a child would not
be eligible for the additional exemption.
Deduction for adoption expenses

The bill also would provide an "above-the-line" deduction for adop-
tion expenses, to the extent exceeding $500, paid or incurred by an indi-
vidual (including an unmarried individual). This deduction would be
taken from gross income; thus, it would be available whether or not
the individual itemizes other personal deductions. Deductible adoption
expenses would be reasonable and necessary adopton fees, court costs,
attorney fees, and other expenses that are 'directly related to the legal
adoption of a child. provided that the expenses are not incurred in-
Violation of State or Federal law.



62

The first $500 paid or incurred in adopting any one child would
not be deductible. The aggregate amount allowable as a deduction, for
all taxable years, with respect to adopting a child generally could not
excec $,3,500.

In the case of an "international adoption "the deduction limit would
be increased to $4,500. An international adoption would be either (1)
an adoption under the laws of a foreign country or (2) an adoption of
a-child who was a citizen-of a foreign country and who was brought to
the United States for the purpose of adoption or under circumstances
making the child's placement for adoption reasonably foreseeable.

An amount which is allowable as a deduction or credit under any
other Code section (for example, medical expenses above the three-
percent floor) could not als0 be deducted as an adoption expense; that
s1, the same expense could not give rise to a double tax benefit. No
deduction would be allowable for adoption expenses paid from funds
received under Federal, State, or local programs.
Credit for adoption expenses

Instead of deducting adoption expenses, individuals could elect to
claim an income tax credit. Under the bill, the credit would be avail-
able for up to $3,500 ($4,500 in the case of-an international adoption)
of adoption expenses in excess of $500.

Effective date
The additional personal exemption would apply to births or adop-

tions in taxable years beginning after December 31, 1980. The deduc-
tion or credit for adoption expenses would be available for amounts
paid or incurred in connection with any adoption that becomes final
after December 31,1980.

Revenue effect
The bill is estimated to reduce fiscal year budget receipts by $1,063

million in 1982. $927 million in 1983,'$884 million in 1984, $893 million
in 1985, and $908 million in 1986.
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6. S. 1656-Senators Durenberger, Roth, Chafee, Bradley, Heinz,
Melcher, SymmS, and Stennis

Modifications to the Mortgage Subsidy Bond Tax Act

Present law
In general

The Mortgage Subsidy Bond Tax Act of 1980 was enacted as part
of the Omnibus Reconciliation Act of 1980 (1.1. 96-499). Tile Act
was intended generally to direct the-subsidy from the ue of tax-
exempt bonds for housing to those inlividuafs who have the greatest
need for the subsidy, to increase the efficiency of the subsidy, and to
housing. The Act. provided new restrictions on tax-exempt mort-
gage su)sidy bonds for single-family residences and modified the nles
applicable to tax-exempt industrial development bonds for rental
housing.
Mortgage subsidy bonds for single-family residences

Targeting meclani*m
The Act contains a number of requirements to achieve the goals

set forth above in the case of tax-exempt mortgage subsidy bonds
to finance single-family residences. Under the Act, the requirements
are divided into two groups.

As to one group of requirements, the isue meets the requirements
only if the issuer in good faith attemplted to satisfy all such requir-
ments before the mortgages were executed. Where such good faith
has been exercised, 95-percent or more of the proceeds that- are de-
voted to financing of owner-occupied residences (referred to as lend-
able proceeds) must have been invested in mortgages which meet all
requirements in the group at the time of the execution of the mort-
gages. In addition, where the good foith and 95.percent requirements
are met., failures to meet the first group of requirments in any mort-
gage must. oe corrected within a reasonable period after sl. failure is
first discovered.

The requirements that come within this group of requirements are
the residence requirement, the three-year requirement, the purchase
price requirement, the new mortgage requirement, and the assump-
tion requirement.

With respect to the other giop of req nirenients, the issue meets
the requirements only if the issuer in good faith attempted to satisfy
all of such requirements and any failure to meet such requirements
i. due to inadvertent error. The requirements included in this group
are the market share limitation. the portionn of loans in targeted areas
requirement., the arbitrage requirements, and the registration require-
ment.
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- Arbitrage
In order for an issue to be a qualified mortgage issue, the issue must

ineet certain requirements regarding arbitrage as to both mortgage
loans and nonmortgage investments.

Under the Act, tfhe effective rate of interest on mortgages provided
under the issue cannot exceed the-yield on the issue by more than one
percentage point. This determination is to be made on a composite
basis for all mortgages under the issue. Consequently, the effective
interest rate on some mortgages may be greater than one percentage
point above the yield of the issue if other mortgages have a lower
effective interest rate.

In general, this requirement impo.e a limitation on the amount of
costs a mortgagor is required to pay such as underwriter commis-
sions and other issuance costs, servicing fees, and trustee fees. Under
this provision, the total cost of issuing the bonds and providing
mortgage financing which may be passed on to the mortgagors may
not exceed the yield on the issue, Iby more than one percentage point.

The Act also imposes restrictions on the arbitrage on nonmortgage
investments. Mortgage subsidy bonds usually have established a re-
serve of one and one-half times the maximum annual scheduled debt
service. The Act l)rvides that the reserve be reduced as future annual
debt service is reduced. The Act also limits the amount that may be
invested at unrestricted yield in nonmortgage investments to 150 per-
cent of the debt service on the issue for the bond year.

Registration
In order for an issue to be a qualified mortgage issue, all of the

obligations which are part of the issue must be in registered form.
Industrial development bonds for multi-family rental housing

Under the Act, interest on an industrial development bond substan-
tially all the proceeds of which are used to provide a qualifying project
for iesidential rental property is exempt from Federal income tax&-
tion. A project will be treated as meeting the requirements of the
provision only if 20 percent. (15 percent in targeted areas) or more of
the units in the project are. to be occupied by individuals of low or
moderate income.

The term "low or moderate income" has the same meaning as in
Code section 167(k) (3) (B). Under that section, low or moderate in-
come is to be determined by the Treasury in a manner consistent with
the Leased Housing Program under section 8 of the United States
Housing Act of 1937. The current Tieasury regulations provide thatoccupants of a dwelling unit generally are considered fmilies and
individuals of low or moderate income only if their adjusted income
does not exceed 80_ percent of the median income for the area, as deter-
mined by the Secretary of Housing andUrban Development. 1

In order to quahify under this provision, 20 percent (15 percent in
targeted areas) or more of the units in each project must be occupied
by qualifying individuals on an ongoing basis. However, where an

These regulations presumably are to be modified to take account of the
changes made to the section 8 rules by the Omnibus Budget Reconciliation Act
of 191 (P.. 97-,).
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individual satisfies the low or moderate income test at the time first
occupying a unit in a project, that occupant will be treated as a qualify-
ing indi-vidual as long as le or she continues to re's;ie in the project,
even though the occupant later ceases to be an individual with low or
moderate income. Moreover, where a qualifying individual leaves the
project, the unoccupied unit will continue as a qualifying unit until it
is reoccupied by another tenant, at which time th status of the new
tenant as a qualifying individual is to he determined.

The 20 (or 15) percent test generally must be met during the entire
time that the bonds are outstanding. However, the Act contains a spe-
cial rule for bonds issued before January 1, 1984 (and which do not
come within the transitional rules) under which the 20 (or 15) percent
test need be niet only for a period of 20 years. The 20-year period be-
gins on the first date that the project is available for occupancy and
that the tax-exempt obligations are outstanding. -Under this special
rule, the 20-percent test will be met where the developer of the project
has entered into a contract with a Federal or State agency that requires
that at least 20 (or 15) percent of the units be maintained for persons
of low or moderate income for a period of at least 20 years and provides
rent subsidies for such persons for that period.

18sue8
The issues presented by the bill include the following.

Mortgage Wubsidy bands for ingle-family re8idenWe8
(1) What standard of care should be imposed upon the issuer to

insure that the targeting provisions of the Mortgage Subsidy Bond
Tax Act of 1980 are enforced? What should be the enforcement
mechanism if the funds are not. properly targeted?

(2) What is the appropriate level of arbitrage on mortgage invest-
ments? Should such a level be adequate to permit mortgage subsidy
bonds to be issued without any contribution by State or local
governments?(3) Should an exception be provided to the restrictions on the size
of nonmortgage investments where the sale of a nonmortgage invest-
ment would result in a loss I

(4) Should the registration requirement be repealed?
Industrial development bahde for multi-family rental housing

(1) Should the targeted group of tenants which will qualify an in-
dustrral development bond for tax-exempt status be permanently estab-
lished as those individuals whose income is 80 percent of the median
gross income for an area or be determined by the Secretary of lious-
ing and Urban Development from time to time, or should the targeted
group automatically be limited to those individuals who would be
eligible to receive direct rental assistance (under section 8 of the
United States Housing Act of 1937) ? .

(2) How long should the lessor be committed to provide rental
housing to the targeted group of tenants in order to be eligible for
tax-exempt industrial development bond financing?

(8) Should the registration requirement be repealed I
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Explanation of the bill
--- M ortgage subsidy bonds for single-family residences

Targeting mechanism
The bill would provide that the residence requirement, the three.

year requirement, the purchase price requirement, the now mortgage
requirement, and the assumption requirement would be met if (1) tie
issuer in good faith attempted to meet all such requirements before the
mortgages were executed, (2) 95 percent or more of the proceeds de-
votect to owner financing are devoted to residences with respect to
which the requirements were met at the time the mortgages were exe-
cuted, (3) the issuer undertakes periodic, cost-effective audits and pros-
ecutes any person who has committed fraud with respect to such
requirements, and (4) any failure to meet those requirements is cor-
rected within a reasonable period after such failure is first discovered.
For purposes of ascertaining whether tIke requirements are met at the
time the mortgages were executed, a requirement may be treated as
having been met if any failure to meet a requirement is corrected or if

- -diligent efforts are being made to correct such failure.
Arbitrage

The bill would modify the arbitrage requirements both as to mort-
gage investments and as to nonmortgage investments.

With respect to mortgage investments, the bill would increase the
permissible level of arbitrage from 1.0 percentage points to 1.25 per-
cent age points.

-Withrpect to nonmortgage investments, the bill would modify the
restriction on arbitrage on investments that exceed 150 percent of
debt service to-provide that the 150 percent of debt service rule would

---not apply if it would require disposition of any investment at a loss.
Registration

The bill would repeal the registration requirement for mortgage
subsidy bonds for single-family residences.
Industrial development bonds for multi-family rental housing

Targeted group
The bill would modify the provisions of present law to provide that

individuals with "low oj' moderate" income, for whom, 20 (or, in
targeted areas, 15) percent of the bond-financed units must be tar-
geted, are (1) those individuals whose incomes do not exceed 80
percent of the area median gross income or (2) those individ-
uots who are classified as individuals of low or moderate-income by

--- h.e_Seretry of Housing and Urban Development. The bill would
provide that the gross income for an area may be determined by the
use of estimates by the Secretary of Housing and Urban Development.
Also, the bill would provide that the Secretary of Housing and Urban
Development may take into consideration, in determnin individuals
of low or moderate income, (1) the size of the individual 4 family, (2)
conasntction costs in the area, and (8) any other factor prevailing in
the area.
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required period of targeting
-The bill would provide that the 20 percent (15 percent in targeted

areas) requirement must be met for the period beginniiTg on the first
day that the project is occupied until after the later of (1) teh years
after the project is first occupied, (2) a date ending when 50 'percent
of the maturity of the bond has gone by, or (8) the date on which
any section 8 assistance terminates.

Regiatration
The bill would repeal the registration requirement as it applies to

tax-exemIpt industrial development bonds for multi-family housing.
Effective date

- The amendments made by the bill would apply to obligations issued
after the date of enactment_

Revenue effect
The bill is estimated to reduce fiscal year budget receipts by $1

million in 1982, $4 million in 1983, $9 million in 1984, $15 million
in 1985, and $22 million in 1986.

PREPARED STATEMENT OF SENATOR MAX BAUCUS

Mr. Chairman, I want to commend you and your Committee for holding this
hearing this morning. Last spring, I introduced one of the bills you are considering
today-S. 608, which would allow individuals a deduction for expenses paid or
incurred in connection with the adoption of a child.

All of us involved with the issue of adoption believe, I am sure, that promoting
adoption by cutting its cost is an idea whose time has come. This is particularly true
as we seriously consider ways to support, rather than interfere with, the building of
strong and productive families for our nation.

It is very important, I believe, that we find a sensible approach to aid families
who are willing to adopt this country's orphans, families who may now be discour-
aged from doing so by some of the financial barriers they confront.

It is expecially important-and timely-in these austere times. Many human
service programs have undergone substantial cuts. Two of them-Child Welfare
Services and AFDC-provide adoption and foster care assistance. To thus provide a
way-as this Committee is-for adoptive parents to share in the non-recurring costs
of adoption through tax incentives is timely.

Again, Mr. Chairman, I commend the Committee's efforts on this matter, and
offer my continued strong support of finding ways to encourage the adoption of
children who might otherwise be left unwanted and unloved.

PREPARED STATEMENT OF SENATOR CARL LEvIN

Mr. Chairman, I want to thank you for this opportunity to express my support for
H.R. 1348 introduced by Senator Sasser, which amends the Mortagage Subsidy Bond
Tax Act of 1980. This legislation, which I have cosponsored, eases the restrictions
contained in the 1980 Act on the use of the proceeds of tax-exempt mortgage bonds
for housing. The restrictions havo.hamstrung the states and localities which in the
past have used these bonds to finance their housing programs. These bond programs
had enabled individuals to bu, homes at below market interest rates with low
downpayments. Now, the effective shutting down of state and local bond programs
comes at a time when the Federal Reserve is pursuing a tight money policy, which
has produced record high interest rates and have made home sales plummet.
I I hear-from home builders and realtors from Michigan every day that their

businesses are on the brink of disaster. They are not and should not be comforted by
promises that interest rates will come down and their businesses will revive in the
long run. Mr. Chairman, the way things are going for them, they won't make it to
the long run. So, it is urgent that something be done now.

The legislatioif introduced by Senator Sasser will provide some help. Most impor-
tantly, it will amend the requirement in the 1980 law that for a mortgage bond



68

issue to qualify for tax-exempt status, 95 percent of the proceeds of the issue must
go to mortgages which satisfy all the requirements of the Act, Under current law, if
the bond issue were ever to fall below 95 percent compliance, and even if non-
complying loans were corrected, the entire bond issue would lose its tax-exempt
status. The Sasser bill provides that a showing that the issuing authority has tried
in good faith to satisfy all the requirements will cure a failure to meet any particu-
lar requirement if the failure is corrected within a reasonable period of time.
Bondholders would be able to rely on the issuer's good faith convenant as to
compliance. This change seems to me to strike a reasonable balance, allowing the
bond programs sufficient flexibility to operate within the context of an overall
structure.

The Sasser bill also removes the requirement that mortgage subsidy bonds be
registered. This requirement has made these bonds less desirable and less liquid
than any other municipal bond. Bonds for pollution control or for sewage disposal
facilities are not subject to any registration requirement, for example. It adds an
estimated .5 percent to the interest rate which the issuing authority must pay to the
bond purchaser and, in turn, pass on to the homebuyer. It simply makes no sense to
keep a requirement in the law which both puts these bonds at a competitive
disadvantage and increases costs to consumers at the same time.

In addition, S. 1348 amends the requirement in the 1980 law that the effective
rate on mortgages financed by these bonds not exceed the yield pldd to the purchas-
ers of these bonds by more than 1 percent. Because of this provision, the Michigan
State Housing Development Authority would have to market its bonds at a loss. For
example, it is estimated that the Authority would lose between $500,000 and
$1,000,000 in order to sell a $50 million bond issue. The Sasser bill would increase
this spread to 1%V percent, which housing agencies have indicated would be ade-
quate to make these bond programs self-supporting.

These changes, along with several others specified in the Sasser bill, will revital-
ize the mortgage subsidy bond programs across the nation and contribute toward
stimulating the housing industry. They will help to make the prospect of homeown-
ership by Americans more than just a dream.

STATEMENT OF HON. MARK 0. HATFIELD, U.S. SENATOR FROM
THE STATE OF OREGON

Senator HATFIELD. Thank you, Mr. Chairman. I am pleased that
your subcommittee has chosen to hold hearings on the issue of
providing tax deductions for adoption expenses. I would like to
especially commend Senator Jepsen for his diligence in pursuing
this legislation and I want to indicate my total support for S. 99.

Mr. Chairman, somewhere-I suspect that it began in the 1930's
or the 1940's-we began to get the idea that this was the Govern-
ment's job to take care of children. As churches and nonprofit
organizations and private citizens failed to take up the slack due to
the heavy demands of the great depression, Government stepped in
with the best of intentions to. provide institutions to care for these
children.

Today, we have an elaborate institutional network that the Fed-
eral Government provides for foster children that cost over $400
million. It seems that the foster care program developed an inertia
of its own that is expensive and oftentimes insensitive to the child's
right to a permanent and loving home. Until recently we did very
little to encourage adoptions and the permanent placement of a
child in a home. This committee has shown sensitivity to the foster
care problem by enacting H.R. 3434 in the 96th Congress and by
approving Senator Jepsen's -amendment to the -President's tax
package that provided a tax incentive for adopting a special needs
child. However, -we need to go a step further and broaden the
incentive to include both domestic and international adoptions. We
need to be aware of the enormous cost of an adoption because the
$4 to $6,000 in fees will generally exceed 20 percent of the average
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adoptive family's income. These costs are not deductible, and few
employers provide any help in their health plans.

Those innovative companies, such as IBM, which offset a portion
of the employee's adoption costs, are discouraged from doing so by
the current tax code which treats the aid as taxable income.

Senator Metzenbaum's legislation, S. 1479, solves this problem; it
makes the company-provided benefits nontaxable.

Mr. Chairman, I have two concerns about the issue discussed
today. First, I am concerned that international adoptions might be
excluded from any legislation approved by this committee. For
many families, an international adoption is the only alternative,
and it is fraught with risks, significant medical costs and health
problems of the child-travel costs, additional agency and legal
obstacles-and this makes it very difficult for many families, or
these costs range sometimes from $4,000 to $8,000.

Since only 5,000 international adoptions occur each year, the
revenue loss would not exceed $3 million a year. I fail to see the
difference between a needy child in India that is sent to an Ameri-
can family by Mother Theresa and a child that happens to be born
in America. While I agree that we have a special responsibility to
American-born children, we need to remember that existing law,
agency practices and a typical 3-year waiting list for U.S. children
make a foreign adoption a last resort. Due to much higher costs in
a foreign adoption, an overall cap on allowable expenses will con-
tinue to provide greater incentives to adopt a U.S. born child.

Second, I am concerned about efforts to limit the allowable adop-
tions to agency placements. We should proceed very carefully in
this area because of the sharp disagreements in the social work
field over the issue of independent adoptions. I do not wish to take
sides on the issue, but want to point out that the individual State
legislatures are struggling to achieve a solution to the problem. I
believe that we should be reluctant to tip the scales in either
direction by making a change in the Tax Code. The issue properly
belongs in the State legislatures as a matter of family law under
their police powers. As long as the adoption violates no State or
Federal law, I believe the adoption expenses.should be deductible.

In summary, I strongly endorse the objectives of Senator Jepsen's
legislation. I believe it would be helpful to read the motto of Holt
International, a reknowned adoption agency, located in Eugene,
Oreg.: "Every child of whatever nation or race has the right to
grow up with parents of his own. The silent call of homeless
children to all men" of good will to see that neither apathy nor
prejudice, neither custom nor geographic boundary, shall prevent
these children from receiving this God-given right."

Mr. Chairman, I appreciate the opportunity to testify in support
of Senator Jepsen's bill, and when the opportunity for a second tax
bill presents itself I hope the committee will see fit to approve this
legislation. Thank you very much.

Senator PACKWOOD, Thank you very much, Senator. Obviously,
you and I are very, very experienced in international adoptions
with the success of the Holt agency for a long, long period of time.

Senator HATFIELD. One of the first.
[The prepared statement of Senator Mark 0. Hatfield, of Oregon

follows:]
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PREPARED STATaMENT OF SENATE R MARK 0. HATIELD

Mr. Chairman, I am pleased that you have chosen to hold hearings on S. 425,
which we jointly introduced earlier in the year as part of the Senate Finance
Committee s review of the Mortgage Subsid7 Bond Tax Act of 1980. The passage of
this Act clearly-demonstrates perils of utilizing the reconciliation process, because
the Congress delegates tasks of ie-writing basic laws to A few-key legislators,
thereby short-circuiting the careful review of both Houses of Congress.

Although the House passed H.R. 5741 in the spring of 1979, the bill did not
become law until it was attached to the reconciliation measure in the lame duck
session of the 96th Congress, without ever being considered by the full Setiate". By
attaching this measure to the Omnibus Reconciliation Act, several Senators, inclu.
ing myself, were never giveil the o opportunity. of, having our own bills carefully
considered.

The final legislation enacted in December of 1980 created several serious problems
for the Oregon Veterans Home Loan Program, because of the failure of the Con-
gress to specify transition rules for state veteran programs. Applicants who had
received letters of commitment or had incurred financial obligations in anticipation
of VA loans were cut off by the requirements of the new law that became effective
on January 1, 1981. Specifically, the new requirement shut down loans to veterans
who desired to finance a farm with an adjoining residence and all loans made to
refinance an existing mortgage or to make substantial improvements on a residence.
Hundreds of affected Oregon veterans contacted their Congressional delegation and
complained bitterly about the retroactive provisions in the new law.

Senator Packwood and I introduced S. 425 as a short-term solution that would
have exempted the pending bond sales from the new law. We were successful in -
attaching a slightly different version of this legislation to the Senate tax bill, but
unfortunately, the Conference Committee dropped the measure. Although the pas-
sage of time- now makes the short-term legislation somewhat moot, significant
problems remain as a result of the Act.

First, under regulations recently issued by the Treasury Department, temporary
initial financing was defined as contracts lasting no longer ;han six months. f
longer, the contract would be termed a refinance, and would bb an ineligible use of
tax-exempt proceeds. The problem with this strict rule is in the peculiar nature of
the Oregon program, and has been made more acute by the current housing slump
in Oregon. Oregon veterans typically have their applications accepted by the VA,
and a contract then is pursued by the buyer to hold the veteran over until the
Oregon VA goes to the bond market and successfully sells the bond. Due to the
scarcity of mortgage money, most deals involved some form of owner financing on a
contract. Due to the fact that the VA program accepts applications before the bond
sale is made, and due to the existing tight mortgage market, the six-month rule
proposed by the Treasury Department unduly restricts the applicant from utilizing
the benefits of the program. The Congress recently extended the 18-month rollover
period for an individual who sells a residence and re-invests in a new one to 24
months due to the housing slump. The Oregon Department of Veterans' Affairs has
suggested a 24-month rule for temporary initial financing as a possible suggestion
and I urge the Committee to carefully consider this proposal.

Second, this Committee should also look into the rationale behind including state
veterans programs in the restrictions imposed by public law 96-499. Former Chair-
man of the House Ways and Means Committee, Al Ullman, repeatedly assured the
Oregon Veterans Affairs Department officials that their programs would be unaf-
fected by his proposed legislation. His initial bill, H.R. 3712 and'a later version, H.R.
5741, and the final legislation enacted, all basically excluded state veterans pro-
grams from the restrictions imposed upon mortgage revenue bonds. Specifically, a

-sunset provision applies to mortgage revenue bonds as well as purchase prtce and
other limitations, but not to veterans programs. However, even though veterans
programs were exempted from these requirements, they were subjected to new
requirements of registration, of funding residences, and to financing new mortgages.
For whatever reason, the Finance and Ways and Means Committees never received
input from affected state veterans programs on the likely effect of these new
restrictions. The hearing's record is full of testimony about the abuses and wonders
of mortgage revenue bonds, but there is no mention of how Representative Ullman's
bill would impact on state veterans programs. -

It is also instructive to note that the tremendous growth in tax-exempt bonds for
housing was occurring in mortgage revenue bonds, not state veterans housing
programs. While mortgage bonds were largely confined to multi-family rental units
in the early 1970's, these bonds proliferated in the late 1970's for single-family
residences. The aunts grew from $36 million in 1971 to $8.7 billion In 197 9, and
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were expected to reach $16.7 billion by 1985. As a percentage of total state and local
tax-exempt financing, housing bonds increased from 7 percent in 1978 to 26 percent
in 1979. Obviously, the Congress was legitimately concerned with the explosion of
mortgage revenue bonds. However, the amount- of veterans bonds issued over the
years -has remained largely constant.

It is my suggestion, Mr. Chairman, that we continue to put overall limits on the
amount of tax-exempt bonds that can be issued by the states. In fact, it might even
be desirable to impose stricter limits on the amounts because of the crowded market
for tax-exempt issues that threaten the funding of necessary services such as roads,
prisons, schools, sewer systems, and hospitals. However, I would strongly urge the
Committee to consider exempting the state veterans programs from the restrictions
imposed on farm loans and refinancing.

The present law contains an urban bias that allows veterans programs to fund
expensive metropolitan condominiums, but disallows an Oregon veteran who
chooses to live on 16 acres, for example, with a mobile home, from receiving any VA
loans. The law also strikes against one who is not a full-time farmer, but chooses to
raise his family In a rural atmosphere and conduct limited farming operations.
Given the overall restrictions on the amount of tax-exempt financing allowed for
each state, I see no reason why the federal government should tell a state how it
should portion its tax-exempt funds.

The new law's prohibition on refinancing hits those individuals who substantially
renovate their homes, depend upon short-term installment Cdntracts, or buy a home
but must wait for the requisite number of years of residence before receiving a
veterans loan. While legitimate arguments can be made to restrict eligible uses of
tax-exempt bonds to first-time homebuyers and individuals who cannot presently
afford an existing mortgage, I believe that it would be prudent to give the local
state legislatures the flexibility to make these political decisions as to which veter-
ans should benefit from the program. The Congressional interest should focus upon
limiting the overall amount of tax-exempt financing in order to remain consistent
with the budget and crowded nature of the bond market.

There is no doubt that the- Oregon State Veterans Home Loan Program must
adapt to the new realities of financing tax-exempt issues. While interest rates,
eligibility standards, and price ceilings may need to be revised in order to adjust to
a difficult bond market, I believe we should leave these matters to the discretion of
the local state legislature and local officials as much as possible. Imposing an
overall limit on state tax-exempt financing makes sense if we wish to give the state
and local governments a maximum degree of flexibility in designing tax-exempt
housing programs. Such a step would recognize the beauty of programs which have
been run smoothly and successfully for over 35 years.

Since 1945, the Oregon Veterans Home Loan Program has benefitted over 233,970
veterans for-a total of $6 billion in mortgage money. The average income of the
veteran is $28,000 a year, and there are limits on the amount of money that a
veteran can borrow under the program. The program has been profitable over the
years and has consistently obtained a top rating on its bond issues. It is a well-run
program, with no defaults by individuals, and it has achieved national recognition
for its ability to provide worthwhile benefits at a minimum of administrative
expense.

In summary, I would strongly urge the Committee to consider the suggestions
made by the Director of the Oregon Veterans Affairs Department, General Staryl
Austin, as part of its review of the Mortgage Subsidy Bond Act of 1980.It is my
hope that the Congress would retain overall limits on the amount of allowable tax-
exempt financing, but would substantially exempt the state veterans programs from
the Act. Mr. Chairman, I appreciate the opportunity to testify on the issue of
veterans' bonds for housing.

Senator PACKWOOD. One of the first.
I will take the other Senators in order of seniority. I will take

Senator Metzenbaum next and then-Senator Jepsen.

STATEMENT OF HON. HOWt RD METZENBAUM- A U.S. SENATOR
FROM THE STATE OF OHIO

Senator MZTzENBAUM. I thank you. But if Senator Jepsen is
under pressure of time and needs to leave, I will yield to him.

Senator JPSEN. No. I yield to the Senator
Senator METZRNBAUM. Thank you very much. I appreciate it.



72

Mr. Chairman, I -am very pleased to have an opportunity to -
-appear before-your committee and to appear with some of my very
distinguished colleagues, who support generally the same objec-
tives, although perhaps with some differing detail.
--Several months ago I introduced the Stronger American Family

Act of 1981, legislation that was designed to provide the families of
this country with practical assistance in dealing with the real
world problems of the 1980's.

I am particularly pleased that an. important part of that package
has already been enacted in the form of the Metzenbaum-Hawkins
child care-amendment, and which the distinguished Senator- from
Florida joined me in offering to the 1981 tax bill.

[The prepared statement of Senator Metzenbaum follows:]
PREPARED STATEMENT OF SENATOR HOWARD M. METZENBAUM

Mr. Chairman, several months ago, I introduced the Stronger American Family
Act of 1981, legislation that was designed to provide the families of this country
with practical assistance in dealing with the real world problems of the 1980's.

I am pleased that a-i important part of that package has already been enacted in-
the form of the Metzenbaum-Hawkins child care amendment to the 1981 tax bill.
That amendment, whose passage owed a great deal to your support, Mr. Chairman,
and that of Senator Durenberger, substantially increases the day care tax credits
available to working families. It also provides incentives to businesses to establish
day care facilities for employees, and it makes the credit available for the care of
elderly and disabled household members.

Today, Mr. Chairman, this committee is considering another matter of concern
embodied in the Stronger Americaft Family Act-and that is how best to assist
those who are willing to take into their families through adoption the many thou-
sands of American children who desperately need loving homes.

Although the government has not kept adoption statistics since 1975, recent
reports place the number of adoptions at around 100,000 per year. In fact, the
itumber of adoptions in this country has declined steadily since 1970 when a record
175,000 children were adopted. And since 1960; the number of children in foster care
has doubled to approximately 500,000.

The issue, Mr. Chairman, is stability for children and their family relationship.
Congress has recognized this problem in the past. We responded with the Child
Abuse Prevention and Treatment and Adoption Reform Act of 1978, and the Adop-
tion Assistance and Child Welfare Act of 1980. These acts increased funding for
child welfare services and required states to move in the direction of making foster
care what it has always been intended to be a temporary solution.

Yet despite these congressional efforts, adoption is still not a reality for far-too
-many children. Earlier this-year, The New York Times reported that fewer than 20
percent of the children available for legal adoption in New York's publicly assisted
agencies were actually placed. The Washington Post reported that the District of
Columbia's foster care system is overburdened and understaffed.

And unfortunately, the major federal pro.am intended to encourage the place-
ment of older, handicapped, and minority children has been cut by more than half.

The adoption provisions of my Stronger American Family package, would ermit
adoptive families to claim the costs of adoption as a tax deduction-that I believe is
a small, but helpful, gesture by this nation to families who take as their own
children who need homes.

In addition, my bill takes note of the fact that at least 20 major companies have
in recent years begun to assist their employees with the costs incurred in adopting
children. IBM, for example, has had an adoption assistance program since 1972, and
has averaged approximately 350 to 400 claims per year. The SmithKline Corpora-
tion paid employees $400 per adoption at the time it began its program. Now,
SmithKline rays $1,000 and intends to increase the benefit-each year until the
amount of t e benefit is comparable to the cost of a norm obstetric delivery.

More corporations should be encouraged to adopt such socially responsible poll-
cies. But unfortunately, they are today discouraged by the tax code from doing so.
Adoption assistance is considered regular income for tax purposes, and so companies
providing it must incur the costs of social security taxes and an extra paperwork
burden. That should not be-and my bill corrects the inequity by excluding adoption
benefits from employee income.
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Mr. Chairman, I do not believe that we can transfer responsibilities from the
Federal Government to the private sector without taking at least some steps to
protect vulnerable people.

The adoption provisions of the Stronger American Families Act are a small step
in that direction, and I hope that the subcommittee will give this approach Its
fullest consideration.

Senator METZENBAUM. Now that amendment, whose passage
owed a great deal to your support, Mr. Chairman-and we feel
very strongly that without your assistance it would not have been
or it certainly very well might not have been-as well as that of
Senator Durenberger, substantially increases the day. care tax cred-
its available to working families. It also provides incentives to
businesses to establish day care facilities for employees, and it
makes the credit available for the care of elderly and disabled
members. And I cannot think of any subject that really is more
deserving of our attention here in the Congress than this, the issue
of the family relationship.

Today, the committee is considering another matter of concern
that is embodied in my Stronger American Family Act, and that is
how best to assist those who are willing to take into their families
through adoption many thousands cf American children who des-
perately need loving homes. Actually, as a matter of fact, the
Government has not kept adoption statistics since 1975. And I am
not exactly sure why that is. But recent reports place the number
of adoptions at around 100,000 per year. In fact, the number of
adoptions in this country has declined steadily since 1970 when a
record 175,000 children were adopted. And since-1960, the number
of children in foster care has doubled to approximately 500,000.

Mr. Chairman, I think that the whole issue here has to do with
the stability of the family relationship. Not to negate the value of
foster care programs, but to emphasize that that family that adopts
a child develops a kind of relationship with the child, between the
child and the parent, that is so meaningful that it truly relates
directly to the future of those children, and I -certainly believe it
adds an extra degree of love and affection and concern on the part
of the adopting parents as well. And I think that anything that we
here can do to be of assistance along this line is so important.

Now Congress has recognized this problem in the past. We re-
sponded with the Child Abuse Prevention and Treatment and
Adoption Reform Act of 1978, and the Adoption Assistance and
Child Welfare Act of 1980.-These acts increased funding for child
welfare services and required States to move in the direction of
making foster care what it has always been intended to be, a
temporary solution. Foster care, great; adoption, the ultimate objec-
tive.
-Despite these congressional efforts, adoption is still not a reality

for too many children. Earlier this year, the New York Times
reported that fewer than 20 percent-fewer than 20 percent-of
the children available for legal adoption in New York's publicly
assisted agencies were actually placed. And the Washington Post
reported that the District of Columbia's foster care system is over-
burdened and understaffed. What a sad commentary when we are
so concerned about crime in the streets, about the problems of
America, that in this area where we can have a positive impact
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that we find that the foster care system is overburdened and un-
derstaffed.

And, unfortunately, the major Federal program intended to en-
courage the placement of older, handicapped, and minority chil-
dren has actually been cut by more than half. The adoption provi-
sions of my stronger American family package would permit adop-
tive families to claim the cost of adoption as a tax deduction.
Frankly, I believe that is a small, but helpful, gesture by this
Nation to families who take as their own children who need homes.
But it would not be so broad b-ased that it would provide funding or
provide tax deductions for those who may deal in what I call the
adoption rings, or those who traffic in this business. It would be
required that to take the deduction you would have to go through'
the recognized welfare agencies, the social agencies. And then if
you had legal expenses in connection with that, they also could be
deducted. But the fact is that there would be limits and there
would be a sense of propriety about it. -

In addition, my bill takes note of the fact that at least 20 major
companies have in -recent years begun to assist their employees
with the costs incurred in adopting children. IBM, for example, has
had an adoption assistance program since 1972, and has averaged
approximately 350 to 400 claims per year. The SmithKline Corp.
paid employees $400 per adoption at the time it began its program.
And now SmithKline pays $1,000 and intends to increase the bene-
fit each year until the amount of the benefit is comparable to the
cost of a normal obstetric delivery.

Frankly, more corporations should be encouraged to adopt such
socially responsible policies. But, unfortunately, our tax code does
the opposite. They are, today, discouraged by the tax code from
helping in these adoptive costs. Adoption assistance is considered
regular income for tax purposes, and so companies providing it
must incur the costs of social security taxes and the extra paper-
work burden as well, That should not be. And my bill corrects the
inequity by excluding adoption benefits from employee income.

Mr. Chairman, I do not believe that we can transfer responsibil-
ities from the Federal Government to the private sector without at
least taking some steps to protect vulnerable people. The adoption
provisions of the Stronger American Families Act Are a small step
in that direction, and I hope that the subcommittee will give this
approach its fullest consideration.

I should point out to the chairman that the total costs involved-
are very modest. We are probably talking about $38 to $40 million
a year. And that is without the offsetting advantages of the reduc-
tions in foster care cost. So we are talking about a rather insignifi-.
cant amount of money.

I would also like to introduce in the record a letter from Xerox
Corp. in which they say "Xerox is particularly interested in this
bill and wholeheartedly endorses it in light of our adoption assist-
ance plan"; a letter from SmithKline Corp. in which they write: "I
am writing to you to give my endorsement and that of my company
to your bll"; a letter from Fel-Pro endorsing my bill, as well as an
article from the Houston Post concerning firms that offer benefits
to adoptive parents; one from the New York Times about company



75

benefits; and several other articles that I think-bear on this sub-
ject.

[The material follows:]

I

88-092 0-82-6
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July 16, 1981

Mr. David Starr
Office of Senator Metzenbaum
347 Russell Senate Office Building
Washington, D.C. 20510

Dear Mr. Starr:

It has come ft-ny attention through the National Committee for Adoption
that a bill Is currently being proposed that would allow the exclusion of
adoption assistance plan payments from an individual's gross income.

Xerox is particularly interested in this bill and wholeheartedly endorses it in
"IMi Ui our ,doption AssistancePan. "iMis plan, which covers all U.S.
employees was implemented in October of 1979. Since that time it has
provided benefit payments totalling $99,610 to 118 employees. These
payments have always been included in employees income and therefore the
total amount reimbursed has been reduced.

I've enclosed a copy of the policy governing the Plan along with an article
from our house organ, the Xerox World, which depicts the reaction of one of
our employees helped by the Plan. These feelings are universal among
employees who have been assisted.

We feel the passage of this bill would be very beneficial to our employees.

Sincerely,

Sharon D. Diehl
Benefits Operations Manager

SDD/ca

Attachment

c: R. Scheerschmidt
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September 30, 1981

Honorable Howard M. Metzenbaum
United States Senate
347 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Metzenbaum:

It is my understanding that you are sponsoring a piece of
legislation which would provide tax exemption for benefits
paid to employees through an employer's Adoption Assistance-
Program. I am writinQ to Yo t give my endorsement and
that of my-ompany to your bill.

SmithKline initiated its program in 1973. Our purpose
was to recognize, in part, the financial needs of the
adoptive parent in the same spirit in which we meet the
needs ot a natural parent through our medical insurance.
Inasmuch as the latter benefit is tax free to the employee,
it would seem equitable that the adoption benefit should
receive the same consideration.

Although our present benefit of $1,000 is less than the
comparable benefit paid for the average normal birth, we
are increasing -the benefit each year to eventually reach
parity.

I should point out that this is not a mojor program or
issue with us. We average about 6 claims per year- I
do feel however that it is of considerable concern to the
adopting parent to have a significant portion of their
benefit taken from them by the government.

I wish you success in pursuing this issue.

Sinc ely,

ROBERT S. BORSCH
Manager, Employee
Benefits Adninistration

RSB:MAS

cc: A. Hohwald-Davis
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AFEL-P O

GASKETS, SEALING PRODUCTS. SPECIALIZED LUBRICANTS

June 19, 1981

David Starr
Office of Senator Netzenbaum
347 Russell Senate Office Building
Vashington, D. C. 20510

Gent men:

Our company strongly endorses your b
for employees and employers.

Since 1973 we have offered a fringe
to our employees who are adopting a
have used this benefit since it was

Sincerely yours,

FELT PRODUCTS MFG. CO.

.

Robert C. O'Keefe
Industrial Relations Manager

bill making adoption benefits non-taxable

benefit of $500.00 reimbursement
child. Approximately 20 employees
introduced.

RCOK/nk
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Low Cost, Employee Goodwill Persuade Employers
To Introduce A Variety Of Adoption Benefits

Slit,ov 1970. adoption bencit% ha't be-
come more poptil.ir. and the conilltilng lim i
it I lewilt Asms.iate. recently surveyed 14

I.co11panie,, that have .on e form of adop-
lion bIenelit;. The companie,, are Abbotll
L.abiiiatorles; Baxter 1'ravenol
I ia1loriv't : Fell Prodl'tic% Manuifacltunng
(o:. lotie. Cone and lielding Communi
caltioil, Hallmark Cards. Inc.: IBM: S. ('.

Jolinon & Son: 1i: .ill. and ('o.: Plitne)

Holo,: G. I). Searle & (o.: SmithKline
Coi'p.: Smith Kline & French
L.ahoralorie: Syntex Corp.: and Xerox
('orp.

(Gencraltl). l'ompanie., provide adoption
benelit,-.hecaie people %k ho adopt do not
,ecile picwnancy K.neit, but mav inc tr
¢01llck-..fl'k cpcn',% lhi igh aIdoption.
- dditin.ill. tile inti eqn ti .n ut adoption%
Intl% Iit' pl.-lIt - ci ' If e'i t conii,.sied

ri"L imill c'o, licd al~l enilh v.e-'..

I tli c i. .: .i, Illi l.[e -Iarled in 19"1 1)
* ...i. i l e I'stk*. 1 li!tililit iN

dJ'l'% ,,. .- P0.. it Pe Wvill of ". ,l .''OF
t'li .. 1 ". I h.11111 Il l llti llt c Ne ill . 1111

Melli.tl 0i I ending

Ilic it- hI %Ollfmofl Itinding nitlbod i-.
Iiii ig l. t icl.iI (1I P II plans). althotigh
thici 'oinl'..nat. lund tl! lienclit :Ihoigh
the I i'.I plan. re--tricling t.ivlncnl lo
iItdil: ,tW I. lCN. I:lc\cn plains ;lso pa)

tile i" %vis %I t'\lx' aflilthe adoption i%

tlal: One pay% w. exen-ce. are incurred.
one pall %.it the :hIiilds birth and if prior
agiuenivn I.- dctcimented. lid one pat)y%
mlien tile ,lid Ill placed in the adoptive

The plOblenl. i n olilcd %%itli adoption
-'1eit llai e cor-unt.icaling the .eldoni-
,,i,d 1'. ci alje .und the tmaliqlily o"a- ai dN.

Unlike most other henleitl,. adoption
ibnelil, generally are laxbl inctome to tle
employee. Adminiktrali ely. mrriot com-,
panics withhold taxe% at tihe time the
benefit i% paid.

In all of the plan,. nu Npeciaalloua a nce i%
made fur adopting a handcapped child.
Ihime¢.i. :luildrcn with pree sting medi-
cal problem lare .o% ered tindcr the rcgular
health plan alter the final adoption. Simi-

-larly,- he pln% do not have specific pro-
visions for Iuuual adoption ,itualion,
stich a% the adoption of an adult or family.
The companies, review these ituat, i on a
ca.se-by-case basis.

The Future For Adoption Benefit%

In discussing the future (if ;id)ptin
ben citsl. lhewit councludes:

"Adoption benelit-- aie by no ineans
wide-spread. And because fewer habii,, are
hein!g'iu en tip tell adoption. adkoplion -
pmrliilarly oI n.worn,, hmle is'cvl i cdi

SIi cqiici.J. ill tile pat IC'\t vcal,,.
"' l~ . I ," llll .' IM,11 tit l,,lt" | .

li%, " Imakes the Ilenctit ivla.ii% el $11esrevn.
Nt14' miid LI-) tw alllnimiiNli. I i'ploices

appi c iate its e.s\ Fh.cn¢ and vmpli)l'i,
belic111 Ilom the guld ill :,cated.

"Hecatui of the hlo incidc: ol ittllP.
lion. employee piv.ure ik not really a lac-

obr. Mole Iitoraible la\ ticatinent might
pros ide a boost. hilt this iswIe dovs not
secinlo be overriding. Rather, the impetl
lot adoption benelfl sens to be conting
from companies them,,lwes. Family de-
mogi aphic ahd social altitude. have
indergone tliemendotus change in Ircent
yeas. Perhaps adoption benefits are an
idea whose time has come."

Major proiion,01% of somniL' of he plan,
studied b) liwill are shown oppo.iile. i

b 1/d' .l~h, ie-i teh., I10 l41# e I it'll



88

ADOPTION BENEFIT CHARACTERISTICS

Naluril When MteOd of
Beneflt Child(ren)' Paid Fundng

$75 alowance Covered Final Medical
adoption pln

Usage

12 go iS himes

Company Reaction

po year StarW benet when
$75 was surgical
allowance lot
pregnancy

Up to medical plan
allowance for normal
delivery for legal.
owur. and agery
fees (based on latest
3-month average in
area. $2200
cufrrn figure)

Coveted

Up to SS0 lr local. Covered
court. and agencV

80% of el9ble
-arges tor legal
. urt agency
'-tign adolp!,on

'iii's. gvegnlriry
0 %penses kr natural
s,4hor. and
r:nporary foster

saie charge".

Final General
adoption assets

Final General
adoption assets

Covered As
expenses
ater. mfcuteJ

,saxinum $1,000 -

Si.000 alowance Not covtred
per adoption
proceeding (e 9 one
allowance for twins)

UI) 10 S300 for lepa.il Covered
court. agency. and
natural mothers
pregnancy expenses

Fosal
adoption

2 to 4 times per year

10 lines per year

General 3 If 4 limes pc 1.000
assets employees per year

Getieral
asseb

Final Gonral
adopt ion assets

4 to 5 limes pes yeat

I to 5 times pet year

Benefit cost is sMal
lot amount of
postove PR
gotiraed~bonuft is
flexible - diseases
as Irea medical
costs rise

Cost of be^,.4 isn't
considerable:
employees have
requested increase

Some ermpoyees
are unhappy with
laxalon, marty are
unaware of b.nent.-
orignal $800 w.s

t.1e'is," in 197? Iu

Conrsstent w.l1
company production
of birlh control
producs. original
$00 imounl we,-.
increased in July
1979 to $1.000

Chose adoption
benefit to equal- 1.?
pregnancy
allowance; nice
benefit to talk about
but not used much

Up to 3 months' - Not covered
leave without pay
plus $250 0 child is
younger han 6
months and hs
medical expenses at
b' lh cannot be
separated from the
natural mother's
medial expenses

Up to 51.000 for - Not covered
legal. court, agency.
and natural mother's
pregnan-y expenses

Final
adoption

Medical
plan

15 to 20 times per year

Wrien child General 5 times in S months of
is placed in assets 1980 (only data
home avalable)

Litle feedback
because of small
usage, company
plans to review an
irease in benefit

Since effective date
a scope of benefit
were caridied. It has
been easy to
adrrUsler

'Adoption of spouse's natural children)

I ,uui- ' Ilv I PW'l
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Senator METZENBAUM. Mr. Chairman, before I conclude, I would
like to pay my respects to the efforts and the leadership of my
distinguished colleague on my left, Senator Jepsen. Senator Baucus
has legislation on this subject as well. And I certainly hope that all
of up can work together to achieve the objective that I know we all
seek.

I find myself privileged to work with such distinguished Sena-
tors.

Senator PACKWOOD. Senator Metzenbaum, thank you very much.
All of the documents that you have offered-will be placed in the
record.

This committee has had a fair degree of success in getting the
Congress to adopt a variety of tax-free fringe benefits-legal aid 5
years ago; day care just recently; educational benefits 2 years ago-
and, indeed, if we are going to move away from Government fi-
nancing, this is a very good alternative way to go, but there is no
possibility of doing it if we are going to count it as income. By the
time the employer has to figure if it is income-they have got to
make the deductions, they have got to make the withholdings, and,
finally, it gets tO be a headache-for relatively slight amounts-
and these are not overwhelming amounts that we are talking
about-it gets to be a sufficient headache that it is a major deter-
rent to providing it at all.

Senator METZENBAUM. Well, I might say to you, Mr. Chairman,
on a personal note, that I am particularly pleased that it so hap-
pens that you are the chairman of this subcommittee. I think it
should be helpful because I know of your longstanding concern in
these areas.

Senator PACKWOOD. I am very receptive.
Senator Jepsen.

STATEMENT OF HON. ROGER JEPSEN, A U.S. SENATOR FROM
THE STATE OF IOWA

Senator JEPSEN. Thank you, Mr. Chairman. Mr. Chairman, I
echo the sentiments of my distinguished colleague, Senator Metz-
enbaum, and will assure him that everything that we can do, my
office and my staff, to cooperate and work together to reach and
attain the end result that we are all interested in will be done. I
thank him for his work. -I thank you for your interest and your
diligence. And I do thank my colleague, Senator Hatfield, for his
support of my bill.

Please accept, Mr. Chairman, my sincere appreciation and
thanks for permitting me to testify before your committee today on
the matter of adoption. Today, there are literally millions of men
and women, couples, who want to give love, care and affection to a
young person, and there are untold millions who are wanting and
needing that love, care and affection. Adoption is a necessary serv-
ice not only to the family but also to the child and I will whole-
heartedly support any-effort to bring these two groups together in
a responsible manner.As the number of teenage pregnancies has increased adoption as
an alternative to abortion or adolescent parenthood Las received
little attention from our country's leaders, in either the political or
the social sectors.
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According to recent estimates, no more than 4 percent of unmar-
ried teenagers who give birth are choosing an adoption plan for
their baby. Some estimate that there has been as much as a 50-
percent decline in the number of adoptions between 1970 and 1980.
Increasing numbers of teenagers are choosing to keep their babies,
even though most of them are not prepared for the task of parent-
ing. Furthermore, in 1979, nearly twice as many teenagers chose to
have an abortion rather than to carry their pregnancy to term.
Today, these trends mean that there are fewer children available
for adoption.

Meanwhile, the demand for adoptable babies is ever increasing
There are an estimated 10 million Americans who are incapable of
bearing children or having children naturally. One out of every
five couples, or 6 million couples of child-bearing age, are infertile.
At present, if only one-quarter of these couples try to adopt a
healthy infant, that means that 11/2 million couples would be com-
peting for just 22,000 infants.

Even though there are some couples eager to adopt, there are
many "special needs" children waiting to be adopted. In October
1980, the US. Department of Health and Human Services released
a study entitled, ."Adoption Services in the States," wherein, it is
estimated that about 502,000 children are currently in foster care
and that nearly 215,000 of them might benefit from adoption serv-
ices. A large percentage of these children are older, some are
handicapped, and a significant number are members of racial mi-
norities.

Mr. Chairman, as you are aware, I introduced an adoption
amendment to the Economic Recovery A6t of 1981. This amend-
ment, which was passed unanimously by the U.S. Senate and
signed into law by our President, will allow a deduction of up to
$1,500 in adoption expenses if the adopted child was considered to
be special needs. This includes children eligible for aid to families
with dependent children, children eligible for supplemental secu-
rity income, or children who are considered hard to place. For
example, children who are older, handicapped, or a member of a
racial minority.

This provision was a step in the right direction, and I believe it
has brought about a renewed public awareness of the financial
burdens being placed upon parents who wish to adopt. However,
more needs to be done. --

As you know, Mr. Chairman, the Family Protection Act of 1981,
S. 1378, was introduced on June 17. Because of strong family ties
and healthy family relationships that are generated bythe adop-
tion process, an adoption provision was highlighted in this act. This
particular provision, section 207, was also introduced as an individ-
ual bill, Senate 1580.

My distinguished colleague, Senator Hatfield, testified in support
of this bill earlier today.

Senate 1580 would provide an exemption of $1,000 for each child
born to, or adopted by, the taxpayer during the taxable year. Ifthe
child were born handicapped, that exemption would increase to
$3,000, and if the adopted child was considered hard to place the
exemption would increase to $3,000.

)
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As I mentioned earlier, under present law, the exemption for
hard-to-place children is $1,500. Additionally, Senate 1580 would
allow a choice of a deduction for both itemizers-and nonitemizers
or a nonrefundable credit for adoption ex nses. The aggregate
amount allowable would be $3,500 or $4,00 in the case of an
international adoption.

Mr.-Chairman, the emphasis of this bill would be to alleviate the
burden being placed upon both the natural and the adoptive par-
ents of hard-to-place and special-needs children." The National
Study of SociaLServices to Children and Their Families found that
there were 502,000 children in foster care in the United States in
1977; over 185,000, or 35 percent of'these, were minority children;
28 percent were black children, 5 percent Hispanic children, and 4
percent children of other minority groups such as native American
and Asian-Pacific. Yet, in 1976, minority children represented only
17 percent of the general population under 18 years of age. Minor-
ity children then were to be found in foster care more than twice
as frequently as whites or Caucasian children.

If we look at the figures on handicapped children, the study
found that nearly 10 percent of the children in foster care were
physically handicapped. Of the 102,000 children free for adoption, 8
percent were physically handicapped.

Mr. Chairman, in these times of economic pressure and fiscal
restraints, it is not popular to talk about further tax expenditures.
Nevertheless, as social services and foster care programs are being
cut back, adoption incentives are in the public interest. Certainly,
legislation which provides tax deductions or even a tax credit to
parents who wish to adopt will be more cost effective than Govern-
ment programs that have been implemented to handle foster care.
We can put no price tag on the love that a family can give to a
needy child.

I believe that the tax proposals I have offered would help curb
the dramatic impact in the initial cost of an adoption. To let the
prohibitive initial costs of adoption deny a child an adoptive home
and family is an injustice against the child and the prospective
family, as well as our society.

In conclusion, Mr. Chairman, every child in America should have
the opportunity to be surrounded by the love and the warmth that
can be provided by a family. Likewise, every interested family
should have the opportunity to share its family life with a child in
need.

Mr. Chairman, I want to close my remarks today by thanking
you for your concern, for the concern you and your committee have
expressed regarding the issue of adoption. With your help, I believe
that we are on our way to providing answers to this difficult
question that will be mutually beneficial.

Because of the adoption amendment which was included in the
Economic Recovery Act of'I981, I believe that this Con.res@. has
already shown its willingness to respond to the complexity of the
problems facing the adoption process.

I appreciate, Mr. Chairman, your giving me the chance to speak,
to you and to testify before your committee, and I look forward to
any comments or questions that.you or anyone on your committee
may have.
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Thank you, Mr. Chairman.
Senator PACKWOOD. Senator Jepsen, thank you very much. And,

again, congratulations on the success you had on the tax bill iast
rear getting the amendment adopted on the hard-to-place children.
eis a good step forward. I hope we can expand it.
Senator JEPSN. Thank you, sir.
[The prepared statement of Senator Roger W. Jepsen, of Iowa

follows:]

PREPARED STATEMENT OF SENATOR RoGER W..JEPsEN

Mrr Chairman please accept my sincere appreciation ani thanks for permitting
me to testify before your committee today on the matter of adoption..Today there
are literally millions of men and women, couples, who want to give love, care and
affection to a young person, and there are untold millions who are wanting and
needing that love, care and affection. Adoption is a necessary service not only to the
family but also to the child and I will wholeheartedly support any effort to bring
these two groups together in a responsible manner.

As the number of teenage pregnancies has increased, adoption as an alternative
to abortion or adolescent parenthood has received litte attention from our country's
leaders-in either the political or social sectors.

According to recent estimates, no more than 4 percent of unmarried teenagers
who give birth are choosing an adoption plan for their baby. Some estimate that
there has been as much as a 50 percent decline in the number of adoptions between
1970 and 1980. Increasing numbers orteenagers are choosing to keep their babies,
even though most of them are not prepared for the task of parenting. Furthermore,
in 1979, nearly twice as many teenagers chose to have an abortion rather than to
carry their pregnancy to term. Today, these trends mean that there are fewer
children available for adoption.

Meanwhile, the demarld for adoptable babies is ever increasing. There are an
estimated 10 million Americans who are infertile. One out of every five couples, or 6
million couples of child-bearing age, are infertile. At present, if only one-quarter of
these couples try to adopt a healthy infant, that means that 1.5 million couples
would be competing for just 22,000 infants.

Even though there are some couples eager to adopt, there are many "special
needs" Children waiting to be adopted. In October of 1980, the U.S. Department of
Health and Human Services released a study entitled, Adoption Services in the
States, wherein it is estimated that about 502,000 children are currently in foster
care and that-nearly 215,000 of theui might benefit from adoption services. A large
percentage of these children are older, some are handicapped and a significant
number are members of racial minorities.

Mr. Chairman, as you are aware, I introduced an adoption amendment to the
economic recovery act of 1981. This amendment which was passed unanimously by
the United States Senafe and signed into law by our President will allow a deduc-
tion of up to $1,500 in adoption expenses if the adopted child was considered to be
"special needs." This includes children eligible for aid to families with dependent
children, children eligible for supplemental security income, or children who are
considered hard to place. For example, children who are older, handicapped, or a
member of a racial minority.

This provision was a step in the right direction, and I believe that it has brought
about a renewed public awareness of the financial burdens being placed upon
parents who wish to Pdopt. However, more needs to be done.

As you know, the family Protection Act of 1981, S. 1378 was introduced on June
17. Because- of the strong family ties and healthy -family relationships that are
generated by the adoption process, an adoption provision was highlighted in this
act. This particular provision (Sec. 207) was also introduced as an individual bill--S.
1680.

S. 1580 would provide an exemption of $1,00for each child born to, or adopted
by, the taxpayer during the taxable year. If the child were born handicapped that
exemption would increase to $3,000 and if the adopted child was considered "hard to
place" the exemption would increase to $3,000. As I mentioned earlier, under
present law, the exemption for hard to place children is $1,500. Additionally, S. 1680
would allow a choice of a deduction (for both itemizers and nonitemizers) or a
nonreftindable credit for adoption expenses. The aggregate amount allowable would
be $3,500 or $4,600 in the case of an international adoption.

(
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The emphasis of this bill would be to alleviate the burden being placed upon both
the natural and the adoptive parents of "hard to place" and "special needs" chil-
dren. The national study of social services to children and their families found that
there were 502,000 children in foster care in the United States in 1977: Over 185,000
or 37 percent were minority children, 28 percent were black children, 5 percent
Hispanic children, and 4 percent children of other minority groups such as Native
American and Asian-Pacific. Yet, in 1976 minority children represented only 17
percent of'the general population under 18 years of age. Minority children, then
were to be found in foster care more than twice as frequently as white children.

If we look at the figures on handicapped children, the study found that nearly 10
percent of the children in foster care were physically handicapped. Of the 102,000
children free for adoption, 8 percent were physically handicapped.

Mr. Chairman, in these times of economic pressure and fiscal restrainL it is not
popular to talk about further tax expenditures. Nevertheless, as social services and
foster care programs are being cut back, adoption incentives are in the public
interest. Certainly, legislation which provides tax deductions or even a tax credit t;
parents who wish to adopt will be more cost effective than Government programs
that have been implemented to handle foster care. We can put no price tag on the
love that a family can give to a needy child.

I believe that the tax proposals I have offered would help curb the dramatic
impact in the initial cost of an adoption. To let the prohibitive initial costs of
adoption deny a child an adoptive home and family is an injustice against the child
and the prospective family, as well as our society.

Every child in America should .have the opportunity to be surrounded by the love
and the warmth that can be provided by a family. Likewise, every interested family
should have the opportunity to share its family life with a child in need.

Mr. Chairman, I want to close my remarks today by thanking you for your
concern and for the concern you and your committee have expressed regarding the
issue of adoption. With your help, I believe that we are on our way to providing
answers to this difficult question that will be mutually beneficial.

Because oT the adoption amendment which was included in the Economic Recov-
ery Act of 1981, I beleive that this Congress has already shown its willingness to
respond to the complexity of the problems facing the adoption process.

I appreciate your giving me the chance to speak to you, and look forward to any
comments or questions that you or anyone on your committee may have.
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, o- * 0.#*t, Congressional Reearch Service
The Library of Congress

Washington, D.C. 20540

October 9, 1981

TO Honorable Roger Jepsen
Attention: Virginia Bessey

FROH Cheryl Savage Newtoo.
Analyst in Public Finance
Economics Division

SUBJECT : Comparison of Adoption Provisions of S. 1580 and the Recently
Enacted Economic Recovery Tax Act of 1981

This memoranduais written in response to your request for a comparison of

S,. 1580 and the adoption provisions of the recently enacted Economic Recovery

Tax Act of 1981 (ERTA), Public Law 97-34.

ERTA created a new itemized deduction for adoption expenses which is avail-

able for tax year 1981 and later years. 'to41,5OOaay be deduo ed-for the

tpdOptlO a exenmas of a "ch Id vith, aped&l aqQ,. 44 '.Loi I. dkt WxA.w . .

fpei.l need,. ems, -dai14 bre'm4" to 14" 44optio sa steat ,

dO. undi sacgtiq4 73. of', * So ia I. I .Wr . -

According to section 473, a child with respect to whom such adoption &ssie-

tance payments can be made must be eligible for Aid to Families with Dependent

Children or Supplemental Security Income and must be a "child with special needs."

It is very important to note that "child with special needs" is defined two

different ways in ERTA and in the Social Security Act. %"M

__ -- __..ui .k .. 2.n ,

MW. a f I& Yt1W .a' . 4 i ~
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ha@'&%T The children who have special needs by section 473's definition

form a larger group thsn the children who have special needs by ERTA~s defini-

tion. By ERTA's definition, children with special needs must meet the defini-

tion of section 473 of the Social Secrity Act and must also be eligible for

Aid to Families with Dependent Children or Supplemental Security Income.

S. 1580 is considerably more generous in its- treatment of adoption expenses

than Is ERTA. S.- 1580 provides extra exemptions for both births and adoptions

and o allows the taxpayer a credit for the expenses of an adoption.

The a c exemption allowed is $1,000 for each child born to, or adopted

by, the yer ring the taxable year. This is-in addition to the normal

$1,000 exemptio_ Iread Ilwe for a dependent child. If a woman (only a

married woman, as is e Imed below) were to give her baby up for adoption,

she could conceivably claim t $ '000 exemption for bearing the child at the

same time that the adoptive parents i, another two $1,000 exemptions on the

child's behalf: one exemption would be ae ecial exemption provided by S.

1580; the other would be the normal dependent Is option.

If a child born to the taxpayer Is handicap t h special exemption is

$3,000 instead of $1,000. If an adopted child Is a m of a minority race

or ethnic group, age 6 or older, or handicapped, the epeci xemption is $3,000

instead of $1,000O.

Unmarried people and married people filing separately are not ruitted to

claim the special exemption.

If the extra exemption Is larger than the taxpayer's tax liability, n

the unused exemption can be carried over to the next year.

S. 1580 also allows the taxpayer a deduction (available to both itemizers

and. nonitemizere) or nonrefundable credit for a portion of adoption expenses.
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As vill be explained belov, the deduction option provided to superfluous. It

would be irrational for the taxpayer to ever choose the deduction over the

credit.

The deduction or credit can be clasied for up t&-$3,500 of any child's

adoption expenses. In the case of an international adoption, the maxim is

$4,500. The first $500 of adoption expenses Is disregarded; no credit or de-

duction ts allowed for that Initial amount.

The reason that the deduction option of this bill will never be used is

that a deduction reduces the taxpayer's tax bill by only a fraction of the

deducted amount, while a credit reduces the taxpayer's bill dollar-for-dollar,

by the full amount of the credit (up to the amount of the tax bill, since this

credit is nonrefundable). A deduction is subtracted from income, while a

credit is subtracted directly from the tax bill. For example, a $100 deduction

reduces the taxpayer's bill by $30 If he is In the 30 percent tax bracket, $40

If he s in the 40 percent tax bracket, and $50 if he is in the 50 percent tax

bracket. A $100 credit, however, reduces the taxpayer's bill by $100 (provided

he has a tax liability of at least $100), no matter what tax bracket he is in.

And, as long a one compares a deduction of a particular sise with a credit of

the same size, the credit will be preferred by taxpayers in all tax brackets.

Only if the credit-is smaller than the deduction will some taxpayers, depending

on their tax brackets, prefer the deduction. Compare a $100 deduction to a

$40 credit. A taxpayer in the 30 percent bracket will prefer the credit because

the credit reduces his tax bill by $40, $10 more than the deduction. A tax-

payer in the 40 percent-bracket will be indifferent between the credit and

the reduction because they both reduce-hs tax bill by $40. Finally, the tax-

payer in the 50 percent bracket will prefer the deduction because the deduction

reduces'his tax bill by $50, $10 more than the credit.

88-0M2 0-82-7
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The following outlines of S. 1580 ard the adoption provision of FRTA should

farilitate easy comparison of the tvo bills. The attached report by Louis Alan

Talley copares tax credits and deductions.

Outline of S. 1580

1. Provides an exemption of $1.000 for each child born to, or adopted by, the
taxpayer during the taxable year.

A. If a child born co the taxpayer is handicepped, the exemption
ia $1 00.

S. If an adopted child is:
1) a member of a minority race or ethnic group;
or
iS) 6 or older;
or
1i) '5ndi capped;
the exemption is $3,000.

C. This exemption cannot go to unmarried people or to married people
filing separately.

D. Left-over exemption can be carried over to the next year.

2. Choi-* of deduction (for both itemizers and nonitemizers) or nonrefundable

credit for adoption expenses.

A. First $500 of expenses disregarded.

B. Agregate amount allowable is $3,500 ($4,500 in the case of an inter-
national adoption).

C. Note that the taxpayer will never rationally choose the deduction In
preference to the credit.

Outline of Adoption Provision of EonomicaRecveryTox Act of 19 81

I. Allows up to $1,500 deduction for adoption expenses of "child with special
needs." For itemizers only.

A. The term "child with special needs" means a child with respect to
whom adoption assistance payments are made under section 473 of the
Social Secirity Act. According to section 473, such a child must:
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(1) be eligible for Aid to Families with Dependent Children;
or

(ii) be eligible for Supplemental Security Income;
and

(ii) be a child with "special needs." According to section 473, a
child has special needs if there exists with respect to the
child a specific factor or condition (such as his ethnic
background, age, or membership in a minority or sibling group,
or the presence of factors such as medical conditions or
physical, mental, or emotional handicaps) because of which
It is reasonable to conclude that such child cannot be placed
with adoptive parents vthout providing adoption assistance.

Senator PACKWOOD. Russell, any questions?
Senator LONG. No.
Senator PACKWOOD. Thank you very much. I see Senator Sasser

in the audience. Good morning.

STATEMENT OF HON. JIM SASSER, A U.S. SENATOR FROM THE
STATE OF TENNESSEE

Senator SASSER. Good morning, Mr. Chairman, Senator Long.
Mr. Chairman, it is a pleasure for me to be here this morning. And
I have some good news and some bad news for this subcommittee.
The bad news is that I have a long, detailed statement on this
particular topic that I am going to testify on this morning, but the
good news is that I will summarize it. And I ask that my full
statement be included in the record as if read.

Senator PACKWOOD. I might ask all the other witnesses who
testify that they hear what he said and would follow his example. I
have just started to read Mr. Chapoton's statement, especially, and
hope he does the same thing.

[The prepared statement of Senator Jim Sasser, of Tennessee
follows:]

PREPARED STATEMENT OF JIM SASSER

Mr. Chairman, it's a pleasure to be here this morning, and I want to commend
you on the leadership role you have taken in the mortgage bond program. I know
that your constitutents in Oregon have had many of the same problems that the
people in Tennessee have had, that housing officials all across the country have had,
in trying to make this program work.

This morning's hearings may mark the beginning of the end of those problems.
I'm glad to have the opportunity to be here, on behalf of myself and Senator Baker,
to make the case for passage of S. 1348. Also here this morning will be two
gentlemen from Tennessee, representing State and local governments, who have
worked as diligently as any two people in the country to make the mortgage bond
program work for their jurisdictions. Chairman Grady Haynes of the Tennessee
Housing Development Agency and Mayor Bill Morris of Shelby County will be
participating in the State and local panels later this morning, and I know each of
them has a great deal to contribute in front-line experience with the problems we
are gathered here to solve.

The problems with the mortgage bond programs must be solved. I know all of us
here this morning are aware of the deepening crisis in the housing industry, and I
will not take the subcommittee's time in recounting all the statistics. Our focus here
is the Mortgage Subsidy Bond Tax Act of 1980 and the need to make corrections in
it. I would make note, however, of the fact that existing-home sales dropped to their
lowest level in 6 years in August. That decline occurred after 7 consecutive months
of what we had hoped was a bottoming-out of the housing recession. Since 1978,
resale activity has dropped 35 percent in the Northeast, 44 percent in the South, 44
percent in the North Central region and 49 percent in the West. That is resale
activity, and those are devastating numbers. In new construction, starts are below
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half of estimated demand and unemployment in the construction is at 16.7 percent
and climbing.

In other words, Mr. Chairman, we may be in the business here this morning of
formulating a safety net for the American housing industry. I don't think any of us
have any illusions that the mortgage bond program is a cure-all for the critical
problems facing young first-time buyers and all the housing-related industries that
depend on construction and sales. Butin the face of continued high interest rates,
there has to be a mechanism availablefor maintaining at least a minimum level of
activity in these sectors of our economy. If no such mechanism is available, the
price we will pay in the future will be. staggering.

The legislation I have introduced with Senator Baker to make the mortgage bond
program workable again, S. 1348, now has 35 cosponsors. These 35 Senators repre-
sent every region in the country and a pretty extraordinary range of economic
philosophies. The cosponsors in the House are just as broadly representative. I think
the geographical and political diversity of the supporters of this bill is an indication
of the size of the problem it seeks to address. S. 1348 has also been endorsed by the
key public interest and industry groups affected by the mortgage bond program: the
National Association of Homebuilders, the Council of State Housing Agencies, the
National Conference of State Legislatures, the National League of Cities, and the
National Lumber and Building Material Dealers Association.

Fundamentally, S. 1348 makes it possible for issuers to offer sound, productive,
tax-exempt bonds to investors, and to use those dollars in a cost-effecient manner to
make affordable mortgage money available to more moderate-income, first-time
homebuyers. It does that by assuring an adequate yield for the issuer, an unquali-
fied tax opinion for investors, and reasonable definitions of eligible buyers and
targeted area . . . without expanding the important limits or allocations imposed
by the 1980 act. As you are probably aware, the Joint Tax Committee has assessed
S. 1348 as having negligible budget impact.

Before I make a few brief comments about the specific provisions of S. 1348, let
me note once again that if we pass the legislation and the mortgage bond market
goes to work once again, we could finance the construction or resale of some 200,000
to 285,000 housing units nationwide, up to 4,435 in Tennessee alone.

And I would submit for th@ record data that indicate the numbers of housing
units by State that passage of S. 1348 could help finance.

Now, let me touch on a few key provisions of S. 1348. This bill provides for a
yield-or arbitrage limitation as we have been calling it-of 1.5 percent. It was at
1.5 percent before passage of the Mortgage Subsidy Bond Tax Act and in our
opinion it should be restored to that level. That was, and is, the standard level
prescribed by the Internal Revenue Service for all other similar types of
issues . . -even without the requirement that certain costs be covered within that
figure. That was, a6d is, the minimum level at which many States and localities can
afford to participate in the program. I should point out that S. 1348 does not provide
for an absolute return to the yield provisions in effect prior to the 1980 act: our bill
continues the requirement that key program costs be covered within the 15 percent.
In that way, cost-effectiveness, as well as affordability, is insured.

Furthermore, the issuer is permitted under my bill to maintain a reserve fund,
and is not required to divert holdings at a loss to meet arbitrary requirements. The
sound financial practices provided in S. 1348 will assure the solvency of each
program. To force a State or local authority to operate to its own disadvantage by
selling at a loss is an unwarranted Federal intrusion.

The "good faith covenant," as opposed to the 95-percent compliance test, is an-
other key element of S. 1348. Under the 1980 act, no more than 5 percent of an
issue may be involved in noncomplying loans; otherwise, the tax-exempt status will
be withdrawn. That's not 5 percent at any given time or 5 percent in uncorrected
errors. That's a cumulative 5 percent, inc uding even those loans which have been
brought into compliance. And when the tax exemption is withdrawn the issue

.- becomes taxable retroactively, not just until the date on which the 5-percent limit
was exceeded but to the date of issue. Normally, the good faith covenant of the
issuer is a key aspect of this process; reliance on that covenant is standard practice
in similar bond issues, even with a 90-percent compliance test as in industrial
development bond issues. I see no reasons for making an exception in this case,
especially when the covenant is accompanied by a requirement that all noncomply-
ing loans be corrected within a reasonable period. I would further point out theresponsibility for monitoring the program rests properly with the issuing agency
under S. 1348, not with the bondholders as in current law. In addition, the mainte-
nance of the threat of cancellation of tax-exempt status, whatever other provisions
are added, will maintain the certainty of a qualified opinion from bond counsel. We
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need to insure that the issues are properly policed and brought into compliance, but
also to insure the status of the bonds to be able to get them sold.

Moreover, there should be no exception made in the matter of the registration
requirement. Again, standard practice in issues of this type does not require regis-
tration of the issue. Mortgage bonds, therefore, suffer an inequitable disadvantage
in the market if the requirement is continued. If the committee decides to require
registration on all issues, then the discriminatory aspect of this provision would be
removed. In the absence of such action, the requirement should be removed, as
S. 1348 provides.

S. 1348 also clarifies the definition of "first-time homebuyers." Those who have
owned substandard housing or who have lost their homes due to governmental
action or natural disaster would not be disqualified by such previous ownership. In
addition, the definition of "targeted area" is refined to include areas designated as
impacted by increased p reduction of coal, uranium, oil, gas or other energy related
materials which meet the criteria of the Powerplant and Industrial Fuel Use Act of
1978. This section is of key importance to those States struggling to cope with the
rapid influx of workers into energy production areas where no housing-or infra-
structure-has existed.

On behalf of myself and Senator Baker, and the rest of our cosponsors, I want to
thank you for this opportunity to appear before the subcommittee. I have faith that
you and your colleagues on the committee will devise an equitable, workable solu-
tion to getting the mortgage bond program moving again. And I would respectfully
suggest that the provisions of S. 1348 provide an excellent framework for that task.

Thank you, Mr. Chairman.

New
State (clhng)

wiusts

AAPP ' Unisk AMP I Unit

Alabama ($200,000,000) .................................................... ..........................
Alaska ($200,000,000) ................................................... ...............................
Arizona ($203,500,000):

H ig h ............................................................ .... ...... .......... ...................... .
Low ....... .... ........ ............................... ...._ ........

Arkansas ($200,000,000):
H ig h .............. ............ .............. ......... ........ ... ....................... ... ..............
L o w ........ ............ . .......... . .... ................ ............................ .................. .

Calfornia ($2,217,600,000):
H ig h ................................. ....................... ........................ ....... ....... .........
Low ........................................................................................... . . . .

Colorado ($308,800,000):
H ig h ....................... ............ .. ...........
L ow _ . ............................. ......... .......... .. . . ....... ........... ........... ............ .

Connecticut ($200,000,000):
High .............................................
LOW ........................................................................................ ...............

Delaware ($200,000,000) .............................. ....................................... . .
District of Columbia ($200,000,000) ........ .....................................................
Florida ($614,900,000):

H ig h ................................................ ..... ....... . ....................................
LO W .................................. .............................. ...........................................

Gegia ($201,500,000):
H ig h ........................................................... ............................ .................
L O W ........................................................ .....................................................

Hawaii ($200,000,000):
H ig h ................................................ ............................................... ...........
LOW ......................................... ....................................................................

Idaho ($200,000,000) ........................................................................................
Ilinois ($632,200,000):

H ig h ............................................................................................................
LOW .............................................................................................................

Indiana ($221,200,000):
H ig h ............................................................................................................
Lo w ............................................................................................................

Imw ($200,000,000) ..........................................................

$64,700
107,700

89,100
76,300

64,400
62,100

3,091 $56,100 3,565
1,987 82,900 2,411

2,284 79,800 2,550
2,667 61,400 3,314

3,106 61,400 3,257
3,221 58,500 3,419

132,800 16,699 144,800 15,400
66,700 33,241 51,800 38,367

80,000
78,500

142,000
73,700
75,200

100,100

3,860 70,200 4,399
3,394 54,900 5,625

1,408
2,/14
2,660
1,998

142,600
59,800
58,100
93,200

1,403
3,344
3,442
2,146

80,300 7,658 70,300 8,747
55,500 11,079 38,400 16,013

88,100 2,287 67,000 3,007
59,300 3,398 46,900 4,296

152,200
117,000

78,500

1,314 112,800
1,709 109,900
2,548 67,100

1,773
1,820
2,981

82,100 7,100 71,300 8,867
-73,400 8,613 43,400 14,567

85,600
66,500
70,900

2,584 49,900
3,915 46,100
2,821 51,600

4,433
4,798
4,287
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New ExistingState (ceiling)]P' Uis AP' Uis

Kansas ($200,000,000):
H ig h ............................................................................................................
Low ........................................................................................... . . .. ,

Kentucky ($200,000,000):
H ig h ........................................................... ................................................
Lo w , ............. ................. ......... ..................... ................................................

Louisiana ($200,000,000):
H ig h ......................... ..................................................................................
Low ...................................................................................... ...-...................

Maine ($200,000,000) ....................................
Maryland ($240,400,000):

H ig h ................................................... ........................................................
L o w .................................................................... ....................................

Michigan ($362,700,000):
H ig h ............................................................................................................
L o W ............................................. ............................................... ...............

Minnesota ($239,800,000):
H ig h ......................... ..................................................................................
Low ...... ................ ...............................................

Mississippi ($200,000,000) ................................................................................
Missouri ($220,900,000):

H ig h ......................... .................................................................................

Montana ($200,000,000) ...................................................................................
Nebraska ($200,000,000):

H ig h .............................................. ..............................................................
Low# ..................................................... ..................................... ..................

Nevada ($200,000,000) ........................................................................... . .
New Hampshire ($200,00 ,000) ............................. .................................. . .
New Jersey ($319,700,000):

H ig h ...........................................................................................................
LO W ..................... .....................................................................................

New Mexico ($200,000,000) .............................................................................
New York ($412,900,000):

H ig h ............................................................................................................
Lo w .............................................................................................................

North Carolina ($200,000,000):
H ig h ...........................................................................................................
Low ................................................................................................... .

North Dakota ($200,000,000) ...........................................................................
Ohio ($540,400,000):

H ig h ...........................................................................................................
LO W ................................................................................ ...........................

Oklahoma ($200,000,000):
H ig h ............................................................................................................
L o W ............................................................................................................

Oregon ($200,000,000):
H ig h ........................................... ................................................................
Low ................................................................................................... .

Pennsylvania ($430,400,000):
H ig h ........................................ ...................................... ............................
Low .................................................................................................. . .

Rhode Island ($200,000,000):
H ig h ............................................................................................................
LO W ................................................................. ........................................

South Carolina ($200,000,000):
H ig h ............................................................................................................
LO W ...................................................... ................................................

South Dakota ($200,000,000) ............................................................................
Tennessee ($200,000,000):

H ig h ...........................................................................................................
Low..................... ...................................................................................

Texas ($775,400,000):
H ig h ............................................................................................................
Low .................................................................................................. . .

71,900 2,821 51,600 4,287
54,400 3,676 41,600 4,808

72,100 2,774 50,200 3,984
58,400 3,425 44,300 4,515

93,000
76,900
73,500

2,151 74,800
2,601 56,200
2,721 58,200

2,674
3,559
3,436

84,500 2,845 58,700 4,095
55,100 4,363 56,500 4,225

99,300 3,653 56,200 6,454
77,500 4,680 45,000 8,060

93,200
70,900
65,700,

82,800
58,800
79,300

62,500
50,700
98,000
62,300

107,900
77,500
64,900

2,573 68,800
3,382 56,900
3,044 47,100

2,668 51,400
3,757 47,100
2,522 62,300

3,200
3,945
2,041
3,210

51,300
40,000
94,500
54,400

2,962 87,600
4,125 71,000
3,082 46,400

3,485
4,214
4,246

4,298
4,690
3,210

3,899
5,000
2116

> 676

3,650
4,503
4,310

93,600 4,411 79,400 5,200
65,500 6,304 41,800 9,898

88,800
44,800
79,300

2,252 59,300
4,464 43,200
2,522 62,300

3,373
4,630
3,210

86,200 6,269 59,600 9,067
62,600 8,663 44,400 12,171

95,600 2,092 66,600 3,003
67,600 2,959 46,200 4,329

76,500
65,600

77,100
46,800

2,614
3,049

5,582
9,917

61,800
52,400

57,800
33,300

3,236
3,817

7,446
12,925

73,500 2,721 58,200 3,436
71,800 2,786 51,400 3,891

80,500
53,000
79,300

2,484 64,500
3,794 49,600
2,522 62,300

3,101
4,032
3,210

82,000 2,439 62,900 3,180
47,800 4,184 45,100 4,435

111,400 6,961
64,200 12,078

86,200 8,995
50,500 15,354

¢J
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New Existing
State (ceing) AAP ' Units 2 AAPP 3 Units '

Utah ($200,000,000):
High .................................................................................................. .. . ..... 9 1,700 2,181 54,900 3,643
Low ........................................................................................................... 76,600 2,611 54,300 3,683

Vermont ($200,000,000) ............................... 58,400 3,425 47,900 4,175
Virginia ($309,000,000):

High ......................................................... .. ............................. ..... 85,500 3,614 60,700 5,09 1
Low ............................................................................................................. 6 7,500 4,578 49,800 6,205

Washington ($239,900,000):
High ......................................................................................................... 1.. 76,400 3,140 76,500 - -- 3,3 6
Low ............................................................................................................. 72,600 3,304 57,400 4,179

W est Virginia ($200,000,000) ............................................................................ 56,000 3,571 50,900 3,929
W isconsin ($200,000,000) ................................................................................ 70,300 2,845 55,200 3,623
W yoming ($200,000,000) .................................................................................. 79,300 2,522 62,300 3,210

'AAPP= Average area purchasing price,
'Units=Nuber of units that can be financed at indicated average area purchasing price under State mortgage bond mling liNitation.

Senator PACKWOOD. Go ahead, Jim.
Senator SASSER. Thank you, Mr. Chairman. First, I want to com-

mend the chairman for the leadership role that he has taken in the
mortgage bond program. I know that your constituents in Oregon
have many of the same problems that my constituents have in
Tennessee, and indeed that housing officials all across the country
have had in trying to make this mortgage bond program work.

Now, I think this morning's hearings may mark the beginning of
the end of the problems that we face. I am glad to have thp
opportunity to be here on behalf of myself and also on behalf of my
able and distinguished senior colleague, Senator Baker, to make
the case for passage of S. 1348. Also this morning there will be
testifying and appearing on a panel a fellow Tennesseean, Chair-
man Grady Haynes, of the Tennessee Housing Development
Agency, who has done more than anyone I know in the effort to
solve some of the problems that we have been confronted with in
the mortgage bond area.

My statement and my thesis are simple, that the mortgage bond
program simply must be put back to work again. I know all of us
this morning are only too aware of the deepening crisis in the
housing industry. And I am not going to take this subcommittee's
time by recounting in detail the problems of that troubled industry,
or going into a lot of statistics. Our focus here is the Mortgage
Subsidy Bond Act of 1980 and the need to make corrections in that
statute. I will note, however, that existing home sales dropped to
their lowest level in 6 years in August of this year. In my reading
of the material which was supplied to me by the National Associ-
ation of Realtors and in my conversations with realtors throughout
my native state, I found that the statistics on home sale declines
really are truly devastating.

Since November 1978, resales of existing homes declined by 44
percent, almost cut in half, and some 21/2 million housing units
with a book value of $175 billion have gone unsold. And, frankly,
the end is nowhere in sight.

In new construction, housing starts are about half of the estimat-
a1t national demand. Unemployment in the construction industry is
at 16.7 percent, well over twice the national average in unemploy-
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ment for all occupations. At the rate it is climbing, it will soon be
three times the national average.

And I am concerned, as I know this subcommittee is concerned,
about the pent-up demand for housing that is being developed. I
suspect that when interest rates do go down at sometime hopefully
in the not too distant future, we are going to see terrific inflation
in the housing market, as those who have been denied housing over
a number of years because of the interest rate problem rush back
in to try to take advantage of housing that may be available at
that time.

Fundamentally, S. 1348 makes it possible for issuers to offer
sound, productive, tax-exempt bonds to investors, and to use those
dollars in a cost efficient manner to make affordable mortgage
money available to more modest income, first-time, home buyers. It
does that by providing an adequate yield for the issuer, an unquali-
fied tax opinion for investors, and a reasonable definition of eligi-
ble buyers in targeted areas-all without expanding the important
limits or allocations imposed by the 1980 act. It returns significant
authority for the program over to Stae, and local issuers. A more
detailed explanation of this is found iK my formal statement.

Let me note at this point that if we pass the legislation and the
mortgage bond market goes to work once again, we could help
finance construction or resale of some 200,000 to 285,000 housing
units nationwide. And I might say, parenthetically, Mr. Chairman,
and perhaps more importantly to me and maybe even more impor-
tantly to Senator Baker, it will finance 4,400 in our State of Ten-
nessee.

S. 1348 provides the basis for a workable mortgage bond pro-
gram. So on behalf of myself, Senator Baker, and the rest of our
cosponsors, I want to thank the subcommittee and the chairman
for the opportunity to appear. I have faith that you and your
colleagues on the Finance Committee will devise an equitable and
working solution to the problems in the mortgage bond program.

I would respectfully suggest this morning that S. 1348 provides
an excellent framework for that task. Thank you for letting me
appear.

Senator PACKWOOD. Senator, I have a dual interest in your bill
and others on this subject. Oregon has a mortgage bond program.
But in addition, probably in your 4,400 houses and every other
State is a fair amount of wood that comes from Oregon.

Senator SASSER. Indeed.
Senator PACKWOOD. So from a dual standpoint, I am very inter-

ested in these bills.
Senator Long?
Senator LONG. Let me just say that something has to be done if

the economy is going to move. If it does not move, it is indicative
that the President's recovery program will never be achieved. I
believe that if the Treasury has not done it, it ought to start
making their studies in this area as well as in other areas to see
whether we really have been as effective as we think we were by
passing the big tax cut. Someone told me just yesterday that, to a
lot of companies, the incentive to expand is no more than it was
back in 1978 and 1979 because the high interest rates have offset
the additional incentive that was available from the tax cut. There
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is no doubt about it as far as this industry is concerned, if you--take
everything into consideration.

What is happening now is just the opposite of what I would
expect anyone would want. What is wrong with the economy and
wrong with Government financing and all the rest? One thing that
would tend to correct all that would be economic growth. And we
are not getting it. This industry for which you speak I think is a
prime example. The demand is there; people want the homes. But
here is a set of circumstances that mean they cannot buy them. We
ought to remove those obstacles. Without that, that, plus the same
type of thing in industry, I don't see how the President's objective
will be achieved.

Senator SASSER. I might say, Mr. Chairman, I certainly agree
with the remarks made there by my distinguished colleague from
Louisiana. I don't think we are going to get an economic recovery
program really underway until we can get a recovery program
goingin some of the basic fundamental industries in- this country.
And certainly home building and providing homes for the Ameri-
can people is one of the fundamental industries.

So, again, just let me say that I welcome the interest of the
chairman and this subcommittee in this legislation, and I think it
may go a long way to try and revitalize real estate industry in this
country, and home building, and, hopefully, a lot more of Oregon
wood will be consumed in the construction of these homes. Thank
you.

Senator PACKWOOD. Thank you very much, Senator Sasser.
Have any other congressional witnesses come in? I haven't seen

any.
[No response.]
Senator PACKWOOD. Then let's move to Secretary Chapoton. Good

morning.
Let me interrupt you for just a moment. I am going to put the

statements of Senators Dole and Wallop in the record just prior to
your statement.

[The prepared statements of Senators Dole and Wallop and As-
sistant Secretary Chapoton follow:]

PREPARED STATEMENT OF SENATOR DOLE

Mr. Chairman, today we have an opportunity to hear the views of the members of
the public on tax bills concerning the tax treatment of adoption expenses and tax
bills which would amend the Mortgage Subsidy Bond Tax Act of 1980.

ADOPTION EXPENSES

The Economic Recovery Tax Act of 1981, P.L. 97-34, allows taxpayers who itemize
deductions to deduct, up to a limit of $1500, reasonable and necessary adoption
expenses paid or incurred with the adoption of a child who has been found by the
state to be eligible for adoption assistance because of a specific factor or condition
which leads the state to believe that the child cannot be placed without adoption
assistance.

Two of the three adoption expense bills, S. 608 and S. 1479, expand the current
adoption expense deduction by extending it to all individual taxpayers, whether or
not they itemize deductions, and by allowing the deduction of an unlimited amount
of adoption expenses for adoption of any child. In addition, S. 1479 also would
encourage the creation of employer-funded adoption expense plans.

The third adoption expense bill, S. 1580, would provide married taxpayers who
give birth to or adopt a child with an additional personal exemption of $1,000 and if
the child is handicapped or meets certain criteria, an additional personal exemption
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of $3,000. S. 1580 would also provide individuals an election take a deduction or to
take a tax credit up to $3,500 ($4,500 in the case of an international adoption) for
adoption expenses in excess of $500.

These adoption expense bills present this subcommittee with important tax policy
decisions which will impact American families and we look forward to hearing the
views of the public on this important topic. )

MORTGAGE SUBSIDY BONDS

The second topic of today's hearing is the liberalization of certain rules we
established in the Mortgage Subsidy Bond Tax Act of 1980. Apparently what we
thought was laid to rest a year ago was not-critics claim we drew the statute too
tightly and killed the mortgage subsidy bond program. I tend to think that high
interest rates, competition from All-Savers certificates, and a six-month period with
no regulations are more to blame for the apparent decline of the program, but even
so, there may be room for reasonable men to differ on some of the points at issue
here.

For instance, there may be room to compromise on the issue of enforcing the
"mortgagor requirements' -the first-time homebuyer and principal residence rules.
Some effective enforcement mechanism, however, other than mere "good faith," or
a promise to ferret out fraud, and mechanism that is implemented by-the issuer, is
imperative.

I hope we'll hear some suggestions today. Further, the provisions of the statute
that could force the sale of reserves at a loss ought to be studied. These problems
might even be addressed by regulation.

I am not so sympathetic, however, with other changes proposed by these bills. I do
not, by my lack of sympathy, wish to suggest that I am opposed to providing
housing for the middle-class or the poor. The arbitrage limit issue, however, has
little to do with housing for the poor and a lot to do with substantial fees for well-to-
do bond lawyers and underwriters. These very healthy sums-$100 an hour and up
and straight out of the pockets of the lower and middle-class homeowners who are
the intended beneficiaries of this program-may have become a way of life in the
tax-exempt bond industry, but this Senator hopes the members of this subcommittee
will not feel constrained to accept this fact of life as unalterable. It will take a much
greater showing than a mere assertion of fact to convince me that $200,000 is not a
reasonable sum to pay the transaction costs for a $20 million bond issue.

I look forward to being informed by today's witnesses.

PREPARED STATEMENT OF SENATOR MALCOLM WALLOP

I would like to take this opportunity to make just a few comments regarding
legislation on the mortgage revenue bond program this subcommittee is considering
this morning.

Because of our country's ravenous appetite for energy it is estimated that in this
decade alone many communities in my home State of Wyoming will feel the explo-
sive effects of a 46 percent growth in population. To handle this type of dramatic
growth, new housing will have to be built to accommodate approximately 9,000
families a year. Without any adjustments for inflation, it will take approximately
500 million dollars a year to fund that needed housing. It is for this reason that
Wyoming will look to the Wyoming Community Development Authority and mort-
gage revenue bonds to provide some of the capital necessary to finance that housing.

Several aspects of the Mortgage Subsidy Bond Tax Act of 1980 have worked to
hamstring the ability of agencies across the country, like the Wyoming Community
Development Authority, to effectively provide significant amounts of mortgage capi-
tal. Prior to the passage of the 1980 Act, 13.9 billion dollars in mortgage revenue
bonds were issued. Since passage of this act, only one bond issue has been deliv-
ered-and that issue was of limited success. This fact alone is certainly a clear
indication that changes are needed in the program.

A principal reason for the disappointing results since the passage of the 1980 Act
has been that the strict level of compliance with the three conditions which must be
met in order for an issue to retain its tax-free status is so inflexible that investors
have been reluctant to invest in the bonds. When this factor is coupled with the
crippling expense of maintaining the necessary and very detailed records proving
compliance, the requirement becomes an administrative nightmare and totally im-
practical to boot. While I do not believe the conditions imposed by present law are
unreasonable, I do believe that the flexibility of a "good faith" compliance test not
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only furnishes a reasonable assurance that these conditions will be met, but pro-
vides a sound mechanism to judge the effectiveness of the program.

Under the 1980 Act, proceeds from mortgage revenue bonds cannot be used to
finance homes with a purchase price in excess of 90 percent of the average purchase
price in the area. However, if the area is a targeted area, then a residence which is
110 percent of the average purchase price in the area can qualify under the
program. The bill introduced by my colleague, Senator Sasser, provides that "energy
impacted areas" would be considered targeted areas under the Act. One almost has
to experience the type of spontaneous growth which takes place, like that which has
occurred in Gillette, Evanston and Rock Springs, Wyoming, when a major energy
development project is undertaken. The influx of thousands of workers and their
families is met with limited housing at spiralling prices. These are not rich families,
but people from all over this country as well as Wyoming searching for greater
opportunities. They need roofs over their heads at rates they can afford. At current
interest rates most of these people cannot afford to buy houses, and home builders
cannot afford to build them. Targeting "energy impact" areas will serve to ease
some of these problems.

Both of the bills being heard here today provide for modest increases in the
arbitrage percentage. The experience of the different state agencies charged with
implementing the mortgage revenue bond program has revealed that 1 percent
figure presently in place has not proved sufficient to cover the expenses relating to
the issuing and administering of the revenue bonds. An increase in the arbitrage
percentage by a quarter to a half of a percentage point can make a significant
difference in the effectiveness of the overall program.

In conclusion, I would like to commend my collleagues, Senator Sasser and
Senator Durenberger, on their efforts to correct the existing deficiencies in the
present mortgage revenue bond program. I feel that this mechanism will greatly
assist not only homebuyers, but homebuilders who are especially hard hit by the
current level of interest rats.
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For Release Upon Delivery
Expected at 9:30 EDT
October 16, 1981

STATEMENT OF THE HONORABLE JOHN E. CHAPOTON
ASSISTANT SECRETARY FOR TAX POLICY

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

SENATE COMMITTEE ON FINANCE

Mr. Chairman and Members of the Subcommittee:

I am pleased to appear before the Subcommittee to
present the views of the Treasury Department on this group of
six miscellaneous tax bills.

Three of the bills, S. 608, S. 1479 and S. 1580,
provide various deductions, exemptions, exclusions and
credits with respect to adoption expenses. Treasury opposes
S. 608, S. 1479 and S. 1580.

The other three bills, S. 425, S. 1348 and S. 1656,
would amend certain of the provisions of the Mortgage Subsidy
Bond Tax Act of 1980. Treasury is opposed to S. 425. In
general, Treasury is opposed to the provisions of S. 1348 and
S. 1656 which would make changes in the arbitrage limitations
for mortgage subsidy bonds and which would repeal the
requirement that such bonds be registered. We also oppose
any effort to extend the mortgage revenue bond provisions
beyond their current cut off date of December 31, 1983.
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S. 608, S. 1479, and S. 1580

Deductions, exemptions, exclusions and credits for adoption
expenses

S. 608, S. 1479 and S. 1580 would provide various
deductions, exemptions, exclusions and credits with respect
to adoption expenses.1/

S. 608

S. 608 would provide a deduction for the amount of
adoption expenses paid or incurred by the taxpayer during the
taxable year. The deduction would be available regardless of
whether the taxpayer itemized his or her expenses (i.e., it
would be an "above-the-line" deduction). In general,
adoption expenses would be deductible if they were reasonable
and necessary, directly related to the legal adoption of a
child arranged by a public welfare department (or similar
agency) or a government-authorized not-for-profit voluntary
adoption agency, and not incurred in violation of Federal or
state law. All such expenses would be deductible without a
dollar limit and without regard to the taxpayer's income.

S. 1580

S. 1580 would provide three different incentives for the
adoption of a child.

First, S. 1580 would provide an additional one-time
$1,000 personal exemption for each child born to, or adopted
by, a married taxpayer during the taxable year. The
exemption would be $3,000 rather than $1,000 if a handicapped
child were born to the taxpayer or if a child were adopted

1/ These would apparently all be in addition to the
deduction for certain adoption expenses provided by section
222 as added by the Economic Recovery Tax Act of 1981. Under
this provision, in general, up to $1,500 (per adoption) of
reasonable and necessary legal adoption expenses directly
related to the legal adoption of a child with special needs
may be deducted. A child with special needs is defined as a
child with respect to whom adoption assistance payments are
made under section 473 of the Social Security Act (generally,
a child who the State determines should not or cannot be
returned to the home of his natural parents and who, because
of certain enumerated factors, could not reasonably be
expected to be placed with adoptive parents without
assistance payments).
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i) who was a member of a minority-race or ethnic group, (ii)
who was six years old at the beginning of the taxable year,
or (iii) who was handicapped. The exemptions would be
available without regard to actual expenses incurred and
without regard to the taxpayer's income.

Second, S. 1580 would provide a dollar-for-dollar credit
against tax for adoption expenses paid or incurred by the
taxpayer during the taxable year. "Adoption expenses" are
defined, generally, as reasonable and necessary expenses
directly related to the legal adoption of a child by the
taxpayer and not incurred in violation of Federal or state
law. The credit would not be available for the first $500 of
adoption expenses with respect to the adoption and would be
limited to $3,500 per adoption ($4,500 for an "international
adoption"). (An international adoption is defined as an
adoption occurring under the laws of a foreign country or
involving a child who was a citizen of a foreign country and
who was brought to the United States for purposes of adoption
or came to the United States under circumstances such that
the child's placement for adoption was reasonably fore-
seeable). The credit would be available without regard to
the taxpayer's income.

Third, S. 1580 would provide an "above-the-line"
deduction for adoption expenses. The amounts eligible for
the deduction would be similar to those for which the credit
would be available and the deduction would only be available
in lieu of the credit. It is difficult to envision a
situation where the taxpayer would prefer the deduction to
the credit.

S. 1479

S. 1479 would provide an "above-the-line" deduction for
the amount of adoption expenses paid or incurred by the
taxpayer during the taxable year and not compensated by
insurance or otherwise. The deduction would be similar to
the one provided by S. 608. The expenses would be deductible
without dollar limit and without regard to the taxpayer's
income.

In addition, S. 1479 would provide favorable tax
treatment for an "adoption expense plan" established by an
employer. If the employer set up an "adoption expense plan"
to reimburse employee adoption expenses, then neither amounts
contributed by the employer on behalf of the employee to the
plan nor amounts paid by the plan to the employee would be
includible in the employee's gross income. In addition,
contributions by employers to such plans would be deductible
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as ordinary and necessary business expenses. Adoption
expense plans would be subject to restrictions similar to
those imposed on self-insured medical reimbursement plans
(i.e., relating to benefits paid to highly compensated
employees).

Treasury Position

Treasury opposes each of S. 608, S. 1580 and S. 1479.
We do not think these measures are an appropriate way to
provide Federal aid for adoption:

1. Unlimited deduction for adoption expenses (S. 608
and S 1479). Both S. 608 and S. 1479 provide adoption
expense deductions that are unlimited in dollar amount. We
believe that, by analogy to a conventional Federal aid
program, there should be some dollar limit on the expenses
eligible for a deduction.

Moreover, the fact that these bills provide for a
deduction, rather than a credit, means that greater benefits
will go to taxpayers with higher incomes. It would be more
appropriate to provide a credit (equal to some percentage of
adoption expenses) because it would provide tho same amount
of aid to taxpayers with differing incomes. Trndeed, it would
be preferable to have a credit which decreases as the income
of the taxpayer increases because the lower the taxpayer's
income, the greater the need for adoption aid. 2/

Finally, the adoption expense deductions provided by
S. 608 and S. 1479 are in no way targeted to provide aid or
incentives for the adoption of hard-to-place children. Any
tax benefit, if available at all, should be available only in
connection with the adoption of hard-to-place children. It
makes little sense to provide Federal aid for the adoption of
children for whom there may be a waiting list of willing
adoptive parents.

2/ An example of a credit which operates in this
fashion is the credit for household and dependent care
services necessary for gainful employment. As amended by the
Economic Recovery Tax Act of 1981, this credit is 30 percent
for taxpayers with adjusted gross income (AGI) of $10,000 or
less but drops ratably to 20 percent for taxpayers with AGI
of more than $28,000.
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2. Dollar-for-dollar credit for adoption expenses
S1580 S. 1580 would provide a dollar-for-dollar credit

rthe amount of adoption expenses which exceed $500 but are
less than $3,500 ($4,500 in the case of an international
adoption). In effect, this reimburses all taxpayers,
regardless of income, for every dollar of adoption expenses
over $500 and less than $3,500 or $4,500.

We believe this approach has severe shortcomings.
First, a dollar-for-dollar credit gives the taxpayer
absolutely no economic incentive to hold down costs (except
to the extent they exceed $3,500 or $4,500) because the
Government is picking up the entire tab. Second, the same
benefits would be available to all taxpayers, regardless of
income level. No direct aid program would be structured in
this fashion. Finally, as with the unlimited deduction,
discussed above, the credit is in no way targeted to the
adoption of hard-to-place children.

3. Additional exemption in year child is born or
adopted (S.1580). S. 1580 would also provide an additional
$1,000 exemption in the year a child was born or adopted
($3,000 for a handicapped child or an adopted child who is a
member of a minority race or ethnic group or is at least six
years old).

The additional exemption has one of the major flaws of
the unlimited deduction -- it provides greater benefits to
taxpayers with higher incomes. Moreover, it provides
benefits without regard to the actual expenses incurred by
the taxpayer. If used in connection with the credit provided
by S. 1580, it may result in tax benefits that exceed the
taxpayer's expenses with respect to an adoption.

The extra exemption in the year of childbirth poses
difficulties in addition to those discussed above. There is
no particular reason why the taxpayer's expenses would be
higher in this year than in subsequent years of the child's
life. Indeed, living and education expenses would ordinarily
be greater in subsequent years. Medical costs incurred in
connection with childbirth may already be deductible as
medical expenses. Thus, it is difficult to understand the
logic of this extra exemption.

4. Special treatment of "adoption expense plans" set up
by employers (S. 1479). S. 1479 would allow adoption
expenses to be reimbursed by employers in a manner tax free
to the reimbursed employee. This provision would require
I.R.S. personnel to administer the establishment of these
plans -- a role for which the Service simply is not suited.
Moreover, it would further erode the tax base by exempting
from tax yet another element of compensation.
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We have one final word on the use of the tax system to
provide Federal aid or incentives for adoption. Even if all
of the particular concerns voiced above were met, we would
nevertheless oppose these various deductions and credits for
adoption expenses. We do not believe that the tax system is
an appropriate vehicle for providing Federal aid for
adoptions. The administration of such an aid program is
better done by professionals in the adoption field, not
I.R.S. agents. A direct aid program is better scrutinized,
more carefully compared with alternative uses of the funds,
and easier to alter or repeal if it does not achieve the
desired results. There are, to be sure, instances where,
notwithstanding these considerations, it is desirable to use
the tax system to achieve social goals unrelated to the
collection of revenue. However, we must exercise restraint
in using the tax system for these purposes. In our view, the
area of Federal aid and incentives for adoption is one where
the use of the tax system is particularly inappropriate.

S. 425, S. 1348, and S. 1656
Mortgage Revenue Bonds and Veterans Bonds

Both S. 1348 and S. 1656 would amend various provisions
of the Mortgage Subsidy Bond Tax Act of 1980 (the "Act").
Although the amendments proposed by S. 1348 relate only to
the use of mortgage revenue bonds for single family
residences, those contained in S. 1656 would also affect the
provisions of the Act relating to the issuance of tax exempt
industrial revenue bonds for multifamily housing projects.
Treasury opposes those provisions of S. 1348 and S. 1656
which would increase the amount of arbitrage which may be
earned by an issuer on mortgage investments either directly,
or by altering the mortgage yield computation, and the
provisions which would permit issuers to avoid the
requirement that reserve funds be reduced as future debt
service is reduced.

S. 425 would provide a special transitional rule for
$500 million of tax exempt mortgage revenue bonds to be
issued by the State of Oregon to finance residences for
veterans which would exempt this issue from the provisions of
the Act. Treasury is opposed to S. 425.

Treasury would strongly oppose any attempt to extend the
-fibrtg-age revenue bond provisions beyond their current sunset
of December 31, 1983. In addition, we believe that the
registration requirement, due to become effective in 1982,
ought not be repealed or further postponed.

88-092 0-82-8
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Background on Single Family Mortgage Revenue Bonds

Prior to the passage of the Act, a great many state and
local governments, or duly constituted authorities acting on
their behalf, issued tax exempt revenue bonds for the purpose
of making mortgage loans for-single family residences. The
lower tax exempt rate paid on the bonds enabled the issuer to
relend the bond proceeds at rates which were below
conventional home mortgage interest rates. Generally, the
stream of mortgage payments collected from the homeowners and
the reserve accounts established from the bond proceeds were
the sole security for repayment of the obligations. Although
similar to industrial revenue bonds, these obligations were
generally not subject to the industrial development bond
provisions of the Code because the bond proceeds were not
used in a person's trade or business.

Due to the explosive increase in the use of tax exempt
revenue bonds for housing during 1978 and 1979, Congress
found it necessary to reexamine the relevant tax provisions
that permitted the use of these bonds and to impose
restrictions on the issuance of such obligations. The
legislative history indicates several areas of concern.
First, there was concern that a substantial increase in the
volume of tax exempt bonds would have a direct effect on the
equity and progressivity of our tax system. Second, it was
believed that tax exempt revenue bonds were a relatively
inefficient method of delivering a subsidy to the housing
industry. In particular, there was evidence that mortgage
revenue bonds involved relatively high fees and admini-
strative costs, substantially reducing the assistance to the
homebuyer. Third, at a time when Congress had otherwise
reduced new budget authority for housing, there was concern
that tax exempt revenue bonds were a means to effectuate a
subsidy to housing while avoiding the budget process.
Fourth, there was concern regarding the effect that an
expansion of this form of tax exempt revenue bonds would have
on capital formation. Finally, there was a fear that the
absolute amount of housing bonds, and their growth in
relation to the tax exempt bond market in general, would have
the tendency to increase the rate of interest for all tax
exempt bond issues. The resulting increase in interest costs
was seen to increase the borrowing costs for traditional
state and local governmental purposes, such as schools,
police stations, and streets and highways. H. Rep. 96-678,
96th Cong., Ist Sess. 22 (1979).

The Act incorporated three general types of restrictions
which addressed these concerns. First, the Act imposed a
limit on the aggregate amount of qualified mortgage revenue
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bonds which may be issued within any state during a calendar
year. The amount of this volume cap is equal to the greater
of $200 million or 9 percent of the average amount of
mortgages originated in the state in the preceeding three
years. This ceiling is determined with reference to
mortgages on single family residences. The state ceiling
amount is allocated according to a pattern set forth in-the
legislation among the various governmental units within the
state that are eligible to issue mortgage revenue bonds.

Second, the Act contained a series of provisions to
limit the amount of arbitrage which may be earned by the
issuer. The effective interest rate on mortgages made to
homeowners is limited to I percentage point above the yield
on the bonds. Arbitrage is not permitted on reserves that
exceed 150 percent of the annual debt service on the bonds.
All arbitrage earnings on nonmortgage investments are
required to be paid or credited to the mortgagors or, at the
election of the issuer, rebated to the Federal Government.
Finally, the Act required that the reserve accounts be
reduced as future annual debt service-is reduced.

The Act also incorporated a series of program
restrictions intended to target the subsidy made available
through the use of tax exempt mortgage revenue bonds to those
most in need of housing. To this end, the Act requires that
mortgages financed with bond proceeds meet a series of-
eligibility requirements. To ensure compliance wit- these
eligibility cri teria three conditions must be met: the
issuer is required, in good faith, to have attempted to meet
the eligibility requirements for each mortgage; 95 percent of
the lendable proceeds must have been placed in mortgages that
met particular eligibility requirements when executed; and
any failure of a mortgage to meet the eligibility conditions
must be corrected within a reasonable time after discovery.

A residence which is financed with the proceeds of a tax
exempt mortgage revenue bond must be the principal residence
of the mortgagor to satisfy one of the eligibility
requirements under the 95 percent test. Another requires
that the mortgagor may not have had a present ownership
interest in a principal residence at any time during the
immediately preceeding three years ("first time homebuyer
requirement"). Finally, the acquisition cost of an eligible
residence may not exceed 90 percent of the average area
purchase price for single family residences in the area in
which the residence is located. There are additional
restrictions on mortgage assumptions and replacements.
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In the case of residences located in "targeted areas,"
the first time homebuyer requirement is waived and the
purchase price limitation is raised _to 110 percent of the
average area purchase price. The Act defines a targeted area
as either a "qualified census tract" or an "area of chronic
economic distress." A qualified census tract is a census
tract in which at least 70 percent of the families have an
income that is 80 percent or less than the statewide median
family income. An area of chronic economic distress is an
area designated by a state and approved by the Secretaries of
Housing and Urban Development and Treasury in accordance with
criteria specified in the Act.

Finally, the provisions of the Act permitting the
issuance of single family mortgage bonds will sunset on
December 31, 1983. After that date, no additional tax exempt
single family mortgage reven'.ie bonds may be issued.

On July 1, 1981, temporary and proposed regulations were
published in the Federal Register implementing the provisions
of the Act relating to single family mortgage revenue bonds.
We are presently working on regulations to implement the
multifamily provisions of the Act. A hearing has been
-scheduled on the single family regulations for November 5,
1981. We are currently reviewing and evaluating the comments
which we are receiving.

Amendments to the Mortgage Bond Legislation

The Treasury opposes any effort to extend the sunset
date of the mortgage revenue bond provisions beyond December
31, 1983. Treasury believes that private purpose, tax exempt
revenue bonds are an inefficient method of providing a
subsidy, damage the market for tax exempt securities as a
whole, and involve a significant loss of Federal revenue.
Treasury also opposes the provisions of S. 1348 and S. 1656
which would repeal the requirement that tax exempt mortgage
revenue bonds be registered. This requirement is due to take
effect with respect to bonds issued after December 31, 1981.
Registration does not impose any greater administrative costs
on issuers and may even be less expensive than issuing bonds
in bearer form in many cases. Further, certain tax exempt
industrial revenue bonds are now required to be registered.
Finally, bearer securities constitute a convenient vehicle
for persons to hold unreported income and to avoid estate
taxes.

Treasury opposes those provisions of S. 1348 and S. 1656
which would increase the amount of the arbitrage permitted to
be earned by the issuer beyond the current 1 percent level,
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whether by raising the 1 percent limit to 1.25 percent or 1.5
percent, or by changing the assumptions made in computing the
mortgage yield. Treasury also opposes those provisions which
would allow issu-ers to avoid reducing the amount of their
reserve accounts.

Treasury intends to make certain changes in the existing
regulations, as described below, which we believe address a
number of the concerns already expressed.

Changes to the Existing Regulations

As was stated when the regulations were released,
Treasury has been monitoring carefully their effect on the
issuance of single family mortgage revenue bonds. There have
not been many bonds issued under the Act. There are various
reasons why this may be the case. Some have argued that the
statute is unduly restrictive. Others have argued that
positions adopted in the regulations have thwarted the
issuance of bonds. We believe that the principal reason that
such issues have not gone forward has been the condition of
the economy as a whole and the state of the municipal bond
market.

The interest rate on long-term tax exempt revenue bonds
has increased from 9 percent in December, 1980 when the
legislation was passed, to 13 percent in today's market. Tax
exempt financing would provide lower interest rates than
conventional 'mortgage financing, but the available interest
rate would be 14 percent or higher. This high mortgage
interest rate puts even these monthly payments beyond the
reach of many first time homebuyers. We expect that the
housing market will improve considerably when interest rates,
including tax exempt yields, decline.

Nevertheless, we have reviewed the comments which were
submitted on the temporary and proposed regulations for
single family mortgage revenue bonds and have decided to make
certain changes in these regulations to address problems-
which have been raised. We will be coordinating these
changes with the Internal Revenue Service and would expect to
issue amendments to the temporary and proposed regulations in
the relatively near future. These amendments would include
the following changes:

@ 95 percent requirement

The regulations would be amended to incorporate a
series of administrative "safe harbors" for purposes of
determining whether the eligibility requirements for
mortgages under the Act have been met.
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o Partial use of residence in a trade or business

The regulations would be amended to provide that a
use of a residence which does not give rise to a
deduction allowable under section 280A would not
constitute a "use" in a trade or business. Furthermore,_
we expect to promulgate a rule for residences, a portion
of which are used in a trade or business, e.g., as an
artist's studio or a barbershop. Such a rule would
treat a property that was primarily occupied as a
residence as a "principal residence" if less than a
specified percentage of the property is used in a trade
or business.

o Definition of "temporary initial financing"

The regulations would be amended to redefine this
phrase to include loans having an initial term of 18
months or less.

o Participation fees

The regulations will be modified so that
origination fees, or "points," retained by the issuer
will not be treated as proceeds from nonmortgage
investments in all events, as the regulations now
provide. This change will make it easier for issuers to
demonstrate "parity" -- that pledged assets equal the
face amount of the bonds.

It is our hope that these and other changes which we
will be making in response to the comments on the regulations
and the statements at the hearing on the regulations will
assist issuers in proceeding to market with issues.

Arbitrage Restrictions -

The arbitrage restrictions contained in the Act were
designed to make the delivery of the housing subsidy as
cost-effective as possible. The arbitrage restrictions did
this by limiting the amount of profit which could be earned
by an issuer. To the extent that the spread between the
yield on the mortgages and the yield on the bonds which were
ssued to provide the mortgages is kept low, most of the

subsidy provided by the lower tax exempt interest rate is
passed on to the ultimate users of the proceeds. To this
end, the Act contains a series of provisions to restrict the
permissible arbitrage and to require that any excess be
returned to the mortgagors or paid to the United States.
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Both S. 1348 and S. 1656 would increase the amount of
the allowable arbitrage on mortgage investments, thereby
increasing the inefficiency of delivering the subsidy through
tax exempt bonds. S. 1348 would permit an issuer to earn,1
1/2 percentage points over the bond yield on its mortgage
investments. It would also alter an assumption regarding
mortgage prepayments now contained in the regulations so as
to provide the issuer from between 4 and 15 additional basis
points. S. 1656 would increase the arbitrage limit for
mortgage investments to 1 1/4 percentage points over the bond
yield. Under each bill, an issuer would be relieved of the
requirement to reduce its reserve investments if the loss
from the disposition of such assets would exceed the current
cumulative arbitrage earnings.

The Treasury is opposed to these changes in the
arbitrage provisions. First, there is no demonstrable
evidence that the_l percent restriction is a bar to the
issuance of these obligations. Second, the real issue is
whether the costs associated with the issue and the issuer's
program should be paid out of the arbitrage on mortgage
investments -- and ultimately by the mortgagor in the form of
higher interest costs. In our view, the delivery of this
housing subsidy should be regarded as a joint Federal and
local program, and not as a program in which the Federal
Government supplies 100 percent of the subsidy. To the
extent that the current arbitrage limit does not allow
recovery of all these costs, issuers will be required to make
some contribution to the bonds or to absorb some of the
costs. From the Treasury's perspective, the current
arbitrage limit is a workable-restriction. The state or
local government participates by administering the program
and, where necessary, by absorbing some of its costs. This,
of course, creates an incentive for an efficient program
which, in the final analysis, means a lower interest cost to
the mortgagors. The 1 percent arbitrage limitation is an
effective way to make the delivery of the subsidy cost
effective to the users and to bring some degree of financial
participation to the program by the state or local
governments involved.

Treasury is also opposed to the provisions of these
bills that would allow the issuer to retain reserve fund
assets if their sale would produce a loss in excess of the
current cumulative arbitrage earnings. These arbitrage
earnings are required to be paid or credited to mortgagors
(or the Federal government). Thus, they would not be
available to protect against default under the bonds because
of the prior claim of the mortgagors. This refinement should
not be adopted in view of the lack of a clear need. The
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arbitrage provisions should be amended, if at all, only after
a sufficient volume of bonds has been issued so that there is
some experience to evaluate these provisions.

-Summary of Treasury Position on Single Family Bonds

Treasury believes that it is important to keep a firm
rein on the budget outlay represented by single family
mortgage revenue bonds and to ensure that the delivery of the
benefits provided by such bonds be accomplished in a cost
effective manner. Accordingly, we strongly oppose any
relaxation of the 1 percent arbitrage restriction and any
alteration in the state by state volume ceilings. Moreover,
Treasury opposes any extension of the mortgage revenue bond
provisions beyond the sunset provided for in the Act and also
opposes any deferral or elimination of the registration
requirement scheduled to go into effect for bonds sold after
December 31, 1981.

Provisions Relating to the Issuance of Multifamily Housing
Bonds

In addition to imposing restrictions on the issuance of
single family mortage revenue bonds, the Act also imposed
additional restrictions on the issuance of tax exempt bonds
to provide multifamily housing. Unlike single family
mortgage revenue bonds, muirt-ifamily housing bonds generally
constitute industrial development bonds because the proceeds
of the bond issue are used in the trade or business of the
person owning the housing project. Although there are no
volume caps on the aggregate amount of multifamily housing
bonds, and these provisions do not sunset in 1984, the Act
did attempt to target part of the subsidy to low and moderate
income renters.

Under the Act, interest on an industrial development -
bond, substantially all the proceeds of which are used to
provide a qualifying project for residential rental property,
is exempt from Federal income tax. Generally, a project is
treated as qualifying under the requirements of this -
provision only if 20 percent or more of the- units in the
project (15 percent for a project in a targeted area) are to
be occupied by individuals of low or moderate income.
Generally, the term "low or moderate income" is determined by
the Secretary in a manner consistent with the Leased Housing
Program Under Section 8 of the United States Housing Act of
1937. The statute contains a specific transitional rule for
multifamily issues requiring that the period for which the 20
percent requirement must be met, for bonds issued before
January 1, 1984, is 20 years. We are working with the
Department of Housing and Urban Development to develop
regulations to implement these provisions of the Act.

/
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Certain problems have been raised regarding the
operation of the multifamily provisions. S. 1656 would amend
the targeting provisions of the Act to clarify the definition
of an "individual of low or moderate income" and to reduce
the period of time during which the 20 percent requirement
must be met to the greater of 10 years or 1/2 the term of the
obligations.

Treasury is preparing a proposal on the treatment of tax
exempt revenue bonds in general. We believe that these
amendments, even though of a technical nature, should be
considered in the context of the changes to the structure bf
tax exempt revenue bond financing which we will be proposing.
Changes in this area ought not be carried out in a piecemeal
fashion.

S. 425

S. 425 would amend the transitional provisions of the
Mortgage Subsidy Bond Tax Act to provide that an issue of
$500 million of general obligation bonds of the State of
Oregon would be exempt from the substantive provisions of the
Act. The proceeds of the bonds would be used to provide
mortgages for veterans. The Treasury is opposed to S. 425.

The Act contained numerous transitional rules which
exempted from the restrictions of the Act a significant
number of bond issues which were in progress during the
consideration of the Act. In addition, there was an overall
transitional provision which exempted from the provisions of
the Act obligations issued prior to January 1, 1981, which
were part of an issue which is, before a date which is one
year after the date of issue, committed by firm commitment
letters. Nevertheless, S. 425 seeks to carve out an
additional rule for transitional relief almost one year after
the fact. The Treasury's opposition to S. 425 is two fold.
First, if transitional relief was necessary, the appropriate
occasion to obtain transitional relief was prior to the
passage of the legislation. Numerous other issuers came
forward, identified their programs, and were granted relief.
The State of Oregon should'not be treated otherwise or an
unfortunate precedent would be set which would invite
similarly situated issuers to come forward for transitional
relief. Secondly, the special rule would apply to two
outstanding issues by the State of Oregon, one of which went
forward in April. Especially in the latter case, there was
ample time to adjust to the provisions of the new law. Given
that there was ample notice, Treasury opposes legislation
which would grandfather an issue after it has been sold.



116

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRE.
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Secretary CHAPOTON. Good morning, Mr. Chairman. As you
pointed out, we have a rather lengthy statement, and what I am
going to do is summarize it very briefly. I would be happy to
expand on any points you might like us to expand on, and answer
an y questions.

Senator PACKWOOD. Let me just ask. I have been reading your
first page. It looks like that, with one or two minor exceptions of
one or two of the bills, your Department is firmly opposed to all of
the bills and all of the provisions. Does that roughly-summarize
your statement?

Secretary CHAPOTON. I am not sure I would want to summarize it
that way. But when I go through the details, Mr. Chairman, I
think it is what some people call the traditional Treasury response.
[Laughter.]

Senator PACKWOOD. We had a bill last hearing that you support-
ed. I can't remember what it was. It stunned me at the time.
[Laughter.]

Secretary CHAPOTON. Well, there are some matters in here that
we want to talk about. On the adoption provisions, S. 608 and S.
1479 both provide adoption expense deductions that are unlimited
in dollar amount. We are expressing in our testimony our tradi-
tional concern that when you have an allowance through the tax
system that does not take need into account or does not provide a
phaseout, and, indeed, that is a deduction as opposed to a credit,
then we question whether it is a proper way to provide relief in a
need area.

In addition, we point out that in those two bills there is no
targeting to provide aid for hard-to-place children, so the benefit
would be available even in cases where there may be a waiting list
of willing adoptive parents.

S. 1580-provides a credit. It is a dollar-for-dollar credit for adop-
tion expenses over $500 up to a cap of, I believe, $3,500, or $4,500 in
the case of an international adoption. We just point out that the
credit would leave no incentive for the taxpayer to hold the cost
down. Up to those limits, the credit would constitute a total picking
up of the cost by the Federal Government through the tax system.
And we would oppose that. Also, S. 1580 would provide an addition-
al $1,000 exemption in the year a child is born to, or adopted by, a
taxpayer. The exemption would increase to $3,000 in certain cases.
We would just point out that, although there are additional ex-
penses in adoption, these are, of course, basically personal ex-
penses. Moreover, there are additional expenses when the children
are raised. Indeed, in later years, the expenses of education might
even be greater than the expenses for the earlier years. Thus, we
raise the question whether there would be any special need for the
exemption in the year of birth or adoption.

And, finally, S. 1479 provides for adoption expense plans which
would follow in- general respect the model of medical reimburse-
ment plans where the amounts provided by an employer would not
be included in the employee's income. We would not like to get the
IRS into the business of having to approve such plans and having
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to determine whether particular types of benefits are appropriate
in particular cases under approved plans.- I would also point out that this committee has adopted additional
tax free benefits in other areas. We do need to watch the trend to
do that because it does erode the tax base to an extent.

Senator PACKWOOD. Let me ask you a question about this partic-
ular point. The IRS is not involved under this amendment, as far
as I read it, any more than they are in any of the others. You are
simply to make that the plan does not discriminate in favor of
highly compensated employees.

Secretary CHAPOTON. That is correct.
Senator PACKWOOD. And that is all you have to pass on.
Secretary CHAPOTON. That is correct. But we do have to approve

the plan. And that, itself, is a difficult question. That is a very
difficult question.

Senator PACKWOOD. Well, you are willing to support the bill. We
would take that out. You wouldn't have to pass on it at all. Just
simply make them tax free fringe benefits. And the IRS never does
pass on the plan.

Secretary CHAPOTON. Well, I would still have the question I
raised earlier, whether you want to erode the tax base for this type
of fringe benefit. And as we tried to point out in the testimony, we
are talking about providing a benefit through the tax system that
really is unrelated to the tax system. That is a traditional point we
make. And I understand there are cases where that is desirable
because there is efficiency in doing it without bureaucracy. But we
do have a case here where need is involved. I take it that the
purpose of these types of provisions is to provide relief because
there is a type of need. It seems to me that if we do that there
ought to be some targeting involved.

Senator PACKWOOD. We go through a debate each time we have
this. The administration really doesn't object to the use of the tax
system for social objectives because they have already introduced a
variety of tax incentives. The use of the tax system for social
objectives of this administration-and every administration does-
the only objection any administration has, Republican or Demo-
crat, to the use of the tax code for social objectives is if it is not for
their social objectives. But I never find any consistency. I have yet
to find an administration that really is for uniform tax reform and
getting rid of the mortgage interest- deduction, and getting rid of
dependency deductions, and getting rid of the medical fringe bene-
fits, and everything, and using the code solely for the collection of
money. And I don't think that is the position of this administra-
tion.

Secretary CHAPOTON. Mr. Chairman, on that question, cost gener-
ally comes up. And certainly I have to concede thereis much truth
in your point. However, a lot of items are in the code that, perhaps
if we were redesigning the code, we would not put them in now. I
think we do have to examine further erosion with that point in
mind. The items you mention are ones-that we might well look at
again if they were being proposed for the first time now. Once they
are in, it is very hard to get them out.

Senator PACKWOOD. One is not in there yet. But I recall one time
I was accused of wanting to put in the code a tax free benefit for
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auto repair. Somebody was carrying this theory to an extreme. And
I am not going to tell you which company because you would go
seek them out, I think. One company came up to me afterward and
said they had auto care for their employees. They were a suburban
company in a major town. They had too much downtime with
people coming in late because they were leaving their cars for
repair and leaving early to pick up their cars. So they set up an
auto repair facility on their parking lot. And, initially, they pro-
vided it at cost for their employees. The person that was talking to
me-and this was, oh, 8 or 9 years ago now, and I check every
couple of years and they still have it-he said that will be a fully
employer-paid fringe benefit within 10 or 12 years.

I asked him how the employees liked it. He said, "Like it? We
could get rid of health care and vacations before we could get rid of
auto care." [Laughter.)

Senator PACKWOOD. And that is not at the moment tax exempt,
by statute, so I am not going to tell you which company it is.

Secretary CHAPOTON. Well, Mr. Chairman, I have heard that
same story. [Laughter.]

Secretary CHAPOTON. Indeed, it is an example of a growing type
of fringe benefit. The assertion in that case is that it is a type of
fringe benefit which is under the prohibition against our dealing
further with new types of fringe benefits. It is certainly not speci-
fied as tax free in the code.

Senator PACKWOOD. I think it is justified. It just is not in the
code yet.

Secretary CHAPOTON. Turning to the mortgage revenue bonds
and the veterans bond provisions, let me very briefly just trace for
you where the 1980 legislation brought us. It did, as you know, put
a sunset provision on the use of tax exempt bonds to finance single-
family mortgages. That is, tax exempt bonds to provide single
family mortgages cannot be issued after December 31, 1983. For
bonds issued prior to that date, the scheme is that there is a
volume cap, a per State volume cap, equal to 9 percent of the
average volume of mortgages originated in the 3 preceding years,
or $200 million, whichever is higher.

There is an arbitrage limit, a series of limits, designed to limit
the arbitrage profit available as a result of the issuance of mort-
gage revenue-bonds. Basically, this consists of a 1-percent limit on
arbitrage from mortgage investments, a requirement as to the size
of reserves that are composed of nonmortgage investments, and a
requirement that the arbitrage profits on mortgage investments be
paid over either to the mortgagors or to the Federal Government.

And, finally, there are program restrictions-eligibility require-
ments, if you will-that must be met with respect to the mortgages
financed with the proceeds of each bond issue.

Let me just say in general terms that we would oppose any
extension of the sunset provisions. We would also oppose the provi-
sions of 1348 and S. 1656 that would repeal the requirement that
the tax exempt mortgage revenue bonds be registered. That re-
quirement goes into effect next year. We think it is a good require-
ment. Indeed, we think there is a problem in the use of bearer
bonds to assist in avoidance of income tax and in avoidance, in
some cases, of estate tax.
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Senator PACKWOOD. Do you think the registration swill raise the
cost of the15'nds any?

Secretary CHAPOTON. We do not think, the registration will raise
the administrative costs. Indeed, there is some evidence that it will
reduce the cost associated with issuance.

We would also oppose any increase in the arbitrage permitted to
be earned by the issuer in excess of 1 percent on mortgage invest-
ments. I would simply point out to the committee that this may
have the effect of making the local issuer become involved in the
issue in a financial way in some cases. That i, the delivery of the
subsidy, the Federal subsidy, might require some degree of finan-
cial participation by the State or local government that is issuing
the bonds. I think that was a conscious decision by the tax writing
committees last year, and we think it brings responsibility to the
area, a definite degree of responsibility. We think that the current
arbitrage provisions are good requirements.

There are definite problems, Mr. Chairman, in the application of
the 95-percent requirement in the mortgage eligibility provisions.
We issued regulations, I believe in early July, and we will have
hearings on those regulations in early November. I am personally
convinced that the 95-percent test is having the effect ofpreventing
issuance of some bonds. Therefore, we are going to amend those
regulations in a way which would incorporate a series of "safe
harbor" provisions for testing whether a mortgage meets the eligi-
bility tests. We cannot, of course, write out the 95-percent test. As
long as there are eligibility criteria in the statute-and there is a
95-percent test-we must live with it as well as the issuers. But I
think we can provide some- relief through a "safe harbor" mecha-
nism, and we will be proposing amendments in that regard soon,
prior to the hearing.

We also will modify the regulations to provide relief in the area
of where a residence is used in small part in a trade or business.
The proposed regulations may prevent the financing of repairs or
improvements or even the financing of such a residence where
some minor business use is involved. We are going to provide relief
in that area. We are going to redefine the term "temporary initial
financing" to include loans having initial terms of 18 months or
less rather than the shorter period now set forth in the regulation.
And, finally, we want to make it clear that we will modify the
regulations so that origination fees, or points, which are retained
by the issuer will not be treated as proceeds from nonmortgage
investments in all events, as the regulations now provide. This will
make it easier for issuers to demonstrate parity, that is, pledged
assets will equal the face amount of the bonds.

There will be other changes in the regulations, and, as I said,
there will be a hearing on November 5. We want to be responsive
to the comments-that have been received and the comments that
will be received at the hearing.

Last year's act also dealt with the multifamily, housing area.
Multifamily housing bonds do constitute industrial development
bonds because the proceeds are used in a business. There are
administrative problems that are sought to be corrected by S. 1656,
particularly problems with the definition of "low- or moderate-
income persons" and the time period over which the facility must
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be occupied at least 20 percent by a person of low or moderate
income. We agree these are both problem areas. Wd are making a
proposal, as you know, dealing. with industrial development bonds
and we prefer that this type of amendment, which is technical in
nature, be dealt with in the context of industrial development bond
changes.

Finally, S. 425 deals with the Oregon veterans' bond situation.
Mr. Chairman, we have to oppose additional transitional relief for
these issues. The very carefully constructed-and, I concede,-very
tight-transitioffal rules of the statute as enacted last year were
much thought over, and represented compromises. We simply
would not want to get back into further transitional relief at this
time. To make the two issues involved eligible, we would be rede-
fining both the residence requirement and the restriction against
using bond proceeds for it, and we would have to oppose that.

Senator PACKWOOD. You do concede, however, that at the time
the limitations were passed last year it was presumed that those
two Oregon bond financings be covered. We thought we had taken
care of it then.

Secretary CHAPOTON. I have understood that it was presumed in
Oregon. I, frankly, do not understand how that miscommunication
occurred.

Senator PACKWOOD. It occurred because of the last administra-
tion, but I can't hold you responsible. [Laughter.]

Senator LONG. No questions, Mr. Chairman, because I want to
ask this witness questions later on in the executive session. I would
like to ask that a statement of Senator George Mitchell, supporting
Senator Sasser's position, appear in the record.

Senator PACKWOOD. Without objection.
[The prepared statement of Senator Mitchell follows:]

PREPARED STATEMENT BY SENATOR GEORGE J. MITCHELL

Mr. Chairman, I wish to express my support for S. 1348, legislation introduced by
Senator Sasser to amend several provisions of the Mortgage Subsidy Bond Tax Act
of 1980. 1 am pleased that the Subcommittee on Taxation and Debt Management
has scheduled this hearing as a forum is urgently needed to air the problems
generated by that Act.

I speak today as a cosponsor of the measure, and as one who believes that tax.
exempt single family housing bonds are an important source of mortgage credit,
especially in these troubled times, and that their use, within limitations, must be
allowed. -

After serious abuses were revealed on the part of some bond issuers, Congress
correctly decided to curb the use of these bonds. Taxpayers clearly should not
subsidize the sale of homes for those who can afford to obtain financing on their
own.

However, in its zeal for reform Congress placed so many restrictions on the
issuance of bonds that it effectively curtailed their use. Since January of this year,
virtually no bond issues have been sold in this country to support single family
home mortgages. Given the depressed condition of the housing industry and persis-
tently high interest rates, this is only exacerbating the frustration of prospective
home buyers and the demand for mortgage credit.

While I agree wholeheartedly that we must root out abuse and to the extent we
can, the potential for abuse, I believe it is shortsighted to eliminate all use of these
bonds. There are many instances in which the bond proceeds have been used to
serve low and moderate income families, people who could not otherwise afford to
buy a home of their own.

Iam proud to say that in my own State of Main, such a program exists. Since
1972, the Maine State Housing Authority has used mortgage revenue bonds to
provide lower interest rate mortgage funds to residents of the State who meet the
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SrOgram's income guidelines. Under its auspices, over 5,000 Maine people have thus
ar been able to buy a home of their own.

During this period, both the Maine State Housing Authority and the State Legis-
lature have acted to ensure that this source of assistance is available only to those
individuals who need it. The maximum income limit is $20,000 and the purchase
price of a home cannot exceed $45,000. Also, a borrower asset limit of 50 percent of
the home purchase price has been established.

The Maine Legislature exercises careful oversight of the program to ensure that
funds are being used appropriately. Further, it has set a limit on the amount of
money the Authority can borrow in the national bond market, a limit reviewed
regularly as to the need for alteration. And finally, the enabling legislation for the
Housing Authority specifically requires that mortgages made available through
these bonds can only go to those individuals unable to get credit in the conventional
mortgage market.

With such features, the program has earned then support of the builders, bankers
and the real estate industry in Maine. Indeed, given the limited availability of
mortgate credit, a number of lenders have said that if the bond subsidy program
had not existed lfit year, there would have been virtually no single family mort-
gage market in the state.

I would now like to address three specific problems created by the Mortgage
Subsidy Bond Tax Act and addressed by the legislation before this committee.

First, the most troublesome provision enacted into law last year dealt with arbi-
trage-the one percentage point limit established between the interest rate on the
bonds sold and the interest rate on the mortgages made available with the use of
bond proceeds. The Tax Act further required that essentially all of the charges
associated with the bond issue or incurred by the mortgage borrower be paid for out
of the one point spread.

The effort to contain costs associated with bond issues and the charges borne by
borrowers has merit. Unfortunately, the combination of the reduced arbitrage limit
and the requirement that the limit absorb all costs and charges has produced an
untenable situation. Specifically, the new limitation effectively prevents the Maine
State Housing Authority from having enough money to finance the sale of the bond
issue and, at the same time, assure the bond holders of proper program adminstra-
tion and retirement of the debt obligation.

A state such as Maine, with its small -ppulation and tax base, cannot issue bonds
in sufficient numbers to realize the revenue necessary at the one percentage point
limit to make such a mortgage program financially viable. In other words, a small
bond issuer cannot realize the economies of scale that a large issuer such as New
York or California could under similar circumstances.

Further, if small issuers are forced to use their own funds to support bond issues,
they will in the process undermine their own financial strength. And, the issue of
outside support runs contrary to the established premise that revenue bonds should
be amortizable solely from revenues. No other revenue bond is forced by operation
of federal law to be similarly subsidized.

It is for these reasons that restoration of the one and one-half percentage point
arbitrage limit is necessary to permit well intentioned programs in small, rural
states such as Maine to go forward.

Second, under current law, a bond issue will lose its tax exemption if it fails to
meet certain enumerated requirements. While I do not dispute the need for an
issuer to exercise good faith in meeting all requirements imposed, it seems particu-
larly onerous to penalize the bond issuers and bond holders if the borrowers, over
whom they have no direct control, failed to convey proper information about their
qualifications. The legislation before us today. still requires the issuers to use good
faith in meeting all statutory requirements, but enables them to correct any failure
to meet those requirements within a reasonable period after the failure is discov-
ered.

In this manner, the legislation provides for a fairer method of compliance while
preserving the issuer's responsibility for acting in good faith.

Finally, 1 wish to address the targeted area requirement of the Mortgage Subsidy
Bond Tax Act which provides that a portion of bond proceeds be made available for
a period of at least one year for mortgages in targeted areas within an issuer's
jurisdiction. A targeted area is defined as either a qualified census tract or an area
of chronic economic distress.

Unfortunately, census tracts are limited to the few urban areas in Maine, requir-
ing that the bulk of the state be designated as an area of chronic economic distress.
And such designation is subject to approval by the Secretaries of Treasury and
Housing and Urban Development according to criteria not easily definable in rural
states.
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The approach taken in the legislation before us would limit the percentage of the
geographic area within a state that could be .targeted and gives the state final
decision-making authority in the designation of areas of chronic economic distress.
This approach is simpler and more sensible and removes the red tape currently
prescribed by law.

Mr. Chairman, I heartily endorse the legislation proposed to remove some of the
more onerous restrictions of the Mortgage Subsidy Bond Tax Act of 1980. 1 wish to
emphasize that in urging passage of this legislation today, I do not intend to reopen
mortgage revenue bonds to abuse. Rather, I believe that responsible programs like
the one in Maine, serving low and moderate income people, shotffd be protected and
permitted to go forward.

I hope this Committee will act promptly and favorably in reporting the bill to the
full Senate.

Senator PACKWOOD. John, thank you very much. You are a very
durable witness.

Secretary CHAPOTON. Thank you, Mr. Chairman.
Senator PACKWOOD. I say that to him kindly. He has to come up

here about every 2 weeks when we have hearings on a variety of
bills and, by and large, represent a negative position on them in
front of a committee that is in favor of most of the provisions and
an audience that is fully in favor of them. [Laughter.]

Let's move on now to S. 608, S. 1479, and S. 1580. And we will
start with a panel consisting of William McKay, Pat Buchanan,
Paul Bankerd, and Douglas Johnson.

I would ask if you could- to also abbreviate your statements. I
have read the statements that I had from the witnesses as of last
night. I have not read the ones that may have come in this morn-
ing. All-right. Mr. McKay.

STATEMENT OF WILLIAM E. McKAY, CHAIRMAN OF THE
NATIONAL COMMITTEE FOR ADOPTION, WASHINGTON, D.C.
Mr. McKAY. Mr. Chairman, my name is Bill McKay. I am chair-

man of the board of the National Committee for Adoption, which is
a national group made up of agencies and individuals who support
adoption. I amh a Fort Worth, Tex., businessman, and I should be
here this morning, I guess, speaking on deductions for auto repairs
or an Auto Dealers' Survival Act. But I think I have made the
right committee meeting to talk about adoption.

I am also a proud adoptive father and an adoptee. And I am the
treasurer of the Fort Worth agency, the Edna Gladney Home. I
will summarize my remarks and ask that the full statement be
made part of the record.

I want to thank the subcommittee for this opportunity to testifyon legislation which would-improve lives for children by making
three changes in the tax code. We are especially pleased to strongly
endorse the provision making expenses for adoption deductible
when arranged through agencies. This not only encourages adop-
tion but encourages the best kind of adoption, we feel, which is
carried out by an accountable, licensed, and professional group of
people. This provision is included in both S. 608, sponsored by
Senator Baucus, and S. 1479, sponsored by Senator Metzenbaum.
International adoptions arranged by agencies would be covered
also. So we support both of these bills and urge favorable action b"
the subcommittee.

We also endorse two other recommendations. Adoption expense
benefits which are provided as fringe benefits should not be taxable
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to the employee, and those companies which provide adoption ex-
pense benefit programs should -be able to treat these expenses as
an ordinary and necessary business expense.

S. 1479, sponsored by Senator Metzenbaum, includes these
amendments which we support, and we are grateful- to Senator
Metzenbaum for his efforts on behalf of building stronger Ameri-
can families through adoption, which he talked about this morning.

Several Senators deserve special praise for their work on the
issues. Senator Baucus took an early and committed interest in
promoting adoption by introducing S. 608. And I want to personally
record my thanks to Senator Bentsen, from Texas, a member of
this subcommittee, for his persuasive efforts during the conference
on the Economic Recovery Act which resulted in-the enactment of
the first tax-deduction for adoption expenses.

We are hopeful that this hearing record will assist in seeing that
important deduction for the adoption of special needs children is
expanded to include all children who are adopted through agencies,
including infants and orphans from other countries. Senator
Jepsen has also led this fight.

The issue before the Senate is simple. Tax deductions for adop-
tion expenses work. Among the States where the deduction works
is Minnesota, a State that also protects all those involved in adop-
tions by requiring all adoptions to be arranged through licensed
people. Senator Durenberger has supported tax deduction measures
in the Senate consistently.

Another State that has the tax deduction in its code is Califor-
nia. The California bill was signed into law by the then Governor
Reagan. We hope that even though officials in the Treasury De-
partment testified in opposition to tax deduction legislation for
adoption this morning, that President Reagan will have the oppor-
tunity to do for the country what he did for California and that the
Congress will present him with an appropriate bilLhe can sign
during 1981.

We are concerned about four items related to tax deductions for
adoption. First, no deduction bill should be approved which allows
a tax benefit for independent adoption expenses. There are too
many tragic cases of this risky practice involving helpless children
and vulnerable parents for such independent adoptions to be en-
couraged by the tax code.

Second, there should be no artificial limit on the fees which can
be deducted. By limiting the deductions to licensed agency place-
ments, appropriate accountability will be assured them.

Third, we commend Senator Jepsen for his tax credit alternative.
We hope this valuable addition to the tax deduction approach is
considered by this committee.

Fourth, we ask- that careful review be given to the recently
enacted $1,500 deduction for adopting special needs children to
insure that all such children, not just those who are determined
eligible by-the State welfare department, would beincluded.

Thank you very much for this opportunity to testify before your
subcommittee, Chairman Packwood. We believe that building fami-
lies through adoption is a very positive social institution which
should no longer be ignored by our Federal Government or its tax
policy. Adoption is a good investment in this country's future. By
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encouraging loving families to adopt, hopeless, neglected, and un-
happy children can be brought up to be healthy, happy, and pro-
ductive citizens. To me that is good business sense.

Thank you, Mr. Chairman. I would be happy to answer any
questions that you might have.

Senator PACKWOOD. Mr. McKay, thank you. I think I will let the
panel finish first. Pat Buchani.

STATEMENT OF MS. PAT BUCHANAN, PRESIDENT, MARYLAND
REGION CHAPTER OF THE LATIN AMERICA PARENTS ASSO-
CIATION, SEAFORD, N.Y.
Ms. BUCHANAN. Mr. Chairman, my name is Pat Buchanan. I am

here today to testify and offer comments on Senate bills S. 1580, S.
1479, and S. 608. I present these comments on behalf of the Latin
America Parents Association, a volunteer, not-for-profit national
organization whose members have either adopted, or plan to adopt,
children from a Latin American country. At this time our organi-
zation has its headquarters in New York with chapters in Mary-
land, New Jersey, Connecticut, and Pennsylvania. Our current
membership of about 1,000 families reside in 37 different States.
Over the years we have watched, supported, and been heartened by
the attempts and steady progress to have thousands of children in
the foster-care system released for adoption. We are- especially
pleased with the recent actions taken by this committee to allow a
tax deduction for the adoption of a child who is handicapped, over
the age of 6, or who is a member of a minority race or ethnic
group.

The recognition by this committee of the financial burden on
adopting families is a major step forward. However, I hope this
committee comes to understand and appreciate that almost all
adopting parents, in their attempts to bring children into perma-
nent and love-filled relationships, incur large financial burdens
that are in no way reimbursed through medical plans, nor are they
allowed as tax deductions or tax credits to help defray costs. This
committee, by positive action,_ can help provide some financial
relief to adopting parents. The three bills all attempt to provide
relief in this area. Each could be modified to provide greater equal
treatment to all adopting parents.

As you might imagine, we see S. 1479 and S. 608 as falling short
in providing relief for a'1 ad-opting families. The wording in both of
these bills would seem to exclude two specific groups who adopt,
those completing intercountry adoptions, and those who have a
child placed with them by the birth mother. All intercountry adop-
tions, with the possible exception of some children from Korea,
depending upon eventual interpretation-this because many chil-
dren from Korea are placed through U.S. agencies-could be ex-
cluded.

These two bills give no consideration whatsoever to the approxi-
mately 5,000 children that are placed for adoption here in the
United States each year by various public welfare departments or
volunteer, rot-for-profit orphanages licensed in foreign countries.
Most of the adoptions that are coming from the Latin- American
countries now, numbering some 200 a year, are coming through the
direct method, and we feel that it is not in our best interest to be
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discriminated against. And we hope that you will take this into
consideration.

We feel that the attitude in these two bills on the subject of
direct placements are, (1) an agency always knows best, and (2)
there is something tainted with direct placement. Neither of these
attitudes are correct. Direct placements work as well as agency
placements, and television and newspaper stories notwithstanding,
we believe that most direct placements are done in a legal manner.

Attached to the statement that I gave to the committee in ad-
vance are statistics obtained from official INS records showing the
number of intercountry adoptions from 1969 through 1979. These
figures support our recommendation that expenses incurred
through intercountry and direct adoptions be included. 17ask the
permission of the chairman to include this information in the
hearing record. Thank you.

Senator PACKWOOD. It will be included in the record.
Ms. BUCHANAN. Thank you for the opportunity to present my

statement.
Senator PACKWOOD. Thank you very much.
[The list of statistics follows:]
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NATIONAL HEADQUARTERS * P.O. BOX 72 SEAFORO, NEW YORK 11783

lot National Presidents Chapter Presidents & August 1981
Director of International Adoptions Planning Conference

From: Terry xelly, Legislation committee

tntercountry Adoptions by Region:

'69 '70 '71 '72 '73

Europe 599 609
Asia xKorea 404 482
Korea. 775 851
Ocetana 3 35
africa 17
3anada 273 337
Latin Amer
incl. HOXi 62 90

IOTAL 2162 2421

488
498

1174
9

27
345

361
529

1585
18
23

355

358
793

2183
17
13

289

'74 '75 '76

325
1138
2453

11
25

188

265
1308
2913

16
21

133

196
1185
3859
14
22
97

70
501
988

1
10
23

'77 '78 '79

159
1062
3858

19
26
57

141
714
3045

18
15
93

183 152 332 630 977 1179140511312 1289

2724 3023 4015 4770 5633 6552139816493 5315

141
733
2406

6
19 -
66

1493 -w 3176

48 64 /

Cote: Tears tbru '76 were 12 month periods ending in June
tq is transition quarter June30 1976 thru Sept 30 1976
Years '77 thru '79 were 12month periods ending in September.

Sources Immigration & Naturalization Service, Washington, D.C.

Observations:

the numbers above explai, why. waiting times for placements from Latin Amerioa
lave increased so dramatically in recent years. Since 1977 total Intercountry
adoptions have declined by 25%. The termination of placements from Vietnam
ind a reduction by 38% of placements from Korea account for the majority of
'he decline. The increase in placements from Latin America or about 200

Ihldren Is In comparision t a decline of about 1,700 placements from Asia
%noluding Korea.

?lacemonte from India and Poland have shown some increase during this period.

the results of our research efforts can be seen in the increased placements
from Chile and Peru. (See detail on next page,)

Over:the past three years the majority of the plaoement4iv ome from six or
seven countriesabout 80%. Approximately 21 other countries place the remaining
20%. of the children with American parents.

1978 1972
Ooo= 44% oF~ 47% Colon Ta 42%0

Mexico 12 Mexico 12 Mexico 9
81 Salv. 10 31 Salvador 8 El salvador 9
Oosta Re 6 Costa Rica 7 Costa Rica 7
luatemala 4 Guatemala 4 Chile 6
%Icaragua 3 Guatemala 5

Peru 5
79$ 78% 83%
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_ '69 '701 '7 '72 '73 74 '751 '76 Q '7T '78 179
.Antiua .2 7

Argentina 2 4 3 7

Bahamas 1 3 1

Barbados

Belize 1 3 2 2

Bolivia 6 17 16 16

Brazil 7 -8 2 20 2 2 5 39 15 25

Chile 10 34 3. 90"

Colombia 13 23 -3 107 245 37 55 178 575 599 626'

Costa Rica 9 23 14 23 9 11 38 83 87, 100

Dominican Republic 3 15 17 14

Ecuador .8 21 40 6 4 22 28 42 39

E1 Salvador 6 8 35 132 98' 139'

Grenada 4 1

Duatemala 5 24 3 4 17 52 51" 75"

Guyana 5 2 15

Haiti" 1 4 7 1

Honduras 5 13 8 29 24 19
Jamaica 14 10 6 7 18 2 2 9 28 27 33

Mexico 26 21 71 44 85 129 16 12 46 156 152. 139'

Nicaragua 5 2 18 1! 1 5 42 29 46

Panama . 9 13 20 23 2 11 25 26 25

Peru 6 4 7 18 1 1 2 11 35 72'

St Christopher 1 3
St Luoia 1 2

Trinidad&Tobago 9 7 1

Turks&Caioos Iad. 1

Venezuela 7 3 1

Other 56 41 26 243 75 7 2 3
-m 11_7 .

Otej Years tbru .76 were 12 month periods ending in June. TQ is transition
quarter §/76 9/76. Years 1 thru 79 are 12 months ending September30.
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Senator PACKWOOD. Mr. Bankerd.

STATEMENT OF PAUL BANKERD, ADOPTIVE PARENT VOLUN-
TEER, NORTH AMERICAN COUNCIL ON ADOPTABLE CHIL-
DREN, INC., WASHINGTON, D.C.
Mr. BANKERD. Good morning, Mr. Chairman. I am Paul Bankerd.

I am speaking on behalf of the North American Council on Adopt-
able Children. We are a broad-based citizen coalition with over 480
local chapters all across the United States, and a combined mem-
bership of more than 20,000 adoptive families-and citizens who are
concerned about the needs of children who are without permanent
homes.

I am an adoptive parent. I have been active for many years in
the North American Council on Adoptable Children, and in its
local affiliate, the Council on Adoptable Children, of Washington,
D.C. I am a member and former chairman of the social services
advisory board of the city of Alexandria, Va. Professionally, I am a
management expert and an income tax consultant. I have a keen
interest, both personally and professionally, in the legislation that
we are talking about today.

The North American Council on Adoptable Children was pleased
that the Economic Recovery Act of 1981 included provisions for a
deduction for the expenses of adopting special-needs children. We
are concerned, however, that the eligibility requirements of that
deduction could be unnecessarily restricted. Eligibility is depend-
ent, according to the law, upon benefits received under other legis-
lation. And because of this, the ability of families to participate in
this benefit could be limited due to future changes in appropri-
ations, due to amendments to the funding measures which are
unrelated to the tax law, or due to restrictive interpretations by
the Internal Revenue Service. All of the proposed bills that we are
talking about today would correct the potential problem we see
here, and would go beyond the current law by recognizing and
encouraging adoption as a viable means of building families, not
only families for children with special needs, but for all children in
need of permanent homes.

I think every single member of the council who is an adopted
parent has found that adoption is truly a viable means of building
a family, and it is in no way a second choice for adding children to
the family.

And I feel it is entirely appropriate that the legal and adminis-
trative expenses of adoption have the same tax treatment and the
same benefits as the medical expenses of giving birth.

We are concerned with proposals to limit these benefits to
agency placements only. There are many, many reasons why place-
ments are made outside of agencies, and many legitimate adoptive
placements do occur outside of agencies.

Many of our member groups were formed primarily because the
efforts of adoptive parents and prospective adoptive parents were
well ahead of the work of agencies in identifying and providing
homes for children in need of permanency. We do not in any way
condone illegal or black-market adoptions, and we certainly do not
believe the tax code should do that. But we think the provisions
which each bill contains, denying benefits to expenses incurred in
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violation of State and Federal law, would be sufficient to insure
that black market of illegal adoptarts are not encouraged.

We also support very strongly the provisions of Senate bill 1479
which would give favorable tax treatment to corporation adoption
reimbursement plans. The provisions of that bill provide treatment
for adoption reimbursement plans very similar to that given to
corporate medical reimbursement plans. And, again, this affirms
our belief that adoption is a viable means of building a family, and
that public policy should treat adoption expenses in the same
manner as the medical expenses of giving birth. --

I would like to thank you for the opportunity to provide this
testimony, and on behalf of the North American Council on Adopt-
able Children, thank you very sincerely for your efforts and the
efforts of the Committee to insure that adoption remains a viable
alternative for children in need of permanent, loving -homes.

Senator PACKWOOD. Thank you very much.
We will conclude with Mr. Johnson.

STATEMENT OF DOUGLAS JOHNSON, LEGISLATIVE DIRECTOR,
NATIONAL RIGHT TO LIFE COMMITTEE, WASHINGTON, D.C.

Mr. JOHNSON. Mr. Chairman, my name is Douglas Johnson. I am
legislative director of the National Right to Life Committee. The
National Right to Life Committee is made up of the 50-State right-
to-life groups.

On behalf of the committee, I would, like to testify briefly in
support of the general thrust of all three of the adoption-related
bills which are before the committee today.

As you are well aware, nowadays the expenses connected with
adopting a child are considerable in almost every case. Adoption of
a handicapped child can be particularly expensive and, for many
couples, prohibitivelyso. We believe that a humane society must
reject the idea of selectively killing some or all handicapped chil-
dren before birth or letting them die through deliberate neglect
after birth. We also believe that a humane society should seek to
assist the many couples who are willing to adopt children who
have special needs, but who often find it financially difficult to do
SO.

The recently enacted Jepsen amendment to the Economic Recov-
ery Tax Act was a good first step toward addressing this problem.
We believe that the Jepsen amendment should be viewed, however,
only as an initial reform. We support removal of as many financial
obstacles to adoption as possible, whether the children involved are
infants or older, and whether they are handicapped or not.

It is unjust that current law permits tax deductions for medical
expenses connected with childbirth or induced abortion, but allows
no deductions for medical expenses connected with adoption. And
this very overt and and very unfortunate discrimination should be
ended. Beyond this, we believe-that-all expenses directly connected
with a legal adoption procedure-agency fees, legal fees, court
costs, and so forth-should be fully deductible. And if a dollar
ceiling must be placed upon such deductions, we think it should be
high enough to exclude only expenses which are clearly inflated or
unreasonable for any legitimate adoption procedure.
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Mr. Chairman, to the extent which society facilitates the place-
ment of children in loving families, through its tax laws and
through other means, it lessens the temptation for unwed mothers
to opt for the violent "quick fix" of abortion. Encouraging adoption
also lessens the necessity-of placing children in temporary foster
care of one type or another, a practice both expensive and, in too-
many cases, emotionally damaging to the children involved. _

Mr. Chairman, we believe that in human terms, and even in
dollars, anything which the Federal Government can do to remove
financial barriers to adoption will, in the long run, prove to be cost
effective.

Thank you.
Senator PACKWOOD. I don't see in your statement any reference

to whether or not the adoption expenses should be allowed if it is a
private placement as opposed to an agency placement. Do you have
any view on it?

Mr. JOHNSON. Mr. Chairman, we believe that these benefits
should be applied to direct private adoptions. We share the concern
that has been expressed today about the genuine abuses which do
occur with regard to black-market adoptions and some of the
things that we have all heard about. But we believe that agency
adoptions do not necessarily lead to more satisfactory results than
private, direct adoptions. There are also many abuses connected
with agencies. We would not want to overgeneralize in this area,
but there are agencies which are overly rigid, overly bureaucratic,
which keep infants, for example, with the birth mothers far longer
than is necessary or psychologically helpful either for the mother
or the child. And, on the other hand, the great majority we believe
of direct adoptions, when performed under State - law, do lead to
very satisfactory results. And in many cases, this is the only option
available to a given young woman in a given situation.

So we would oppose limiting these types of benefits that are
being discussed today to only agency placements. However, I think
we would concur with Senator Hatfield that we would hope that
some middle ground could be found in the State legislatures which
would discourage abuses without we hope being overly restrictive
in that regard. And we would encourage that the legislation being
considered by this committee would accord these types of benefits
to all legal adoptions.

Senator PACKWOOD. Mr. McKay, do you think the abuses of
private adoptions are so bad and so prevalent that we simply ought
to deny a tax benefit for them, period, despite State law?

Mr. McKAY. Yes, sir. I think that the potential for it is so bad
there that it ought to be denied. My point is this, I do not under-
stand why we find it necessary to license groups of people who
gather together for a social purpose, a nonprofit social purpose, but
we don't find it necessary to license individuals-ministers, doctors,
lawyers-who do the same service and provide the same adoption,
but don't provide the services of a well-trained adoption worker
that go along with it. It is ironic that we have never found it
necessary to license individuals that way, but we find it necessary
to license groups, such as social agencies.

Senator PACKWOOD. You lost me there. I didn't quite follow your
reasoning.
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Mr. McKAY. We--find it in our society necessary to license groups
of people who gather together for social purposes, but we don't find
it necessary to license an individual who does the same thing. And
you will find in most States individuals, such as doctors or lawyers
or ministers, who perform adoptions, and, are not licensed specifi-
cally for child placing. That is where I think the problem comes up.
Wehave no control over them whatsoever.

In many cases, the lawyer who charges for an adoption is putting
the fee in his pocket, and the doctor may be doing the same
thing-profiteering does not occur always. In fact, it's probably a
minority of the cases. But the potential is so bad there that I would
prefer to see thepeople who were going to do adoptions, be licensed
by the States.

Senator PACKWOOD. Well, let me back up. You -said the lawyer
who charges for an adoption puts the fee in his pocket.

Mr. McKAY. That's right.
Senator PACKWOOD. What else would he do with the fee?
Mr. McKAY. He is doing it for a profit. An agency who is provid-

ing an adoption service is a nonprofit organization and generally
raises a lot of money on the outside to pay for their adoption-
services in a charitable sense. And I think there is a difference
there in potential motivation because I know many individuals
that doit with the best thoughts of both parties in mind.

I am talking about the potential damage.
[The prepared statements of the preceding panel follow:]
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PREPARED STATEMENT OF THE NATIONAL COMMITTEE FOR ADOPTION, INC.

SUMMARY

The National Committee For Adoption, Inc., testimony is presented
by William Pierce. Pierce is President of the national voluntary group--
made up of agencies and individuals who support adoption.

We thank the Subcommittee for the opportunity to present testimony
on legislation which would improve lives for children by making three
changes in the tax code. We're especially pleased to endorse the pro-
vision making expenses for adoption deductible when arranged through
agencies. This not only encourages adoption but encourages the best
kind of adoption -- that which is accountable, licensed and profes-
sionally sound. We also endorse two other recommendations. Adoption
expense benefits which are provided as "fringe benefits" should not be
taxable to the employee. Those companies which provide adoption ex-
pense benefits should be able to treat those expenses as an ordinary
and necessary business expense.

Several Senators deserve special praise for their work on these
issues: Senators, Baucus, Bentsen, Cranston, Durenberger, Jepsen,
Hatfield, Hawkins, Levin and Metzenbaum. We also thank-Chairman Dole
for his role in this hearing and Chairman Packwood for his support.
Sen. Denton is to be co'nmended for his earlier hearing on adoption,
where Sen. Jepsen testified on these issues.

The issue before the Senate is simple. Tax deductions for adop-
tion expenses work. Among the states where the deduction works is
Minnesota, a state that also protects all those involved in adoption
by requiring all adoptions to be arranged through agencies. Another
state that has the tax deduction in its code is California. The Cali-
fornia bill was signed into law by then-Governor Reagan. We hope
President Reagan will have the opportunity to do for the country
what he did for California and that the Congress will present him
with an appropriate bill he can sign during 1981.

We're concerned about four items related to adoption. First, no
deduction bill should be approved which allows a tax benefit for inde-
pendent adoption expenses. There are too many tragic cases of human
error and greed to make it good public policy to encourage, through
the tax code, this risky practice involving helpless children and
vulnerable parents.

Second, there should be no artificial limit on the fees which can
be deducted, Health, travel and other considerations make such a limit
highly impractical. By limiting the deduction to agency-arranged
placements, appropriate accountability will be assured. .

Third, we commend Sen. Jepsen for his tax credit alternative..
This would be a valuable addition to the legislative package we be-
lieve most fully reflects our views, S. 1479, Sen. Metzenbaum's
proposal.

Finally, we ask that this Committee direct the Treasury to clarify
that the recently-enacted $1,500 deduction for adopting "special needs"
hildren includes all such children, not just those determined eligible
for adoption assistance payments under Section 473 of the Social
Security Act.
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My name is William Pierce. I am the President and chief execu-
tive officer of the National Committee For Adoption (NCFA).

NCFA is a national, voluntary membership organization for agen-
cies and individuals. NCFA works for infant adoption because we
believe it is a positive social institution that builds families,
that promotes permanent homes for children and.$hat it is a valuable
option for young, single or troubled parents. Supplemental materials
about NCFA, detailing our other goals and our services, are attached
as part of this statement and we ask that it be made part of the
Hearing record.

On behalf of our member agencies, board and other affiliates --
agencies and individuals -- I want to thank you for inviting us to
appear at this hearing to consider three bills which would provide
for adoption expenses to be given special treatment by the tax code.

We want to first acknowledge the Senators who have devoted their
time to promoting tax deductions for adoption expenses during this
Congress. Senator-Baucus, a member of this Committee, took the
initiative early in this legislative session to introduce to his
colleagues tax deduction legislation for families who adopt through
licensed public or private, non-profit adoption agencies. We endorse
his bill, S. 608, and are grateful forSen Baucus' interest in this
tax policy issue. We know that he has contributed substantially to
the discussions in the Senate on the careful utilization of the tax
code in relationship to the economic conditions of the country.

We owe a great debt of gratitude to Senator Jepsen for his
determined advocacy on behalf of adoptive families during the long
hours of debate and conference deliberations on the Economic Recovery
Act. It was his commitment, supported by Senators Bentsen, Cranston,
Durenberger, Hatfield, Hawkins, Levin and Metzenbaum, which we know
assured the enactment by the Congress of the first, positive amend-
ment to the tax code for adoptive families: a deduction up to $1,500,
for the expenses of an adoption of a child with "special needs."
Sen. Jepsen also testified in July before Sen. Denton's Subcommittee
6n Aging, Family and Human Services, at a hearing on Adoption in the
United States, in support of adoption deduction legislation.

Finally, we would like to single out Sen. Jepsen as the one who
in a major way is responsible for seeing this hearing held today.
His request to Chairman Dole, for a hearIng to discuss the adoption
deduction proposals more fully, has been honored by Sen. Packwood,
Chairman of the Subcommittee on Taxation and Debt Management. We
thank you, Chairman Packwood, for calling these hearings.

NCFA ENDORSES S. 1479

We are here today to endorse Sen. Metzenbaum's proposal to
amend the tax code to provide adoption benefits to families. S. 1479,
a portion of Sen. Metzenbaum's Stronger American Pamilies Act of 1981,
has three very positive features which we urge the Senate Finance
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Committee, to consider carefully, report out, and include as part of
any "miscellaneous"-tax bills for enactment into law by the 97th
Congress. The three provisions would: 1) allow families that adopt
to claim the costs of an adoption arranged through a licensed public
or private, non-profit adoption agency as a tax deduction (this pro-
vision is identical to Sen. Baucus' bill, S. 608); 2) exclude from
the income of an employee any "fringe" benefits received from an
employer's adoption expenses plan; and 3) treat-the employer contri-
bution to adoption expense plans as an ordinary and necessary business
expense.

FOUR STATES HAVE TAX DEDUCTIONS FOR ADOPTION

We want to address the matter of tax deductions for adoption
expenses first and begin by pointing-out that in this area, as is
frequently the case, several States have already led the way. Tax
deductions are in place and working in at least four states: Califor-
nia, Massachusetts, Minnesota and Wisconsin.

For example, in Minnesota, where adoptions can only be completed
through licensed public and private, non-profit agencies, an item-
ized deduction for adoption expenses has been in effect since 1969.
The deduction expense allowance is limited to $1,250. The following
information about the use of the deduction during 1978 from a sample
of 22,000 Minnesota individual tax returns was prepared by the Depart-
ment of Revenue:

Deduction for Adoption Expense from a
1978 Sample of Individual Income Tax Returns

Number of Returns Amount Claimed
Minnesota Gross Using Adoption for Adoption Average Revenue
Inccm Ranges Deduction Deduction Deduction Loss

Gross Loss 12 $ 2,842 $ 237
$ 1 - 9,999 100 7,020 70 $ 407

10,000 - 14,999 402 234,440 583 21,263
15,000 19,999 703 176,183 251 20,358
20,000 -29,999 602 330,056 548 41,370
30,000 - 39,999 201 145,526 724 20,374
40,000 - 49,999 102 30,580 300 3,517
50,000 - 99,000 101 34,332 340 5,214

$100,000 And Over 13 16,233 1,248 2.760

Total 2,236 $977,212 $ 437 $115,262

From these figures and the number of adoptions in Minnesota during
1978, the Department of Revenue estimated an actual loss in State
revenues to be approximately $37, per child adopted. Obviously, the
provision makes sense from a cost-effective perspective, considering
the escalating costs to States and the Federal government alike for
foster care for adoptable children.
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OOV. REAGAN SIGNED CALIFORNIA'S LAW

The California experience with a tax deduction for adoption
expenses is similarly positive. The California Revenue and Taxation

' -Code-&lUows eduction for the expenses paid or incurred in connec-
tion with the adoption of a child, including any medical and hospital
expenses of the mother which are related to the child's birth and any
welfare agency expenses, which exceed 3% of the adjusted gross income,
but the deduction is limited to $,O00. The 3% limitation does not
apply to the adoption of special needs children. According to figures
provided by the Research Department of the Franchise Tax Board as
well as the Adoption Policy Bureau of the Department of Social
Services, the use of the deduction over a three-year period, from
fiscal years 1978-1980, represented an average deduction of approxi-
mately $413 per return. The total cost to California for the tax
deduction provision for those three years was approximately $17 per
child adopted in the State.

The California Tax Code Amendment was signed into law in 1968
by Governor Ronald Reagan. It is encouraging to us that such an
innovative move could be repeated, for the benefit of all American
taxpayers who have built their families through adoption, by that
same adoptive father, President Ronald Reagan.

ADOPTIONS BY AGENCIES -- IN THE BEST INTERESTS OF THE CHILD

The underlying goals of all of the Federal tax deductionbills
under discussion today are similar. They encourage the adoption of
hard-to-place children. They prevent unnecessary amounts of time in
foster care for children who are free for adoption. They eliminate
the Inequities of the tax code which treat family formation by child-

-irth differently than forming a family through adoption. But some
of the bills -- S. 1479 and S. 608 -- go one step further. As Con-
gressman Oberstar (D-Minn.) described H.R. 1596 (companion, identical
legislation to S. 608) to the House Ways and Means Committee at a
hearing on April 1: "The bill" makes the tax incentive one that
insures the placement of a child by those who take into consideration
the best interests of the child over any other factor."

Congressman OberstarWas, of course, talking about adoption agen-
cies when he described "those who take into consideration the best
interests of the child over any other factor." He is aware, as we
are, that there are other, powerful factors at work in adoption. We
know that there are many loving people who hunger for a child of their
own to parent. We know that there are many people who look upon the
impoverished child, the orphan in another country and say to them-
selves -- that child would be better off with me.

But these factors, powerful as they are, good as they are in
their intent, are not sufficient to transform good wishes into pro-
perty rights to a child. Not everyone who wishes to adopt a child
meets the generally accepted tests our society agrees to. Among the
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more subtle questions society asks is: is there a better home for
this child-than the one that most easily presents itself?

Six States have wisely chosen to protect the best interest of
the child over any other factor by prohibiting private, independent
placements -- that whole range of practices that range from people
"brokering" children like so many pets to outright black-market baby-
selling. Those states did so in the full knowledge that there were
exceptions, as there always are, to the rule that agencies should
arrange adoptions. There are warm, dedicated, honest and well-
meaning individuals -- including physicians, lawyers, members of the
clergy and others -- who had nothing but the most noble of intentions.

The problem isn't with "direct placements" -- even these six
States allow biological parents (usually the mother) to place children
for adoption with a step-parent or close relative "directly" with only
a legal, court procedure required. Step-parent and relative adoptions
are very inexpensive and need not be covered by adoption deduction
legislation, in our view. The risks are much smaller in these kinds
of adoptions, properly handled, than in independent adoptions.

EXAMPLE: SUPREME COURT UPHOLDS RETURN OF 25-MONTH OLD TO FATHER

An example, which recently came to light and received attention
because it went to the Supreme Court, may help illustrate our concern
about toe risks of independent adoption to all parties -- the baby,
the biological parents, and the adoptive parents. The Supreme Court
let stand a lower court ruling that granted- custody of a 25-month
old to his biological father over the objections of the adoptive
parents. The ruling, made in February, 1981, in Riggs v. Terrazas
found that when a parish priest advised the young, unmarried mother
to state that the identity and location of the biological father of
her child was "unknown"the parental rights of the father, Mr. Terrazas,
had been violated. The priest arranged for a couple in another state
to adopt the child. Twenty-five months and approximately $80,000 in
legal costs later, the young child was removed from one set of parents
and turned over to his biological father. This case, tragically, is
just one of many. Others involved well~-meaning lawyers and physicians,
or well-meaning "neighborly" people. The fact is that there are
immense legal, psychological and financial risks -- over and above
the human misery -- in placement through well-meaning but unauthor-
ized, unlicensed individuals.

EXAMPLE: 30% OF INDEPENDENT ADOPTIVE HOMES "UNSATISFACTORY"

One of the persuasive arguments made for "Abolishing Baby Buying:
Limiting Independent Adoption Placement" was that of the Ron. Alfred
L. Podolski, Chief Judge, Probate Courts of the Commonwealth of
Massachusetts, in an article of that title. Originally delivered as
a speech at the annual meeting of the Family Law Section of the
American Bar Association, it was printed in Family Law Quarterly,
Fall, 1975, pp. 547-554.
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Judge Podolski's careful and persuasive arguments against adop-
tion outside established agencies include:

+ The agencies do not make money from adoptions.

+ They have qualified and motivated staff capable of
investiaging proper placeqient, and they have qualified
and responsible management people capable of making
responsible decisions in regard to the best interests
of the child.

Judge Podolski recognizes that agencies are not perfect. He
says "They are frequently under-staffed, definitely underpaid, and
often unreasonably regulated. But they do provide a system for
adoptions and, because of the state's control, there is a way of
improving the system through the technique of licensing and regula-
tion. This aspect of responsibility and control is the distinguish-
ing factor between public and private placements."

Judge Podolski also cites, from a Florida study which favored
private placements, the wholly unfavorable statistic that ". .. almost
30% of the independent adoptive homes were unsatisfactory." There
is, of course, no need to have such a high percentage of unsatisfac-
tory homes, as Judge Podolski observed: "If it is true that there
is a shortage of adoptable children, we can be thankful there is no
shortage of adoptive families. Through agencies they are the subject
of what is usually an intensive investigation which many natural
parents could not pass -- a screening which provides some real assur-
ance of permanent, satisfactory homes for those too young to care
for themselves."

EXAMPLE: A CHURCH'S SUPPORT FOR AGENCY ADOPTIONS

One major church body, The Church of Jesus Christ of Latter-Day
Saints, has instructed its Church members and officers to abstain
from becoming Involved in arranging child placements. Instead, the
Church directs its members to rely upon the--D Social Service agen-
cies which are licensed in the States in which they do adoption-and
foster chre services and which have the specific responsibility for
the Church to arrange adoptions. This is a model we would hope more
sectarian, fraternal and voluntary associations would use.

A more constructive approach than engaging in the practice of
independent adoptions is to work at making agency practices widely
available and of uniTormly high quality. Our society, mainly
through State and local governments, has implemented mandatory
licensii-g of foster homes, day care facilities and other full or
part time care available to children and adults unable to live
independently. When a lifetime plan is made for-a child, it seems
reasonable that the_"agent" for child placement be one that is
knowledgeable, well-trained, and accountable to society. In other
words, the "agent" should be the social institution of an agency.
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S. 1479 and S. 608 PROMOTE AGENCY ADOPTIONS

Our organization's first priority, stated as Goal #1 of our_1981
Work Goals, is to "Work for elimination of non-agency adoption to
insure better protection of infants". We concentrated a major part
of this testimony on this area of our work because it relates
directly to the provision included in S. 608 and S. 1479 which
limits the deduction to families who have adopted though an agency.

We concentrated on this factor because it doesn't make sense to
us to spend public tax dollars on a tax benefit that could end up
hurting children and families -- and possibly cost more money to
provide services to try and heal their hurt. We don't want special
needs children adopted by the wrong people -- especially with a tax
incentive. We don't want people inappropriately importing babies
from other countries -- with a tax break that filters back to the
brokers and other profiteers. We don't want unsatisfactory potential
parents to be encouraged in their search for a healthy infant, certain
that they'll be able to write off whatever they have to pay some
intermediary.

That's why we're particularly enthusiastic about S. 1479. "This
-bill provides equity for those couples whose families are built
through adoption wth those married couples who deduct the medical
expenses of having a biological child. The bill provides encourage-
ment to prospective adoptive parents and biological parents who wish
to malre an adoption plan for their child to choose the best possible
way to complete a legal adoption. The best possible way is through
a State licensed child placing agency -- a public or private, non-
profit adoption agency. The bill is, therefore, not merely a tax
relief measure for adoptive parents, important as that incentive is.

SUPPORT FOR SEN. JEPSEN'S "CREDIT" IDEA

Before leaving the tax deduction for adoption feature of these
bills, we would like to strongly support the concept, introduced by
Sen. Jepsen in S. 1580, of offering the taxpayer the choice of a
deduction or a tax credit. We know from other organizations that
they, too, support the tax credit approach not just because it would
be more useful for couples who do not itemize their income tax but
it would also benefit more low-income and modest-income families.

LIMITS ON FEES

It is also important that the Federal government not try to
establish artificial limitations on the amount of the adoption ex-
penses which could be deducted. By limiting the deduction to adop-
tions arranged by agencies, there is a built-in, state monitoring
of fees for adoption. This will be an adequate protection against
inappropriate fees and deductions for fees. As it Is, the average

--. domestic adoption fee in many non-governmentally-supported agencies
-- private agencies wholly dependent on voluntary gifts and fees --
is well over $3,500.
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TWO OTHER TAX FEATURES

The two other major features of these legislative proposals are
also positive. We are pleased to see major corporations including
adoption benefit programs as part of their employees' fringe benefit -
packages. But those adoption benefits, should be-treated as non-
taxable income. As it is, the real benefit to employees is substan-
tially reduced through taxation.

S. 147 9 would also offer an important, additional incentive to
employers. We are pleased with the response of business and their
presence in this hearing talking about their adoption benefit packages.
We join them in asking you to see that, for tax purposes, their con-
tributions to adoption expense plans be treated as an ordinary and
necessary expense. NCFA has been working through its network of
hundreds of adoptive parents to encourage more employers to establish
programs similar to corporations such as Foote, Cone and Belding,
Felt Products Manufacturing Company, Smith Kline, International
Business Machines Corporation, Hallmark, and Xerox Corporation, to
name a few. These changes will make that task easier.

CLARIFICATION OF CURRENT LAW NEEDED

We believe that the tax code can be used positively as a vehicle
to reinforce adoption as a positive family-building option. When the
new tax law included a provision for the adoption of special needs
children we were encouraged. While this provision is limited -- it
is a good first step. However, there are many thousands of children
with special needs waiting for adoption who have n6t or won't be
determined eligible for adoption assistance payments as specified in
See. 473 of the Social Security Act (the new provision of P.L. 96-272).
We would hope that the Finance Committee and the Senate would see the
importance of not limiting the tax deduction only to those children
who are already recipients of Federal government funds, but that it
would also allow children under the care of the State or voluntary
sector who have "special needs" to be adopted with a tax deduction
available to their adoptive family.

For example, In the State of Louisiana, only children in the
care and custody of the State Agency can be eligible for the adoption
subsidy. This means that the children and families served by licensed,
voluntary agencies will not be eligible to take a tax deduction for
the expenses they incur. We are hopeful that the Treasury will be
instructed by the Senate Finance Committee to interpret the enacted
tax deduction to include all children who can be defined as "special
needs" with or without defetmination of eligibility for adoption
assistance payments.

88- 0-82--1o
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CONCLUSION

In summary, we want to thank the Subcommittee for holding a
hearing on the legislative proposals which have been introduced to
amend the tax code for adoptive families' expenses. It has become
increasingly evident to us that there is an important need for public
information about tax deductions for adoption expenses as well as
adoption benefit programs. For example, we have been collecting
copies of the various summaries of the Economic Recovery Tax Act of
1981 which have been prepared for major trade and popular publications.
None of these summaries mention the tax deduction provision for the
adoption of special needs children.

Therefore, we assure you, that as we continue to work to see
S. 1479 enacted into law, we also will be promoting the current
provision in the tax code, as well as-,the enactment of State tax
deduction provisions and employee benefit programs to lawmakers and
newsmakers, alike.

Building families through adoption is too positive of an American
social institution to be ignored by the American people for long.

ATTACHMENTS: 1) 1981 GOALS OF THE NATIONAL COMMITTEE FOR
ADOPTION, INC.

2) List of Officers, Board of Directors, and
Member Agencies of NCFA

3) Brochure outlining services provided by NCFA
as direct benefits of membership
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ATTACHMENT I

1981 GOALS OF THE NATIONAL
COMMITTEE FOR ADOPTION, INC.

The National Comittee For Adoption will:
1. work for elimination of non-agency adoption to

insure better protection for infants
2. make the Federal "Model State Adoption Act"

acceptable or stop it and monitor similar activi-
ties at the State level

3. set up State-level registries through State legisla.
tion supported by State-level Committees affili.
ated with the National Committee For Adoption

4. link State-level registries through the National
Commiuee rather than through any Federal data
bank

5. operate a variety of information services for
those interested in infant adoption and related
services, especially services to unmarried parents,
including
* a hotline exclusively for the use of supporters
* newsletters focused on infant adoption and

services to unmarried parents
* bulletins
* other analyses, manuals, directories and ma-
" terials

• discounts on materials, books and other re-
sources published by others

6. defend appropriate adoption practice with the
media, lawmakers, policymakers, the human
services field and the general public

7. rejuvenate adoption as an option of choice for
young, sirigle or troubled parents

8. provide such other services as may be needed, in-
cluding

i information about and training needed to help
agencies and individuals cope with changes in
practice
current developments In court cases and legal
developments affecting infant adoption and
services to unmarried parents

9. review existing research and do new research, as
needed, to bolster appropriate agency practice

10. respond, as necessary and appropriate, to any
contingency which would affect tiefield of in-
fant adoption and services to unmarried persons.
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WORKING FOR
INFANT ADOPTION-

A POSITIVE INSTITUTION
THAT BUILDS FAMILIES

THAT PROMOTES PERMANENT
HOMES FOR CHILDREN

AND THAT IS AN OPTION
FOR UNMARRIED PARENTS BY

e IMPROVING AND
EXPANDING SERVICES

* PROVIDING INFORMATION
AND TECHNICAL
ASSISTANCE

o ADVOCATING GOOD
STANDARDS

National Comsmittee For Adoption
I1346 Connectut Avenue. N.W.
Washigon. D.C. 20036
I202) 463-7559

FOR YOU

YOUR AGENCY
OR ORGANIZATION

YOUR COMMUNITY...

THE NATIONAL
COMMITTEE
FOR ADOPTION

* Supports agency adoption to
protect children and families

* Supports the right to confidentiality
for those in the adoptive circle

* Encourages and serves non-profit
agencies that provide Infant
adoption services and services
to unmarried parents

" Provides Information about
adoption, services to unmarried
parents, and Infertility

" Works for sound standards of
professional practice

Looks Into the Impact of current
adoption practices on babies,
unmarried parents and peoplewho want to adopt

" Develops and works with state
committees for adoption

* Educates thi general public on the
value of agency/adoption and
services to uniuiaried parents

* Advocates In Washington. D.C. and
in state capitols

co
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DIRECT BENEFITS
OF MEMBERSHIP

Partxii o a NCFA counctd _

Annual Rlep* rt
National Adoptin Reports

Inew ie & buliv nl

R.duwed fees & instmules. torumb
and the Annual Met"n

Discounts on NCFA publications
and vtual aids purchased
through NCFA _booklore.

Unmiarned Parents Today
tnrwsloter&li bultnkW __

Disounis on non-NCFA public-
lions purchased through NCFA's
bo liture .. . . . . .

Frew consultation and lchrAicl

&SOM&aMscbyaw mail

puc aa^sous it.........tuptanefe~ig __ Cub

Rqrjto dnptssr cerifcate of agency
inernbershp

Lising director of nernber

Parilcgsolon i to" dsiswce tele-
p ione . .. ..

Part ipaFun in the C4111101 Of
E-eutk- __ _

Elect N4CFA*Board of DerctOrs
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DUES

AGENCY
Annual dues are based upon a flat fee of $1,000 plus an

additonal fee of S 10 per U.S. child under age two placed
by the agency or $10 per unmarried parent residing in
agency facilis. which"nvi is greater.

Any licensed not-lor-proit voluntary agency interested in

Infant adoption and related services. especially services to
unmarred parents. is eligible for membership.

CORPORATE
Agencies. organizations or firms which are interested in
the work of the National Committee For Adoption but

which do not qualify for agency membership can also
loin These members receive special benefits.

Patron membership annual dues are $5,000 minimum.

Spoasow membership annual dues are $1.000

Regular membership annual dues are $500

INDMDUAL
For individuals or couples concerned with the issues and

goals of the National Committee ror Adoption

Chalrmnanal Club-a special membership category for
those who wish o be actively involved with the Nation-
al Committee For Adoption in leadership activities, in

polcymaking and informed in detail about develop-
ments affecting adoption and related issues

Lifetime member dues are $5,000 fot an individual.
$10.000 for a couple (payable one time only).

Regular Chairmans Club member annual dues are
$1.000 for an individual. $2.00U for a couple

Sustainer membershq dues are $100 annually for an
idvidual. $200 for a couple.

Supporter membership dues are $50 annually for an
iiidual. $100 for a couple.

Reular membership dun are 525 annually for an indi-
vidual. $50 for a couple.
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NATIONAL HEADQUARTERS e P.O. BOX 72 0 SEAFORD, NEW YORK 11783

SUMM ARY
of

Principeal Points

(1) Represent Latin America Parents Association, a voitriteer. not-for-profit

national organization whose members have either adopted or plan to adopt

children from Latin America.

(2) Support limited positive action taken by Senate Finance Committee In

recognizing the financial burdens of adopting families.

(3) Proposed legislation discriminates against persons who incur adoption

expenses through direct or intercountry adoption. These types of adoptions

are not addressed.

New Jersey Slate Chaplet
PO Box 828

Hightslown. N.J. 08520

Maryland Region Chaplet Philadelphia Region Chapter
PO Box 4403 P0 Box 18107

Silver Spring, MD 20904 Philadelphia, PA 19116

flic .8 'A o r TI .4 ' * " ., wo101 .i4-r- .'J 4

Connecticut State Chapter
PO, Box 8938

New Fairhold, CT 06810
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Statement of Patricia 0. Buchanan, Latin America Parents Assoclation
before the

Senate Committee on Finance, October 16, 1981

Honorable Senator Dole and distinguished members of the Senate Finance Committee _

My name is Mrs. Pat Buchanan. I an here today to testify and offer comments on

Senate Bills S.1580, S.1479, and S.608. I present these comments on behalf of the

Latin America Parents Association, a volunteer, not-for-profit national organization

whose members have either adopted or plan to adopt children from a Latin American

country. Our organization has its headquarters in New York with chapters in Maryland,

New Jersey, Connecticut and Pennsylvania. The current membership of about 1,000

families reside in 37 states. I am now and have been the President of the Maryland

Region Chapter for five years. Over the years we have watched, supported and been

heartened by the attempts and steady progress to have thousands of children in the

foster care system released for adoption. We are especially pleased with the recent

actions taken by this committee to allow a tax deduction for the adoption of a child

who is handicapped, over the age of six, or who is a member of a minority race or

ethnic group,

The recognition by this committee of the financial burden on adopting families

is a major step forward. However, I hope this committee comes to understand and

appreciate that almost all adopting parents, in their attempts to bring children into

permanent and love-filled relationships, incur large financial burdens that are in no

way reimbursed through medical plans nor are they allowed as tax deductions or tax

credits to help defray costs. This committee, by positive action, can help provide

some financial relief in this area, but each could be modified to provide greater,

equal treatment to all adopting parents. As you might Imagine, we see S.1479 and S.608

as falling short in providing relief for all adopting families. The wording in both

of these bills would seem to exclude two specific groups who adopt--those completing

intercountry adoptions and those that have a child placed with them by the birth
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mother. All intercountry adoptions, with the possible exception of some children

from Korea, depending upon eventual interpretation, (this because many children from

Korea are placed through U.S. agencies) would be excluded. These two bills give no

consideration whatsoever to the approximately 5,000 children that are placed for

adoption here in the United States each year by various public welfare departments

or volunteer, not-for-profit orphanages licensed in foreign countries. A viable

alternative to birth mothers is to place the baby directly with the adopting parents.

S.i?9 and 3.608 would not allow any financial relief for adopting parents who have a child

placed with then in this manner. The attitude in these two bills on this subject of

direct placement ares (&) an agency always knows best, and (b) there is something

tainted with direct placement. Neither of these attitudes are corrects (&) direct

placements work as well as agency placements, and (b) television and newspaper stories

notwithstanding, we believe that most direct placements are done in a legal manner.

Notes as a method of backing %p deductions, adopting parents might be required to

produce a copy of the expense affidavit that must be filed in many states at the

time they finalize the adoption.

S.608 has an effective date of December 31, 1981, while the other two bills use

December 31, 1980. A December 31, 1960 date would offer financial aid to a larger

number of adopting parents.

It does not appear to us that the enacement of new tax laws is the place to make

social policy on which is the "best" method of adopting. This question has been

discussed for years and we do not believe it should be answered here in the tax code.

All reasonable and necessary costs in all adoptions not in violation of either

State or Federal lawa should be allowable towards a tax deduction or a tax credit.

Of the three bills, S.1580 cones closest to fulfilling this type of broad approach.

In addition, S.1580 places a cap on the amount of expenses that would be either de-

dutible or tax creditable. The caps appear a little low based upon the experiences

of oue members. However, they are a good step in offering sone relief to adopting

parents while at the same time limiting budgetary exposure in these difficult times.
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All three bills appropriately provide for the denial of double benefits. However,

only 3.1479 goes one step further and attempts to encourage the private sector employer

by excluding from the income of an employee any benefit received from any contribution

of an employer to an adoption expense plan. Reimbursement of expenses from such a plan

would not be a deductible expense. Since only 5,000 international adoptions occur

each year, the revenue loss would not exceed $3 million per year.

I fail to see the difference between a needy child in India that is sent to an

American family by Mother Theresa and a child that happens to be born in America.

While I agree that we have a special responsibility to American-born children, we must

remember that existing law, agency practices and a typical more than three-year waiting

list for U.S. children make international adoption a last resort for most families.

The motto of Holt International puts it very well, "Every child of whatever nation

or race has the right to grow up with parents of his own. A silent call of homeless

children is to all men of good will to see that neither apathy nor prejudice, neither

custom nor geographic boundary, shall prevent these children from receiving this God-

given right."

The attached statistics, obtained from official Immigration and Naturalization

Service records, show the number of intercountry adoptions from 1969 through 1979.

These figures support our recommendation that expenses incurred through intercountry

and direct adoptions be included.

Encl.
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IM IlMY N OF PAUL BANKEM, A MIUMll' OF 'TIlE NCHMll A9.MICAN (WDICH, ON

AIxDrABLE IlIwItn, BIERME ' SI-N 2A'. i'J'lN*: C*T lV'iFNANi.U, (X IU.i'lt

16, 1981.

My name is Paul Bankerd, and I am pleased to have been invited to present

testimony today before the cxmittce on behalf ol the North Amrican Council on

Adoptable Children (NACAC). The Chaiiimin and mcnt-r-s of this Comittee are to

be comnended for the wisdcn and timeliness of their decision to hold hearings

on these legislative proposals concerning adoption (vxpems.' tuid tax deductions

and credits. Durig_,this difficult financial period, it is indeed appropriate

that those who seek to provide a stable family structure to our nation's most

vulnerable children be afforded the kind or tax i'clior that aids their efforts.

For many years, I have been an active nx txr of the North Arnricaa Council

on Adoptable Childrmn, and its local all i i lair, th (un: i on Adlptadle (li Idru n

(OAC) of metropolitan, Washington. C. Our organiv.ition is a broad-based citizen

coalition whose primary goal is to lx.lp childrx-n find perrlnent loving families.

We have over 480 local chapters all cruss the ULitxi Stat(,, with a corrbined

mnmbership of nearly 20,000. From the be-ginning of our existence we have focused

our concern on the needs of children who wait for an adoptive famly. All of 64r

members believe deeply that every child who ne dxL a family can and should find one.

We have cowe to this wcnmitment- largely because of our lxpr)nal experience in

-building our families through adoption. 1 am an adoptive p)arent: two of our

three children were added to our frami ly through alo)ti on. I amt also a current

member and former chairman of the city of Alexandria, Virginia's Social Services

Advisory Boux, and in ny pix)essiual til'e, I art a iuwag m nt. cxfxrt and inctim).

tax consultant, all of which makes k(y;n my Ix~ro)nal and professional interest in

this legislation.
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The North American Council on Adoptable Children applauds the Chairmn's

efforts to hold these bearings, as well as the efforts os those Senators who

have sponsored these legislative prosals to expand upon the adoption expense

deduction incorporated into the Economic Recovery Act of 1981. At the time of the

Ac1's passage, though we were gratified to see this issue being addressed, we were

concerned with the eligibility requirements of that law. Because those requirements

are dependent upon benefits received under other legislation, a family's ability

to participate in this tax relief could be limited due to future changes in

appropriations or amendnts to the funding measure unrelated to the tax law,

or by a restrictive interpretation from the Internal Revenue Service. I am certain

that the Ciairman and his colleagues are very much aware of the great possibility

of either occurrence.

All of the current proposals discussed in tlhoe hearings would serve to clarify

the adoption deduction provisions of the Economic Recovery Act of 1981, and would

go beyond those provisions by recognizing that adoption is a viable means of

building families, not only for children with special needs, but for all children

in need of permanent homes. Aerica draws much of its creativity and strength

from its respect for and support of the family. As a nation, we must take steps

to insure the inclusion of all of our country's children in this rich heritage.

As an adoptive parent, I have found adoption to be a wonderful method of adding

children to my family; every bit as marvelous and awe inspring as the process

of child-birth. I believe it is entirely appropriate that the legal and

administrative expenses required for the adoption process be accorded the same tax

benefits as the medical expenses involved in adding children through giving birth.

-As an national organization with active wramication with its grass-roots

memberships, we are concerned, however, with proposals to limit this deduction only

to agency placenents. We strongly and whole-heartedly agree that our nation's

tax law and public policy must in no way support, condone, or encourage illegal
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oi" "black-market" adoptions. Yet this proposal-s&-m unnecessarily restrictive.

There are many instances of legitimate placemnts made outside of agencies. Many

of NACAC's member groups mere formed primarily to support adoptive parents and

prospective adoptive parents Whose own efforts were well ahead of established

agencies in identifying and providing hamis for cfildren In neexd of permanency.

We believe that if an adoption is entered into legally, it should not be denied

the full benefits of the law. Thus, provisions denying the deduction to expenses

"incurred in violation of State or Federal law" adequately eliminate the

possibility that this deduction could be used to benefit illegal adoptions.-

As an organization which has been closely following and encouraging the

development of corporate adoption reimbursement plans, we strongly support the

provisions of S.1479 which provide for tax deductability of these plans similar

to that provided for corporate medical reimbursent plans. Again, this

approach affirm our belief that adoption is and should be a viable alternative

for adding to families, and that public policy should treat expenses involved in

the adoption process in the same manner ws it treats expon.,; of giving birth.

TMse provisions provide federal incentive to our nation's corporate industry to

join in this building up 6frinerica's family tradition. It invites their

participation in these efforts to Insuix.e a loving ix., for all our our country's

children.

In closing, on behalf of North American Council on Adoptable Children, I again

express my gratitude for the opportunity to present testimony today on these

legislative measures which will significantly Improve the federal responsiveness

to our nation's adoptive families that was initiated by the Economic Recovery Act

of 1981. We corned the members of the (Xvmittee and you, Mr. 1ainan,-for the

leadership you have shown in creating this opportunity to enlarge upon our nation's

rich heritage of family life and we stand ready to help the Congress in its

continuing effort to insure that adoption rntns a viable alternative for the

many children in this country in need of permanent, loving homes.

Submitted by: Paul Bankerd
North Awe.rican Council on Adoptable Children, Inc.
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PREPARED STATEMENT OF 15OUGLAS JOHNSON, LEGISLATIVE DIRECTOR, NATIONAL
RIGHT TO LIFE COMMITTEE

Mister Chairmn, honorable members of the canmittee, n name is Douglas

Johnson. I am Legislative Director of the National Right to Life 0nmittee.

The National Right to Life Committee is made up of the 50 state right-to-life

gops.

On behalf of the Qomnittee, I would like to testify briefly in support

of the general thrust of all three of the adoption-related bills which are

before the cauiittee today (S.608, S.1479, and 8.1580).

As you know, nowadays the expenses connected with adopting a child are

considerable in almost every case. Adoption of a handicapped child can be

particularly expensive-for many couples, prohibitively so. A humane society

must reject the idea of selectively killing sme or all handicapped children

before birth, but a humane society should also seek to assist the many couples

who aro willing to adopt children who have special needs, but who my find it

financially difficult to do so.

The recently enacted Jepsen Aimendment to the Econcmic Recovery Tax Act

of 1981 (H.R.4242) was a good first step towards addressing this problem. As

you know, the Jepsen Amendment permits a $1500 deduction for adoption of a

child designated by a state as having certain "special needs" which make him

or her difficult to place.

The Jepsen Amendment should be viewed, however, only as an initial

reform. We support removal of as many financial obstacles to adoption as

possible, whether the children involved are infants or older, and whether

they are handicapped or not.

It is unjust that current law permits tax deductions for medical ex-

penses connected with childbirth or induced abortion, but allows no such
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-deductions for medical expenses connected with adoption. This unfortunate

descrimination should be ended.

Beyond this, we believe that all expenses directly related to the adop-

tion procedure-agency fees, legal fees, court costs, and so forth-should be

fully deductible. If a dollar ceiling is plaodd upon such deductions, it

should be high enough to exclude only expenses which are clearly inflated or

unreasonable for any legitimate adoption procedure.

To the extent which society facilitates the placement of children in

loving families, through its tax laws and through other means, it lessens the

temptation for unwed mothers to opt for the violent "quick fix" of abortion.

Encouraging adoption also lessens the necessity of placing children in tem-.

porary foster care of one type or another-a practice both expensive and, in

too many cases, emotionally damaging to the children involved.

We believe that iq human term--and even in dollars-anything which the

federal government can do to remove financial barriers to adoption will in the

long run prove to be cost effective.

7hank you.
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Senator PACKWOOD. Thank you very much for the panel. I appre-
ciate you taking the time.

We will conclude on this subject with a panel consisting of
Robert Bogart and Susan Koralik. Mr. Bogart, go right ahead.

STATEMENT OF ROBERT BOGART, MANAGING DIRECTOR OF
CORPORATE HUMAN RESOURCES, AMERICAN CAN CO.,
GREENWICH, CONN.
Mr. BOGART. Thank you, Mr. Chairman. My name is Robert B.

Bogart, managing director of Corporate Human Resources, at
American Can Co. in Greenwich, Conn.

I am pleased to be here today to testify on behalf of American
Can Co. to strongly support and endorse the tax bill introduced by
Senator Metzenbaum, S. -1479, which would exclude from income
certain adoption benefits paid by an employer such as American
Can, as well as provide deductions for certain adoption expenses
paid by the individual.

We at American Can Co. consider ourselves a leader in the
benefits area, having long recognized the importance of benefits to
our employees which are valued today at approximately 40 percent
of their pay. We pioneered the concept of flexible benefits to aid,
value and help our employees meet specific needs. This program
has been in effect since 1979.

Senator PACKWOOD. Let me ask you a question about that.
Mr. BOGART. Yes, sir.
Senator PACKWOOD. When you offer this cafeteria plan, is it a

mix of benefits some of which are tax free and some of which are
not?

nMr. BOGART. Right now the way our plan is set up we have on
the plan all nontaxable benefits.

Senator PACKWOOD. All right. Thank you. Then how are you able
to-offer this adoption benefit plan, which at the moment is not tax
free as a fringe benefit?

Mr. BOGART. Well, what we would do is we would have it as part
of our core benefit program, but the employees would have to pay
an imputed income on it.

Senator PACKWOOD. All right. Thank you.
Mr. BOGART. Which is what we are supporting, that we eliminate

that.
Senator PACKWOOD. And are all of your other flexible plan offer-

ings tax free fringe benefits, or do you have some- other that have
imputed income?

Mr. BOGART. In the life insurance area, over a certain amount.
Senator PACKWOOD. Over $50,000.
Mr. BOGART. That is correct, except where we use age related

rates.
Senator PACKWOOD. Right. Thank you.
Mr. BOGART. In 1982, we added an adoption benefit program. The

medical plans have always covered the cost of having a child, but
only as a natural childbirth. This disparity in benefits to our
employees is why we began studying and implementing an adop- -
tion benefit program.

There are other good reasons for our program. When we-look at
the humdn side, we see over 60,000 homeless children under the
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age of 17. At a cost of $2,500 per child, up to $25,000 per child, even
on the low end of this cost, it represents over $150 million to
society to care for these children. Although it costs $70,000 as an
estimate to raise a child from birth to age 17, the North American
Council on Adoptable Children, in Washington, informed us that
many people that want to adopt a child find that the initial cost is
what is difficult to overcome; the ongoing cost of raising a child
they can handle.

Our benefit, which will be effective January 1, 1982, will pay
$2,000 per adoption of a child under 18 to cover legal fees, court
fees, medical costs, and any agency cost. This bill will enable our
employees to derive the full benefit of that $2,000, thus making the
program more valuable to them by not having them to pay taxes
on that amount. The bill will also, in my opinion, encourage other
companies to implement adoption programs which are socially re-
sponsible programs so that I think industry could start to make

-more of an impact on this area.
Present law does discourage these programs because of the added

cost for social security taxes and the extra paperwork involved, as
well as the communications to the employees.

Apparently, it seems that to subject adoption benefits to income
taxes unfairly penalizes people who are merely trying to create
loving families and, therefore, we strongly urge that adoption pay-
ments as a benefit to employees be treated exactly the same way
benefit plans made on behalf of natural childbirth are treated by
our various employee choice medical plans currently.

Thank you, Mr., Chairman, for allowing me this opportunity to
appear here today.

Senator PACKWOOD. Mr. Bogart, thank you.
Miss Koralik.

STATEMENT OF MISS SUSAN KORALIK, PARTNER, HEWITT
ASSOCIATES, CONSULTANTS, NEW YORK, N.Y.

Miss KORAUK. Good morning, Mr. Chairman. My name is Susan
Koralik. I am a partner and consultant with Hewitt Associates, a
firm of independent consultants and actuaries in the area of com-
pensation and employee benefits.

Recently we have worked with a number of companies interested
in adoption benefits, and today I would like to share some of our
thoughts with you based on our experience.

Adoption benefits are offered by a small but growing number of
companies. In the summer of 1980, Hewitt Associates talked with
14 companies offering some type of benefit to adoptive parents.
Since then, we have talked with a number of companies who have
recently established an adoption benefit program or who are now
considering such a program. Hewitt Associates started its own
adoption benefit plan in April of 1981.

Most of the companies we have talked with decided to add an
adoption benefit to their benefits package because they feel it is
only fair to offset some of the costs of adoption. When an employee
has a child naturally, the company's medical plan covers doctor
bills and the hospital expenses. Adoptive parents typically have no
benefits, but they may have large expenses often greater than if
they had the child naturally.

88-092 0-82-1I
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Among the existing plans we have seen three basic approaches.
The first type usually provides reimbursement for specific expenses
that adoptive parents incur; such as public or private agency fees,
court and legal fees. Other fees might be covered, such as foreign
adoption fees, medical examination costs, and pregnancy expenses
for the natural mother. Among companies we talked with, the
maximum reimbursement varied from $300 up to $2,200 and was
usually around $1,000.

As a second approach, some companies provide a set allowance
for an adoption. An employee receives a lump sum, regardless of
the specific costs involved. In our study, this ranged from $75 up to
$1,000.

In the third type of plan, the company provides for the medical
costs related to the adoption process through the company medical
insurance plan. No legal or court costs or associated costs are
covered.

One problem that the companies have cited with the experience
in adoption benefits is the taxation of the benefit awards. It is hard
to explain to an employee that adoption benefits are considered
taxable income. An employee is often. unpleasantly surprised to
-find out that his or her $1,000 benefit is reduced substantially by
taxes.

We feel that all adoption expenses provided under a nondis-
criminatory plan, should be excludable from the employee's taxable
gross income. We see three reasons for making the change.

-First, the equity issue. A parent having a natural child is able to
receive medical benefits that are not part of his or her taxable
income. In a similar way, we should encourage parents who want
to have a child through adoption and extend special tax treatment
for the expenses of adopting the child.

Second, interest in family related benefits paid by the employer
is growing. Employers are much more interested in child care
because of the provision in the Economic Recovery Tax Act of 1981
which allows employer payments toward dependent care to be ex-
cluded from the employee's taxable income. We feel that if adop-
tion benefits receive similar tax treatment, similar employer inter-
est would be generated.

And, finally, if adoption benefits are nontaxable, we see even
greater numbers of employers making this benefit available as
another option under flexible benefit programs. One reason some
employers have not considered an adoption benefit plan is that it
only affects a small number of employees. But a flexible benefit
program gives an employee the ability to choose the benefit cover-
age which best suits his or her needs. With a flexible program, an
employee that needs an adoption benefit could choose it from sever-
al nontaxable choices. Our experience has shown that interest in
the idea of flexible compensation is growing.

Hewitt Associates is now working with over 70 companies who
are looking at flexible compensation programs as the- only practical
way to meet the varying needs of the diverse work force of the
eighties.

In summary, Hewitt Associates supports the idea of providing
nontaxable adoption benefits. Thank you.
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Senator PACKWOOD. Mr. Bogart, does your company provide
adoption benefits, whether or not it is a public or a private -lace-
ment?

Mr. BOGART. Yes, they will.
Senator PACKWOOD. And let me ask you if I might, in your

experience as a consultant, most companies, if they do provide
adoption benefits, -provide them. rather as a public or a private
placement?

Miss KORALIK. Yes, they do.
Senator PACKWOOD. In your statement you made reference-to the

day care provision, tax free fringe benefit provision was passed last
year. And it was an interesting provision because it provides not
only for employer-provided day care but employer paid for day care
even off the premises. And you have indicated a growing interest
in it. Could you elaborate a little bit on that? It is a particular
provision I was interested in.

Miss KORALIK. Yes. Where we have seen the interest is in the
flexible concept of giving an employee a choice. We are working
with one large employer now who currently employs a large per-
centage of second wage earners. These people are mostly women
whose husbands can cover them under their medical plans with
their own employers. So this organization is now looking at the
alternative of giving the people a choice of either having medical
benefits provided through their organization or, in lieu of medical
benefits, taking a similar amount, which is currently running
about $1,500 for a family, and paying that instead for day care
benefits.

Senator PACKWOOD. And you have run into no problems so far, or
have-you run into much interest in employers paying for day care
off premise? A parent leaves this child at the local B'nai B'rith day
care center or the local CYO day care center, and the employer can
pay directly to that center if they choose to. Have you run into any
of this?

Miss KORALIK. That approach is more common.
Senator PACKWOOD. What approach?
Miss KORALIK. The approach of having off premises, so that the

employer is not offering the day care center itself, but just paying
the expense to whatever day care center the individual is using.

Senator PACKWOOD. And which one did you say is more common?
Miss KORALIK. That one is more common.
Senator PACKWOOD. That one is more common?
Miss KORALIK. Yes.
Senator PACKWOOD. I would assume so for most smaller employ-

ers. It just does not make sense for them to have an on premise
day care center.

Miss KORALIK. Yes.
Mr. BOGART. Mr. Chairman, I could elaborate on it. We, at

American Can, did look at a non-premise center and there is a lot
of complications and legal risks that-you have to encourage the
company to set one up for very little usage. So we are now piling a'
program with an agency in White Plains to have an off campus
one. So that is the way to go. And what we are trying to do is see
where to meet specific needs of our employees the idea over time is
to get them to trade off some other benefits to be able to meet theift
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needs, because the cost of a lot of these programs, as you want to
do more for the employees, it still does incur a lot of cost for the
company.

Senator PACKWOOD. There is no question that day care widely
expanded is a costly benefit.

Mr. BOGART. Yes.
Senator PACKWOOD. I am sure it varies between New York City

and Newport, Oreg. But I don't know of any place where reason-
able day care cost is very inexpensive.

I would appreciate it if you would do a little followup and send
me some information about how it is working on this off premises
center. That is the conclusion I came to after testimony that most
parents would rather leave their child if they could with some
neighborhood center where the children would be with peQple they
will be with on the weekend, rather than carting them across town
to the work premises.

Mr. BOGART. That's correct. In our study, we did a survey of our
employees and found that exactly right. People do not want to
bring their children to the work site or somewhere close to the
work site, but in certain cases where you don't have that choice,
you don't have a neighbor or a grandmother or something like
that, then it is a necessity.

Senator PACKWOOD. If you could send me some further detailed
information on that I would appreciate it.

Mr. BOGART. I would be glad to do that, Senator.
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American Can Company

Robert B. Bogart American Lane
Managing Director Greenwich, Connecticut 06830
Corporate Human Resources 203-552-4322

November 9, 1981

The Honorable Robert Packwood
1312 DSOB
Washington, D.C. 20510

RE: American Can Company - Day Care Benefits and Flexible Benefits

Dear Senator Packwood:

It was indeed a pleasure meeting you and testifying at the October 16th
hearing you chaired of the Senate Finance Subcommittee on Taxation.
I appreciated the opportunity to support the tax bill on adoption
benefits introduced by Senator Metzenbaum (S. 1479). After my testimony
we discussed day care benefits and I mentioned we had done considerable
work in that area. You expressed an interest-in day care benefits
and requested I send you the material I have. This letter and the
attachment are in response to your request. Please excuse the slight
delay which is due to the fact I was out of the office for two weeks
after October 16th.

At American Can we have actively investigated the area of Day Care
coverage since early 1978. Our interests were two-fold:

What business opportunity was offered due to the changing family
structure and the growing need for Day Care; and

a How could ACC provide its employees with a meaningful Day Care
Benefit.

At the present time we are planning to implement a Day Care Benefit for
our employees effective January 1, 1983, as an option under our Flexible
Benefits Program. It will be possible for the company to offer this
expensive benefit because of the tax treatment of child care benefits
resulting from recent changes in the tax law. Under our Flexible Benefits
Program, employees will be able to direct company money to pay for Day
Care as a trade off to other benefits without incurring imputed income.
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I thought it would be helpful to take you through the entire evolution
of Day Care at American Can.

Day Care as a Basiness Opportunity

In early 197.8 a Day Care Task Force evaluated the possibility of American
Can Coqmany's establishing a Day Care business. (The detailed results
of this study are found in the attached Task Force Report.) The Task
Force identified three problems of sufficient magnitude that they recommended
against pursuing Day Care as a business opportunity at that time:

1. High capital. investment required to set up a Day Care facility:

* To construct a building - $235,000 - $360,000

* To renovate a building - $ 85,000 - $160,000

2. High ongoing cost to the client company for a quality benefit
affecting few employees:

* Based on five groups of children - $150,000 - $200,000

* Cost/Child/Week .- based on operating expenses only ($166,920) and
assuming full enrollment of 50 for 52 weeks/year - $64.20.

3. Unceirtainty of being able to achieve full enrollment (S0 children at
the facility) year after year.

The Task Force did, however, recommernd that Human Resources consider Day
Care as a benefit to employees because: -

1. If a Day Care Center was successfully established, American Can could
use its results and the experience gained to re-evaluate the business
potential.

2. If the need for Day Care at American Can was not found to exist or a
center could not be justified due to little employee support, these
results would further support the recommendation that the company not
enter the Day Care business.

Day Care as an /4kplfo Benefit - Corporate Day Care Center at Corporate
Headquarters

Based on the Task Force's recommendations that American Can consider
establishing a Day Care Center as an employee benefit, we conducted a survey
to ascertain employee attitudes towards and interest in corporate Day Care.
A telephone survey of Headquarters employees having children age 6 or
under, was designed by Peter Honig Associates, Inc.
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To mask our interest in Day Care, the survey also covered employee's
rating of the American Can Benefit Program and their opinions on an
automotive service center and/or company sponsored store at Headquarters.
Overall employee reaction to Day Care was favorable, as the results below
indicate:

Bplo ees Employees
Attitude Towards with without Combined

Corporate Eligible Eligible Employee
Day Care Center Children Children Response

Excellent 341 30 321
Very Good 25 18 21
Gobd 29 20 23
Fair 6 13 10
Poor 7 17 13

Number Surveyed 151 259 410 -

However, when asked if they would, in fact, use a company sponsored Day
Care Center only 7% of the employees with eligible children said that
they would definitely use such a facility, while an additional 13% said
that they would probably use such a center.

The main reasons for lack of interest in using a Day Care Center were
that the majority of eligible employees were men whose wives were at
home with the children (47%) or that their children were already enrolled
in nursery school (21%). An additional 11% indicated that the trip to
Headquarters was just too long for their children.

Based on this response, we estimated that between 30-35 children were
likely to use a Corporate Day Care Center. Since we had identified S0
children as the inium number needed in order to efficiently operate a
Day Care Center, Human Resources recommended against pursuing the matter
further at that time.

An additional factor that contributed to that recommendation was the fact
that several employees who did not have eligible children complained that
a Day Care Benefit would be unfair - resulting in preferential treatment
for employees with young children. Since this was before the introduction
of our Flexible Benefits Program, these employees had a valid point.

Although we decided not to implement a Day Care Benefit in 1978, we did
not lose interest in such a benefit. We kept abreast of developments in
this area and became actively involved with the Child Care Council of
Greenwich.

In addition, we have recently made a $3,000 contribution to a newly opened
Day Care Center in White Plains, N.Y. Our Director of Salaried Benefits
is an ex-officio mcinber of this Day Care Center's Board of Directors, which
will provide us with actual "hands on" experience with Day Care Centers.
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Other Conpanies' Experience

In 1978 and again in 1981 we contacted several companies that had
implemented on-site Day Care programs for their employees. Several of
these companies reported that their experiments in Day Care had been
unsuccessful. Among these firms were:

KIH

Skyland Textile
Tyson Food
Cincor

The successful Day Care programs were all subsidized by the sponsoring
company, and for the most part, involved employee populations that were
centrally located within a short comuwte from the worksite. A summary
of our findings follows:

Corning

Forney Engineering

Official Airlines
Guide*

PCA

Stride-Rite

Wang

Number of
Bployees Children

Only ? Enrolled

No 24

No

Yes

Yes

No

No

63

20

180

so
65

*Official Airlines Guide's Center opened 1/5/81.
capacity (35) in April.

Waiting
List

Max.
Charge

Per Child

Yes $38/wk.

Long $28/wk. - EEs
3S/wk. - Outside

No $40/wk. now - will
be $60/wk. (infants)

10 $25/wk.

35 $25/wk. - EEs
50/wk. - Outside

Expect 24 by February,

In the cases of Stride-Rite and PCA, the Day Care Centers were not only
successful, but were growing, as can be seen below:

Number of Children

Enrolled

1978 1981

Stride-Rite

PCA

45

141

sO*

180

*Stride-Rite is licensed for 60, but the director allows only 50. Average
attendance at Stride-Rite is 47.



168

The Future of Day Care as an Euployee Benefit

There is a clear need for business to become actively involved in Day
Care:

- "0 Nore than 50% of all women are now working - comprising almost half
the adult labor force;

- FeWe- than 10% of American families are now comprised of a working
-, , ther and two or more children;

* Over 40% of all families now consist of a working couple;

o Over 17% of all families are maintained solely by a mother;

* Divorce rates have skyrocketed, and over 50% of all divorces still
involve young children.

- In 197S there were more than 3.4 million children in some form of Day Care
of a f l time basis (i.e., 30 hours or more per week); another 2.8 million
were in part time care (i.e., 10-29 hours per week); and another 16.7 million
received occasional care (i.e., less than 10 hours per week). In other
words, almost 25 million children were involved in some sort of Day Care.
1b4re than half of the children in Day Care are under six years of age,
and of these, approximately 701 are under three. Without adequate Day
Care facilities, therefore, many women would find it impossible to continue
working, resulting in the loss of trained workers, the disruption of family
life, and further strain on an already sagging economy.

However, Day Care is expensive. Government subsidized Day Care slots range
from $25 to $40 per week, while private facilities are usually more

*- expensive. (Note: The Day Care Center we have contributed to has weekly
fees that xange from $55 to $105, depending upon total family income.)
While the neaf6ir-Day Care assistance is obvious, there have been sizable
obstacles facing companies wishing to provide such a benefit. First are
all the problems I have so far described if a company wants to operate its
own facility. Even if cost were not a consideration, the operation of a
central facility does not make sense for companies with a widely dispersed
labor force. Second, employees without eligible children may resent the
"special" treatment being given to employees with eligible children,
resulting in reduced morale and even possible hostility towards this
benefit and the company. Finally, benefits paid to employees for Day Care
have, historically, represented taxable income to the employee.

We are convinced that the first problem is insurmountable for most large
companies. It is impossible to staff Day Care Centers at each of over-100
operating plant and office locations. Even if such a move were possible,

-employees often reside throughout a broad geographic area, frequently at a
sizable distance from their worksite. At our Greenwich Headquarters, for
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example, employces live in Connecticut, New York and New Jersey and many
comute fron as far away as Danbury. The other two problems can now be
easily overcome. The-B onomic Recovery Tax Act of 1981 established a new
nom-taxable employee benefit: "Dependent Care Assistance". This legislation,
effective January I, r982, permits an employer to provide payment for Day
Care which will not be -includable in the employee's gross taxable income.
Because of this favorable tax treatment, we are actively developing a Day
Care Benefit for salaried employees of American Can, which we hope to
introduce by 1983, as I mentioned earlier. --

Due to the nature of our Flexible Benefit Program, we avoid entirely the
perception by one group of employees that any other group is receiving
special treatment. Under our program, each employee starts out with a
predetermined amount of Flexible Credits (i.e., company provided money)
which can be used to purchase whatever benefits he/she needs or wants.
B proyees can allocate "credits" for such benefits as:

Medical Coverage
Dental Coverage
Vacation
Disability Insurance
Capital Accumulation/Retirement

Not only do our employees have a choice between the broad categories-of
coverage, but they have choices within each category. We offer employees
a choice of at least five basic health plans, for :example, and where
available, these choices are further expanded by local HMO options.
Adding a Day Care benefit will not change the way any employee is treated,
but it wil provide a greater range of choice to every employee as to
where to-spend his/her benefit dollars and it will be a very valuable
benefit to those employees who because of their personal situation have a
need for Day Care services.

We are currently investigaffing the possibility of providing employees with
a "Flexible Salary". Under such an arrangement, an employee would be able
to use a predetermined portion of his/her salary to pay for benefits in
excess of the company provided credits. If this program is implemented,
employees will have a much greater choice in the design of individual
benefit plans and have the opportunity to trade off a portion of their
base salary for benefits which can also be very tax effective. We believe
that greater choice is a worthwhile goal for several reasons:

* Bmployees can have the benefits they actually want - after all, we
don't tell employees how to spend their salary, why should we tell
them what benefits to take;

* A Flexible Benefits Program is cost effective - competition between
benefit options is encouraged and employees become cost conscious.
We have found, for-example, that when given a choice, the majority
of our employees do not select the most expensive health care plan.
Instead, they choosepans which require a greater degree of "self-
insuring" on their part so that they can "buy" other benefits which
they need or want;
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It allows the company to offer benefits that are significant to only
a small part of the workforce - such as Day Care - without fearing
employee resentment or hostility and-significant added costs to the

- company, -

I hope this letter and the attached report provide you with information
which will be useful to you. I am also sending you an employee booklet
and a newsletter about Americah Can's innovative Flexible Benefits Program.
If I can-provide you with any further information on our Program, our
Adoption Benefit, or the benefit we are developing to provide Day Care
assistance, please do not hesitate to contact me. We are, of course,
appreciative of all legislation which will allow progressive benefit
programs such as our Flexible Benefits Program and we look forward to
further favorable legislation in the cafeteria benefit area. Thank you
for taking the time to review this material and gain a better understanding
of employee benefits. It is only through the interest and actions of
legislators as yourself and Senator Metzenbaumn that progress keeps getting
made in this important area.

Sincerely,

R rt
Robert .B r

RBB/saf
Attachments

cc: Senator Metzenbaum

bcc: S. J. Giudice
W. J. Carlin
M. J. Scott
J. A. Haslinger
R. H. Felder
PF.f._Vaaieureia
W. P. Swigart *f
E. D. -Kratovil-
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Senator PACKWOOD. Now, let me ask you, are either one of you
familiar with any other companies that provide auto care benefits?

Miss KORALIK. No, I am not.
Mr. BOGART. I could elaborate on that for a second.
Senator PACKWOOD. All right. [Laughter.]
Go ahead.
Mr. BOGART. We at one time did look at it. We have an under-

ground garage at our facility at American Can Co., and we did look
at the possibility of having you-leave your car there and somebody
would come in and pick it-up. But there seemed to be, again, there
was a certain code problem, building code and all kinds. We
wanted to set up a garage to get the tires changed and all that. But
there seems to be that the Government and State agencies and
everything else threw up more road blocks than it was worth. That
is usually the problem.

Senator PACKWOOD. That is interesting. With this other company
that provided it, they never mentioned that. And they simply went
to it from a cost standpoint. They were a large suburban company
in an area with no good mass transit and no nearby car repair
facilities. And they did it from strictly a self-interest standpoint.
They say it has worked out very, very well and, from the employ-
ees' standpoint, very satisfactorily. But they never mentioned any
of these roadblocks. But it is a different State from New York.

Mr. BOGART. Right. As a matter of fact, you didn't want to
mention the name before, but I would be interested if you could
send me the name of that company. I would like to contact them
and talk to them about it.

Senator PACKWOOD. Talk to me afterwards and I will tell you
who it is. I just don't want the IRS to find out yet.

Mr. BOGART. Thank you. [Laughter.]
[The prepared statements of the preceding panel follows:]
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CX14.UTrEE ON FINANCE
UCUM ATS S2UAM

Written Statement By:

Robert B. Bogart
Managing Director, Corporate Hman Resources

rican Can ny
American Lane
Greewich, Connecticut 068S0

October 16, 1981

SJ&JUCT OF STA M: S. 1479 INTI0DJCED BY SENAT0R IMBAN ON ADOPTION BENEFITS

For many reasons, American Can Company strongly supports the tax bill introduced
by Senator N4tzenbam (S.1479) which would exclude from income certain adoption expenses
)aid by an employer, as well as provide a deduction for certain adoption expenses paid

an individual.

At American Can, as is the case at other corporations, benefits are an important
part of our employees' total compensation. Today the average employee's total bene-
fit package is worth approximately 401 of his or her pay. At American Can, we have
long recognized the importance of employee benefit programs. Several years ago, the
management of American Can concluded that the traditional approach to employee benefits
was not adequate to meet the diverse and ever-changing needs of an increasingly complex
workforce. Because of this, we pioneered the concept of Flekible Benefits, thereby en-
abling our employees to select those benefits which they truly need. This program has
been in effect for all of our salaried employees since 1979.

In 1982 we are further attempting to meet the new and non traditional needs of our
employees by offering a Financial Planning benefit and by instituting, as part of our
CORE coverage, an Adoption Benefit. For years major benefit plans have covered all, or
most, of the costs associated with having a child - but only if the mother physically
gave birth to that child. In those cases where the parent or parents either could not
have a child naturally, or chose not to do so, whether for medical, religious or other
reasons, but.still wanted a child, the traditional benefit plan offered no assistance.
These parents were faced with two alternatives: either forgo having a child at all,
or personally incur a substantial expense in order to adopt a child.

This disparity in the way that our benefit plans covered our employees was the ini-
tial reason we began studying the possibility of implementing an adoption benefit. How-
-ever, as our research progressed, another good reason emerged for providing a benefit of
this type. Simply put, it is estimated that there are more than 1SO,000 homeless children
in the United States today who are eligible for either adoption or foster homes. While
accurate statistics are not available, our best estimate is that almost 2 to 3% of all
children in the U.S. age 17 and younger are currently without a home. Even if this es-
timate is inaccurate and only 1% of children under 17 fall into this category, we are
still talking about more than 60,000 children. The human problem is only part of this
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story. The Adoption Resource Center in Boston, Mass., estimates that the anmual cost
to care for these children in public and private institutions ranges from a low of
$2,S00 per child to a high of 325,000. At the minimn, then, the annual cost to
society to care for these children is in excess of $150 million.

We haven't deluded ourselves into thinking that a single company's Adoption
Benefit - or for that matter even onwy companies' programs - will solve this problem.
Raising children is a tough, demanding and expensive task and a benefit which pays up
to $2,000 toward the expecss of an adoption is minimal with respect to the other ex-
penses associated with children. Just last December, for example, U. S. News A World
Report estimated that it cost $70,000 to raise one child from birth through age 17.
However, such a benefit may make some difference. Hs.- Laurie Flynn, of the North
American Council on Adoptable Children in Washington, D. C., informed us that many
people who want to adopt a child find the initial cost a difficult or even an im-
possible-barrier to surmount, although they can afford the ongoing expenses.

Our benefit is not intended to solve a social problem of this magnitude. However,
as a leader in industry in the area of employee benefit plans, we are hopeful that more
cacpanies will join us and the few other major corporations providing adoption benefits
to employees, so industry can begin to make an impact in this area. Favorable tax
legislation which will increase the value of employer-provided adoption benefits will
encourage more corporations to join the leaders in iMlementing such socially respon-
sible programs. Adoption assistance is presently being discouraged by the tax code
since it is considered regular ;.come for tax purposes,and socompanid giving it in-
cur added costs for social security taxes and an extra burden of paperwork.

American Can's new Adoption Benefit,- effective January 1, 1982, will pay up to
$2,000 per adoption of a child under age 18, to cover legal fees, court costs, medical
expenses and agency charges. This benefit is primarily aimed at providing equal treat-
ment for all our employees in the form of some initial financial assistance to those
employees who choose to open their homes and their hearts to a child who might other-
wise grow up without a family. It seems to us that to subject this benefit to income
ta. unfairly penalizes people who are merely trying to create loving families, and we
strongly urge that benefit payments made for adoptions be treated in exactly the same
fashion as benefit payments made on-behalf of a natural birth, which are covered by
our various employee-choice medical plans.
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Committee on Finance, United States Senate
Subcommittee on Taxation and Debt Management
Written Statement by:

Susan Koralik
Partner with Hewitt Associates
600 Third Avenue - 38th Floor
New York, NY 10016

October 16, 1981
Subject of Statement: S. 1479

My name is Susan Koralik and I am a partner and consultant with
Hewitt Associates. Hewitt Associates is a firm of independent
consultants and actuaries in the area of compensation, employee
benefits, communications, and related financial and human resource
functions.

Recently we have worked with a number of companies interested
in adoption benefits--and today I would like to share some thoughts
with you on this subject. Let's consider these four points:

" First, how prevalent adoption benefits are,

" Second, why organizations are considering adoption benefits,

" Third, what companies are actually doing and what kind of
problems they are running into,

" And fourth, why Hewitt Associates feels that adoption

benefits should be excludable from the taxable gross
income of an employee.

Adoption benefits are offered by a small, but growing number of
companies. In the summer of 1980, Hewitt Associates talked
with 14 companies offering some type of benefit to adoptive
parents. Since then, we have talked with a number of companies
who have recently established an adoption benefit program or who
are now considering such a program. Hewitt Associates started
its own adoption benefit plan in April of 1981.



170

Most of the companies we talked with decided to add an adoption

benefit to their benefits package because they feel "it's only

fair" to offset some of the costs of adoption. -When an employee

has a child naturally, the company's medical plan covers doctor

bills and hospital expenses. Adoptive parents are not covered

by pregnancy benefits, but they may have large expenses through

adoption, often greater than if they had a child naturally.

What type of adoption benefits are actually being offered? We've

seen three types of plans:

o Type I--Usually there is a reimbursement for specific

expenses that adoptive parents incur, such as public or

private agency fees, court and legal fees. Other fees

might be covered, such as foreign adoption fees, medical

examination costs, and pregnancy expenses for the natural

mother. Among companies we talked with, the maximum
reimbursement varied from $300 to $2,200 and was usually

$1,000.

* Type II--Sometimes a company provides a set allowance for

an adoption. An employee receives a lump sum, regardless

of specific costs involved. In our study, this ranged from

$75 to $1,000.

* Type III--In the third type of plan, the company provides

for the medical costs related to the adoption process

(e.g., those associated with the child's birth) through

company medical insurance plans. No legal or court or

other associated costs are covered.

One problem companies have experienced with adoption benefits

plans is the taxation of benefit awards. It is sometimes hard

to explan to an employee that adoption benefits are generally

considered taxable income. An employee is often unpleasantly

surprised to find out that his or her $1,000 benefit, for example,

is substantially reduced by taxes.
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We feel virtually all benefits for adoption expenses, provided

under a nondiscriminatory employer plan, should be excludable

from an employee's taxable gross income.

First, let's look at this issue from the viewpoint of a parent

having a child. A parent having a child naturally is able to-

receive medical benefits that are not part of his or her taxable

income. And typically, it is only medical expenses that a parent

incurs when having a child. In a similar way, we should encourage
parents who want to have a child through adoption. Just as parents

receive special tax treatment for the medical expenses of bearing

a child, so should there be special tax treatment for the expenses

involved in adopting a child.

Second, interest in family related benefits paid by the employer

is growing. Employers are much more interested in childcare

because of the provision of the Economic Recovery Tax Act of 1981 /

which allows employer payments toward dependent care to be excluded

from an employee's taxable income. We feel that if adoption benefits

receive similar tax treatment, similar employer interest would be

generated.

And third, if adoption benefits are nontaxable, we see even greater
numbers of employers making this benefit available as another

option under flexible benefit programs. One reason some employers

have not considered an adoption benefit plan is that it only

affects a small number of employees. But a flexible benefit pro-

gram gives an employee the ability to choose the benefit coverage

which best suits his or her needs. With a flexible benefit program,
an employee that needs an adoption benefit could choose it from

several nontaxable choices. Other employees can choose other
benefits that meet their own needs. nur experience has shown

that interest in the idea of flexible compensation is growing.
Hewitt Associates is now working with over 70 companies who are

looking at flexible compensation programs as the only practical wky
to meet the varying needs of the diverse workforce of the 80's.

In summary, Hewitt Associates feels that any policy that may

encourage adoptions is in the best public interest.

88-092 0-82--12
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Senator PACK'OOD. I have no other questions. Thank you very
much for coming today.

We will move on to a different subject, and we have a variety of
witnesses ,and topics on the mortgage bond issue, veterans' bonds,
mortgage subsidies, generally. And we will start with Staryl
Austin, the Director of the Department of Veterans Affairs in
Oregon testifying on S. 425. Goodmorning. Good to see you again.

Mr. AUSTIN. It is nice to be here.

STATEMENT OF STARYL AUSTIN, DIRECTOR OF DEPARTMENT
OF VETERANS' AFFAIRS, SALEM, OREG.

Mr. AUSTIN. Mr. Chairman, for-the record, I am Staryl Austin,
Jr., the director of the Oregon Department of Veterans' Affairs.
And I appreciate very much the opportunity to appear before you
today.

I am particularly concerned about the effect of the Mortgage
Subsidy Bond Tax Act of 1980 on veterans' home loan programs,
and, specifically, the Oregon program.

Our program was conceived early in World War II by a group of
Oregon World War I veterans who felt that the State had not
treated them well on tbeir return, and that the time to plan for the
mass of World War II veterans who would return soon was now. At
Aheir insistence, the 1943 regular session of the Oregon Legislature
adopted a constitutional amendment which was referred to the
people and accepted in 1944. And in 1945, the enabling legislation
was passed. Our program has been in continuous operation since
1945.

Since that time, we have made over 256,000 loans for the pur-..
chase and improvement of homes and farms. The total dollar
volume as of September 30 of this year was $6,651,000,000. You can
se- from these numbers that we are a very large operation. We
have become very important not only to the veteran population of
Oregon but to the economy as-well.We were aware of the various forms taken by the Mortgage
Subsidy Bond Tax Act of 1980 from its inception in the House
Ways and Means Committee in early 1979. Its final form, which
came as an amendment to the Omnibus Reconciliation Act of 1980,
was not what we had hoped for and we are left with several
problem areas because of it.

Senator PACKWOOD. Let me ask you a question. And later on in
your testimony you have some testimony on the general problems
faced. But what went wrong on those two issues? I know in his past
that Congressman Ullman thought-and, by and large, the House
took care of the bulk of that bill-thought the Oregon veterans
bond program was covered. It was only retroactively we discovered
that it was not as far as those two placements. Can you shed some
light on what happened?

Mr. AUSTIN. Mr. Chairman, I am not exactly sure what hap-
pened. I know what we have heard in Oregon, and essentially it is
the fact that the bill became an amendment to the Reconciliation
Act rather than the original Ullman bill, and that the details were
ironed out in a conference committee. The ,ersion that passed had
been around, but was not the one that Mr. Ullman thought was
going to come through apparently. And we were assured at the
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beginning, as I think all of the Members of the Oregon congression-
al delegation were, that the bill itself, as it was coming through in
that process, did not affect our program. However, it did. And the
first and most immediate effect of that program was the prohibi-
tion on refinancing, which is addressed in S. 425. On January 1,
1981, the effective date of the act, about-1,450 Oregon veterans had
pending loan applications involving some form-of refinancing. The
majority of those veterans have now been denied loans totaling
more than $66 million because of that restriioni.- --

A major problem relating to the refinancing applications was the
absence of the required IRS regulations on the effective date of the
act. My deputy director and an assistant attorney general from
Oregon who was working with us came to Washington in early
January of 1981 to talk to the IRS about the-act. After that visit,
Oregon s attorney general issued, at my request, a formal opinion
setting forth guidelines for us to follow pending issuance of the IRS
regulations. The proposed regulations were not issued until July 1,
1981, and are not yet finally adopted. We will appear at a hearing
to be held on November 5 on those regulations.

During the 6-month period when we were operating without the
regulations, we relied on our attorney general's opinion for the
definition of what constitutes "interim financing." That opinion,
and our experience of 35 years in dealing with interim loans,
indicated that a 2-year loan was about the minimum available
from any source, and that many loans up to 5 years in length were
treated as interim loans by other lending institutions. Our attorney
general suggested that we use the 2-year limit pending issuance of
regulations. And what happened there is that we actually did use
that limit pending issuance of the regulations, but on July 1 when
the regulations were published, we still had people out who, at our
advice, had obtained interim financing which was up to 2 years in
length. So they were caught, on our advice and on the advice of<-
Oregon's attorney general, in a situation where we could not honor
their request.

The proposed regulations which were issued on the 1st of July
limited interim financing for a period of 6 months. In our judg-
ment, that limit is arbitrary and is absolutely unrealistic. We
request that the committee consider some action which would
allow the broader definition of "interim financing."

We believe that 2 years is a realistic minimum time for such
financing, and we will make an appeal to IRS for that modification
on the 5th of November.

A simple, and, in my judgment, realistic approach to the problem
I have outlined would be to repeal a portion of the 1980 amend-
ment to the Internal Revenue Code of 1954. Specifically, Internal
Revenue Code- section 103A(cX3) defines a qualified veteran mort-
gage bond. It is defined for the purposes of this section, the term"qualified veterans' mortgage bond" means "any obligation, (a)
which is issued in registered form as part of an issue substantially
all of the proceeds of which are to be used to provide residences for
veterans; (b) the payment of the principal and interest on which is-
secured by a general obligation of a State; and, (c) which is a part
of an issue which meets the requirements of subsection (iX2)."
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It is subsection (2) which provides that no part of the proceeds
of a bond issue may be used to acquire or replace existing mort-
gages. Repealing subsection (c) of the definition of a qualified veter-
ans-mortgage bond would eliminate that reference and would solve
our problem.

An additional problem faced by the program, but not yet in
place, is the act's requirement that qualified veterans' mortgage
bonds be in registred form beginning on July 1, 1982. That subject
has, or will be, presented to you by our deputy State treasurer,
Fred Hansen. And I understand that testimony is to be submitted
in writing rather than verbally. I mention it only to advise you
that the department of veterans' affairs strongly supports that
position.

I also would disagree with a remark that was made by Secretary
Chapoton a few moments ago in his estimate of cost of registration
of bonds. We have talked at length with our advisers and contacts
in the marketplace, and the indication they give us is a 60-to-100-
basis point penalty for that process, six-tenths of 1 percent to 1
percent of interest.

Senator PACKWOOD. In case I forget to ask, I might ask other
witnesses to comment on that. That is normally what I have heard,
that if you are going to register these, there is going to be a
significant increase in cost. And if there is a way you can accom-

-plish registration without any increase in cost, I am not sure of
much objection, but I would appreciate the other witnesses also
talking about that issue.

Mr. AUSTIN. I think we would be interested in talking with Mr.
Chapoton and finding out what that method is.

An even broader and more acceptable approach, as far as veter-
ans are concerned, might be to consider that only six States had
veterans' home loan programs in place on January--1, 1981. Those
State programs could be exempted from the Mortgage Subsidy
Bond Tax Act of 1980 on the basis that they were in existence,
were regulifted by the States and were providing a needed service
to veterans. Such a compromise would protect preexisting pro-
grams and would allow any new State-generated programs to be
put in place under the terms of the act.

I would also call to your attention a resolution adopted at the
recent annual meeting of the National Association of Directors of
Veterans' Affairs, calling for an outright repeaL.of that portion of
the Mortgage Subsidy Bond Tax Act of 1980 which regulates quali-
fied veterans' mortgage bonds. That resolution has been provided
to you from another source. I mention it here only to advise you
that we in Oregon had a part in its development and that we
supported it at the time it was accepted.

Mr. Chairman, also with me in the audience, and not testifying
today, is Gary Lockwood from the State military department in
Oregon, and he is concerned about the IRS regulation, use of the
definition of "veteran." It goes to the United States Code, which is
a proper place, but we find that the definition in the United States
Code, in title 38, has kind of been-overtaken by time, and it
eliminates people who are actually on active duty in what is de-
ined-as a training status, but it is under title 10 of the United
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States Code, the samt as extended active duty personnel who serve
in the regular forces.

Now, there has been a movement in Oregon for the last four
sessions of the legislature to arrange a method for Guard members
to participate in our program as an incentive for retention. The
Mortgage Subsidy Bond Tax Act of 1980, with that definition,-
eliminates the possibility of our including members of the Guard
under our program. So- I would commend his written testimony to
you as well.

[The prepared statement of Staryl C. Austin, Jr., follows:]



-176

Department of Veterans' Affairs
GENERAL SERVICES BUILDING. 1225 FERRY STREET S.E., SALEM, OREGON 97310

October 16, 1981

STATEMENT BY STARYL C. AUSTIN, JR., DIRECTOR,

DEPARTMENT OF VETERANS" AFFAIRS, STATE OF OREGON

Mr. Chairman, members of the committee:

For the record, I am Staryl. C. Austin, Jr., Director of the Oregon

Department of Veterans' Affairs. I appreciate the opportunity to

appear before you today to discuss our farm and home loan program

for veterans, and the effect of the Mortgage Subsidy Bond Tax Act of

1980 (Public Law 96-499, Section 1101 et seq.)

Our program was conceived early in World War II by a group of Oregon

World War I veterans who felt that the State had not treated them

well on their return, and that the time to plan for the mass of World

War II veterans who would return in the near future was at hand. At

their insistence, the 1943 session of the Oregon Legislature adopted

a Constitutional Amendment which was referred to the people and

accepted in 1944. The 1945 Legislative session then adopted the

enabling statutes. Our program has been in continuous operation since

that time.

Since 1945 we have made 256,973 loans for the purchase and improvement-

of homes and farms. The total dollar volume as of September 30th of

this year was $6 billion 651 million dollars. You can see from those

numbers that we are a very large operation. We have become very
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important not only to our-veteran population, but to the economy of Oregon.

We were aware of the various forms taken by the Mortgage Subsidy Bond Tax

Act of 1980 from Its inception in the House Ways and Means Committee in early

1979. Its final form, which came as an amendment to the Omnibus Reconciliation

Act of 1980, was not what we had hoped for, and we are left with several

problem areas because of it.

The first and most immediate effect was the result of the prohibition on

_____refinancing contained in the Act. On January 1, 1981, the effective date

of the Act, about 1450 Oregon veterans had pending loan applications

Involving some form of refinancing. The majority of those veterans have

now been denied loans totalling more than $66 million dollars because of
-- -that restriction.

A major problem relating to the refinane4ng applications was the absence

of the requiredInternal Revenue Service regulations on the effective date

of the Act. My Deputy Director and an Assistant Attorney General, who was

-working with us, came to Washington in early January, 1981, to talk to the

IRS about the Act. After that visit, Oregon's Attorney General issued, at

my request, a formal opinion setting forth guidelines for us to follow

pending issuance of regulatios by IRS. The prop-osed IRS regulations were

not issued until July 1, 1981, and are not yet finally adopted.-We will

appear-at a hearing concerning those regulations on November 5th.

During the six month period when we were operating without IRS Regulations,--

we_-elied on our Attorney General's Opinion for the definition of what

constitutes interim financing. That opinion, and our experience of thirty
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five years in dealing with interim loans, indicated that-a two year loan

was about the minimum available from any source, and that many loans up

to five years in length were treated as interim financing by other lending

institutions. Our Attorney General suggested we use the two year limit

pending issuance of regulations.

The proposed IRS Regulations, issued on July 1, 1981, limit interim financing

to a period of six months. In our judgement, that limit is arbitrary and

absolutely unrealistic. We request that the committee consider some action

which would allow the broader definition of interim financing. We believe

that two years is a realistic minimum time for such financing. We will make

an appeal to IRS for that modification on November 5.

A simple, and, in my judgement, realistic approach to the problem I have

oulined wauld be the repeal of a portion of th 1980 amendment to the

Internal Revenue Code of 1954. Specifically, IRC section 103A(c)(3) defines

a qualified veteran mortgage bond:

"(3) QUALIFIED VETERANS' MORTGAGE BOND DEFINED. --

For purposes of this section, the term 'qualified veterans mortgage

bond' means any obligation - -

(A) Which is issued in registered form as part of an issue substantially

all of the proceeds of which are to be used to provide residences for

veterans,

(B) the payment of the principal and interest on which is secured by

the general obligation of a state, and

(C) which is part of an issue which meets the requirements of subsection

(j)(2)."

,c-v
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It-is subsection (j)(2) which provides that no part of the proceeds of a

bond issue may be used to acquire or replace existing mortgages.-(IRC

sec 103A(J)(2) ). Repealing subsection (c) of the definition of a

qualified veterans mortgage bond would eliminate that reference and solve

our problem.

An additional problem faced by the Oregon program, but not yet in place,

_is the Act's requirement that Qualiffed Veterans Mortgage Bonds be in

registered form beginning on January 1, 1982. That subject has (or will

be) presented to yoj by our Deputy State Treasurer, Mr. Fred Hansen. I

mention it only to advise you that the Department of Veterans' Affairs

strongly supports his position.

An even broader and more acceptable approach might be to consider that only

six states had veterans home loan programs in place on January 1, 1981.

Those State programs could be exempted from the Mortgage Subsidy Bond Tax

-Act of 1980 on the basis that they were in existence, were regulated by the

States and were providing a needed service to veterans. Such a compromise

would protect pre-existing programs and would allow any new State-generated

programs to be put in place under the terms of the Act.

I would also call to your attention a resolution, adopted at the recent

Annual meeting of the National Association of Directors of Veterans Affairs,

calling for outright repeal of that portion of the Mortgage Subsidy Bond

Tax Act of 1980 which regulates Qualified Veterans Mortgage Bonds, That

resolution has been provided to you from another source. I mention it here

only to advise you that we in Oregon had a part in its development and that

we supported it at the time it was adopted.

Mr, Chairman, that completes my prepared statement. I will be glad to

respond to questions.
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Senator PACKWOOD. I saw Gary in the audience. He is an old,
long-standing friend of mine.

Mr. AUSTIN. Are there any questions, Mr. Chairman?
Senator PACKWOOD. General, I have no more questions. Dave?
Senator DURENBERGER. No questi6hs, Mr. Chairman.
Senator PACKWOOD. Thank you very much for taking the time to

come back. I appreciate-it.
Mr. AUSTIN. I appreciate the opportunity. Thank you.
Senator PACKWOOD. Now, we will take a panel consisting of Mr.

A. L. McNitt, Gregg Smith, Grady Haynes, James Dinerstein, and
Richard Helmbrecht.

Senator DURENBERGER. Mr. Chairman, if I might before this
panel proceeds, and I am conscious as I always am of your willing-
ness to cover an awful lot of territory and try to do it in a short
period of time, but because of my own particular concern for the
problem of mortgage revenue bonds, let me make a few brief
comments and then put in a more complete statement in the
record.

None of us need to restate the critical shortage of affordable
housing in this country.

We need to recognize that during July.of this year we spent an
awful lot of time adjusting the Tax Code for some of those realities.
We have done some things to make savings a little more attractive
and a lot of things to boost private investment in low-indome
housing. But there are some other things also that are going on.
The Presidential Housing Commission is about- ready to recom-
mend a change from construction incentives under section 8 and
other subsidy programs to a greater role for consumers. On
Monday morning next week the Intergovernmental Relations Sub-
committee of Governmental Affairs, which I chair, will be holding
a 3-hour hearing on consumer financing alternatives to the present
Federal programs which finance builders of shelter rather--than
persons in need of shelter. But it seems to me that the whole issue
of mortgage revenue bonds is an absolutely essential part of the
access of low- and m6derate-income persons to shelter over the
foreseeable future of this country.

The remedial legislatimr which was passed as part of the Omni-
bus Reconciliation Act of 1980 has virtually shut down the entire
mortgage revenue bond program. I am not totally familiar with the
dollar figures, but I know that only four bond issues have been sold
successfully since that law took effect. My own State of Minnesota,
from which you will hear a couple of representatives this morning,
was within 24 hours of selling an issue when the regulations this
July were issued, and over half the issue was returned unsold
because bond counsels could not be sure the issue would comply
with all of the new regulations. So we have a combination of some
legislative efforts to do things right and some regulatory efforts
when Treasury was busy doing-other things that I think may have
been well intentioned but have created substantial roblems.

I think some of the witnesses this morning will tAlk about the
long-range, broader course we ought to be on, but most of them will
be talking about our near-term future in this country and some of
the things that are absolutely essential-to create workability in our
present program.

)
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The bill that Senator Sasser put in, S. 1348, is somewhat of a
broader range effort than is my bill, S. 1656. And I just want you to
know that it is my particular purpose to deal with the near term,
to deal- with only those problems that I have felt, and a lot of
people who have helped with this legislation has felt, they are just
absolutely essential to create some reality in the mortgage revenue
bond market. We have not tried to exaggerate anything. We have
not tried to solve all of the problems of. the world, but just deal
with the present realities. And I trust that many of these witnesses
here this morning -will address themselves to the near term solu-
tion, which is not all that complicated. They just need our atten-
tion, our support, and some action by both Treasury and the Con-
gress. And I appreciate your giving us the time and I appreciate
the efforts of all the witnesses that have come here today and to be
relatively concise, I imagine, about their presentation of the prob-
lems and the solution.

Senator PACKWOOD. Dave, your statement is very valid in more
respects than I think you realize. I recall when this limitation was
passed. And, as.I said to Secretary Chapoton today, although that
was under a different administration, the normal tendency of
Treasury Departments is they want to put the clamp on all fringe
benefits and all industrial revenue bonds and all housing bonds,
because it interferes with the otherwise apparently orderly process
of Government as they see it, which is a completely uncomplicated
tax code. And that is not the only end of Government.

Most of the housing bond programs in this country, be they
veterans' programs or otherwise, have worked well. They have
provided housing for people who might not have otherwise afforded
it. They have provided jobs. To the best of my knowledge, they
have been as scandal-free as any programs the Government runs,
and yet they are an anathema to Treasury Departments, plural,
Republican or Democrat. And I hope by the time we are done with
the hearings we can work out a bill that will be acceptable to the
Treasury, but, -if not, we will work out a bill that is unacceptable to
the Treasury. [Laughter.]

Mr. McNitt, go right ahead.

STATEMENT OF A. L. McNITT, ADMINISTRATOR OF THE
NEVADA HOUSING DIVISION, CARSON CITY, NEV.

Mr. McNITT. We certainly appreciate your comment, Senator. On
behalf of Governor List and as an officer of the State of Nevada,
the following testimony is presented to the Finance Subcommittee
on Taxation and Debt Management. And I would lije to respond to
a question -you had with regard to registration costs. I am advised
by a member in the audience who is an officer of our underwriting
team that we could consider in today's bond market anywhere
from 50 to 75 additional basis points across the board of cost of
registration since these would be the only bonds which would have
to be registered as tax free municipal finance.

Also, I am advised by our trustees in the State of Nevada, trustee
banks, that the cost of establishing and operating programs that
have registered bonds would cost us anywhere from an additional 5
to 10 basis points to establish them and operate them. That is
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roughly twice the cost we now incur, and that is a continuing cost
over the life of the bond program.

Second, I have been asked to remind that the State of Nevada, in
January 1981, following the passage of the Mortgage Subsidy Bond
Tax Act of 1980, and jat the direction of Gov. Robert List, suspend-
ed its- single-family program. We have not issued any additional
bonds. We do not anticipate issuing any additional bonds, pursuant
to that statute, nor the current draft regulations issued by Treas-
ury. We don't feel it is workable.

First, the State of Nevada supports the immediate passage of S.
1348 as a partial, temporary solution to the inequities unilaterally
imposed by Congress on the several States by the Mortgage Sub-
sidy Bond Tax Act of 1980. The more appropriate remedy, however,
is a 100-percent repeal of the act rather than these proposed
amendments.

Second, the Governor of the State of Nevada has gone on record
that any efforts by the Congress or executive branch to tax or
regulate municipal finance must be opposed vigorously by the
State. The history of such a position goes back into the history of
our Constitution.

Third, it is the view of the State of Nevada that there is a
sufficient probability, or possibility, that the Mortgage Subsidy
Bond Tax Act of 1980 is unconstitutional because (1) the power of
the Federal Government to regulate the States is, at best, a limited
power, and there is serious -question that the act, in part or whole,
exceeds the powers of the Federal Government; (2) the doctrine of
reciprocal immunity from taxation has been established since the
Collector v. Day case in 1871. Reciprocal immunity was extended
then to just income earned on State securities in Pollack v. Farm-
ers' Loan and Trust Company case in 1895. The act unilaterally-
breaches this reciprocal immunity from taxation without Congress
changing the Constitution to authorize it to tax State and munici-
pal securities; (3) the act directly interferes with one of this State's
traditional governmental functions and thereby impairs this State's
integrity and ability to function effectively in the Federal system.
. The act (a) impairs the State's function with a sunset provision
which eliminates all single-family mortgage bond programs after
1983, and (b) currently impairs the State's' function with perma-
nent rules which have made new single family bond issues impossi-
ble to issue to date.

Fourth,-the Amersbach v. City of Cleveland case that is currently
in the Sixth Circuit Court of Appeals has not been reviewed by the
Supreme Court. However, the enclosed opinion by the Nevada at-
torney general indicates that both the single and multifamily hous-
ing division programs can 'meet the four-pronged test formulated in
that case; therefore, the single and multifamily programs-onstitu-
tionally would not be taxable by the Federal Government.

Fifth, the 16th amendment did not extend any constitutional
powers to Congress to tax State and municipal securities. During
the ratification process, U6ngress acknowledged this and the Su-
preme Court confirmed it in the Evans v. Gore case, 1920.

The Mortgage Subsidy Bond Tax Act of 1980 is inconsistent with
President-Reagan's policies on federalism and the return of powers
and responsibilities to the States.
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Any efforts by Congress and the executive branch to control,
regulate or tax municipal finance is an unconstitutional unilateral
taking of State powers and tax revenues to which, the Federal
Treasury is not entitled. This remains true regardless of the
volume of municipal finance.

Sixth, instead of trying to use regulation and taxation or munici-
pal finance as a tool to balance the Federal budget, as had the
Carter administration attempted, the more proper approach would
be to recognize and respect that (1) any recent expansion of usage
or volume in the municipal finance activities has been caused by
State and local governments responding to high interest rates
caused by high inflation. High inflation has been caused by exces-
sive Federal budget-deficits, excessive Federal Government spend-
ing, as a percentage of gross national product and excessive in-
creases in the monetary supply; (2) the best-solution for the Federal
Government is to spend the majority of its efforts to solve high
inflation which, in turn, -will solve high interest rates. Then the
political need to use municipal finance will diminish and so will
the perceived loss of tak revenues for the U.S. Treasury.

Seventh, the Treasury Department seeks the end of all municipal
finance free from Federal regulations and taxation. Treasury is
justifying its attitude on the basis that the 1968 Federal industrial
development bond statute never has been challenged nor over-
turned; therefore, this is sufficient precedent to justify; Federal
regulation and taxation of other municipal finance activities. IDB's
are not sufficient nor strong precedent for Federal "regulation of
municipal finance. The only reason there has been no direct consti-
tutional challenge of the 1968 IDB law, nor the 1959 arbitrage
regulations, is because the abilities of the States to function within
the Federal system have notbeen impaired.

Eighth, the States and municipal governments, in order to pre-
serve our system of federalism, must never give up their rights to
finance their functions free from Federal regulation, and taxation.

Ninth, the States and municipal governments, in order to pre-
serve our system of federalism, must not accept taxable municipal
finance with Federal interest rate subsidies as any alternative to
their present constitutional rights to issue municipal finance free

-from Federal taxation and -regulation.
Tenth, Congress and the executive branch should support the

return of balance to our fine federal system.
We have attached for further reference two documents. The first

is an opinion from the office of the attorney general of the State of
Nevada which analyzes the constitutional history of Federal tax-
ation efforts of interest earned on State housing bonds and jurisdic-
tion with the U.S. Supreme Court for legal recourse. The second
document contains key pages from the "Tax Revision Compendium,
1958," wherein Congress, in 1910, said it clearly did not have any
constitutional power nor intent to tax State and municipal securi-
ties.
-- In summary, for the several reasons cited, the State of Nevada
proposed that full repeal of the Mortgage Subsidy Bond Tax Act of
1980 is the more appropriate action. However, as a partial, tempo-
rary solution we do support immediate passage of S. 1348 with the
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understanding that we will continue all efforts to fully repeal the
statute.

And we thank you very much.
[The documents follow:]
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EXdI4rION OF INTEREST (N STATE AMV MUNICIPAL BtIS

Cushmn MoCee

Your honorable committee is presently reviewing certain provisions of the
Internal Revenue Code of 1954, and it hs requested from a limited number of
persons statements concerning various features of the code, among them the
provisions of section 103 (a) (1) which expressly exclude fxm gross incrme -
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
District of Columbia."

This statement is presented with the aim of delineating the grave conse-
quences of any attempt to change the provisions of law relating to the immunity
frcn taxation of the interest on obligations of a State or any political sub-
division thereof. it is especially my intent-to mention facts of current and
future importance relating to the fiscal problem of States and their politica
subdivisions, which should now be recognized as having a material bearing on
this subject.

Consistent with your invitation, this statement is submitted only in an
individual capacity. I do not appear on behalf of any organizatin-%hatsoever,
and my observations reflect solely my personal opinions. 1

The listing of a discussion of municipal bonds in th current series of
hearings being held by your committee implies that the exclusioo of interest on
such bonds fron gross income is or may be considered as a loophole for the
avoidance of inoom taxes.2 To the contrary, in my opinion, any proposal for
taxation of such interest would be constitutional, seriously harmful to the
ecnic and financial condition of the States and their subdivisions, and highly
prejudicial to the naintenancE of the duality of State and Federal Government
which was so well devised by the authors of the Federal Constitution.

I. THE CONSTITUTIONAL BASIS OF THE LAW

Before undertaking a presentation of ptinent economic and financial factors,
I believe that it is of primary inrportappe to review briefly the constitutional
basis of the law. Fundamentally, this is that both the Federal Govertent, on
the one hand, and the several States, on the other hand, are imm)un-fram taxation
by the other. Hence, the doctrine of immmity is reciprocal. Furthermore, it
extends to the instrumentalities of the Federal Govnent and of the States,
respectively. The application of this doctrine to the subject under consideration
was well stated by the Honorable Colin F. Staem, as follows:

The Federal Cverment has no power to tax the obligations or the interest
therefrom of a State or political subdivision. This limitation is not based upon
any express prohibition in the Constitution but is imlied from the independence of
the National and State Governments within their respective spheres and from the
provisions of the Constitution looking toward the maintenance of our dual system
of government * *.3

The contention that the-Federal Goverivent has power to taxjaterest on
bonds of the States and their instrumentalities is predicated upon an interpreta-
tii of the 16th amendmkent to the Constitution of the United States, which has
been convincingly shown to be erroneous. 4
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Origin of the 16th Amendment

Prior to the adoption of the 16th amnment, the Congress indisputably
had poer to levy an income tax upon certain kinds of inome, such as-salaries
and professional income. 5 However, after the Congress enacted the Revenue Act
of 1894, attempting also to tax the inches of persons and businesses derived
frau property, rent, interest, and dividends, the act was challenged in the
courts in the Pollock case. 6 The tax on income derived from real property ws
held to be a diE -tax, subject to apportic et, in accordance with the
requirement of the Federal Constitution which reads, "No Capitation, or otver
direct, Tax shall be laid, unless in Proportin- to the Census or Enumeraticc
herein before directed to be taken."7 Mile tfe Congress thereafter might
have Imposed an income tax, it could no% do so in a practical rnner to reach
comprehensively the incomes of persons and businesses. Consequently, there
was popular sentiment in many sections of the United States for a constitutional
amendment which would eliminate the requirement of apportiorenent. The Coctress
initiated such an aenmt in the following wording, which after ratification,
became the 16th Wa ;9*in.

.The Congress shall have power to la and collect taxes on inocxes, from
whatever source derived, without appor t an the several SUte, Ef
without regard to any census or enuzration,

Subsequent to the receipt by the Congress on June 16, 1909, of a..essage from
Presiden-tWilliam Howard Taft reomnending a constitutional amendmnt to overcome
the rule of Pollock case, the Congress formally adopted the wording of the
amndment on July 12, 1909, for subzissicii-to the States. During the prior
diRrmsirm of the orooosal in both the Senate and the House there was no hint
wha tsov that any 9Sator or Representative consIdere at tne pr M. wild

their am tin.

Then current interpretations

One of the first 2oe!rs, if not the first, to C .Irent MM the then
FZOFoamerient in reason to the Imunlty rle w charges Evans . of
New YorC. In his mss& e to the legislature on January 5, 1910, he said in part:

But the pr to tax inoomes should not be ranted in such ters as to
subject to Federal taxation the income derived frcm bonds issued by theState itself or those issued bY ,,,uipal g r t organized .,, r State's -

autho To plc tate oorw -ta gvrenta
MgeM at the METc of the Federal taxing power wold be an ln aint or the
essenta rights of Me state, w ,-a9 its orice, we arr bosuna to sefar *9

z Taking ogni of the Goveror's icns, Senator William Borah of,_Idaho repliJed 'fr f floor , ivUn asuance that Mte apraesin were
i .m ezWA other statements, the, fo1gtz _ awgn M in the reoi o his

To construe the proposed amendment so as to enable us to tax the instnmental-ities of the State woud do violiene to 'the ,rules laid dow 1* th sureaCor
for a hundred years, wrench the whole Constitution fram its hous prcportons
and destroy the object and o for which the whole ins ent f * EI
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On February 17, 1910, Senator Elihu Root of New York wrote to a member of
the New York Legislatre on- the subject. Kii of the eret state nts ' "

'his letter are as follows:

I do not consider that the amendment in any degree whatever will enlarqe
the taxing Power of the Natioal govgv t or will have any effect except to
relieve the exercise of that -tax-n =ower from the requirement that the tax shall
be amortined amm the several States * **

The amxbvmt consists of a single sentence, and the-whole of it must be
read together. It expresses but a single idea, and that is that the tax to which
it related must be laid and collected without apporticrent among the several
States and without regard to any census or enumeration,* * *.

There was no question in Congress or in the courts, or in the country about
the taxation of state securities. No one claimed that the inability of the General
Government to tax them was an evil. The inability to tax them did..not arise fru
the terms of the Constitution, but from the fact that, being the necessary
instrmets of carrying on other and sovereign governents, they ware not the
proper subject of, national taxation, and that therefore no provisions of the
Constitution, however wide the scope of their language,, could be held to apply
to such securities or to the income from them. Judge Cooley, in his work on
"Constitutional Law." Says:

"The power to tax, whether by the United States or by the States, is to be
costrued in the Ight of -limited bthe fact that the States and the Union
are inseparable, and that the Constitution ,cont0g ates the perpetual maintenance -
of each with all its constitutional powers, unetMrrassed and unltM red by any
action of-the other. The taxing power of-the Federal Gom ent does not therefore
extend to the Means or aecies thromh or by the employment of which the
States perform their essential Entions, etc."

This rule of construction has been maintained for generations. It is undisputed:
it was referred to with aEnrovl by the Justices who wrote and delivered the
_ i.on ,,in the Pollock case both for and against the ludgment. It has been
declared again aidmin by the Supreme Court to be not open to question. It is a
rul, of ontration Just as controlln in defining the sc of the
amn nt as it is in defining the scope of the sin rovisions. U it,
fran the earliest times of our Government, the apparently unlimited power
m&e4ed by the term of the Constitution has been held not taply to the ntrU"
mentalities of the State. Under it acts of Congress which, by their e.qress terms,
-aRered to include instrunmentalies of-state e t have uniformly been held
not to include then.

This uniform. ln-tablished, and indisputable rule applied to the construc-
ticn of our Costitution-a rule which has been declared to be essential to a
ctinuance of our dual system of goveent-forbids that the words of that Instru-
umt 2onferr r e of taxation shall be dg d to a toly anto-t the
vxu0er subjets of national taxation. Under it we are forbidden to apply the
words. "frk whatever source derived" in the prpppsed and1ment to any o the
instruwetalities, of State t* L .* "

The entirety, f Senator Root's letter was printed in-the Congressional Record
on March 1, 1910.T

The previously mentioned speech and letter were pubic-ized in newspapers, and
they, or the subject of State immunity in relation to the proysed amendment, were
.cmcrnted uon by a number of Governors in public statements. Thus the interpre-

88-092 O-82--13
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nations of Senators Borah and Root were clearly and widely known, and we=
publicly supported by a number of Covernors prior to the approval of the amend-
ment by the required number of States. Ratification was formalized on February
25, 1913.13

Later interpretations of Mendment XVI

It is especially worthy of note that after serving as Governor of New York
and as a Justice of the Supreme Court of the United Statest and before being
appointed as Chief Justice of the United States, Charles Evans Hughes was
engaged in the private practice of law. While so engaged, he rendered an opinion
on November 10, 1925, advising the Port of New York Authority that the interest
on its securities was constitut49nally imnm frun Federal income taxation, citing
the Pollock case, among others. After becoming Chief Justice, Mr. Hughes wrote
or concurred in numerous opinions of the Supreme Court which refer to the
doctrine of imnumity in connection with State or governmental bond interest. One
of his opinions for the Court appeared in James v. Dravo Cntrag Co., where,
despite his holding that the gross reoeip of a contractor fr 1e ee
Government were taxable by a State, the Chief Justice said of the doctrine of
reciprocal iimmity with respect to Governrent b.ids.

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 & T. Co.,
157 U.S. 429* * *) am: which would directly affect the Government's obligation
as a continuing security. Vital considerations are there involved respecting
the permanent relations of the Goverwet to investors in its securities and its
ability to maintain its credit-considerations which are not found in connection
with contracts made from tire to time for the services of Indeendent contractors. 5

In the light of the lerlslative history ocMrnna the orlgin and ratification
of the 16th a mndient, it seem fair to assert that the Provisions of the Intenal
Faenue Code N Fm ecio 103 (a) (1) , ,,,,enacte.- co,'titf.ed An
acknole , t by the Congress of the inherent right of the States to th,

Siminar of later congressional action

Proposals for altering the statute or amending the 16th amendment were
considered by congressional committees during at least six different sessions fr.o
1918 to 1951. Each time the proposals were defeated in committee or on the floor.
Furthermore, a proposal to tax the interest on bonds of public housing authorities
was-defeated on the floor of the House in 1959.17

At its hearings in 1951, the Comittee on Ways and Means listened to many
witnesses and received hundreds of commmications or briefs from Governors,
attorneys general, other State officials, mayors, corporation counsels, other
local officials, and officers of representative organizations. Among the-organiza-
tions so represented were the National Association of Attorneys General, the U.S.
Conference of Mayors, the National Institute of hinicipal Law Officers, the
American ftmcipal Association, the Municipal Finanoe Officers Association of the
United States and Canada, the National Association of County Officials the
Conference onState Defense, and the American Public Power Association.8

Since 1951 State and localofficials have had no reason to modify or alter
their views as to the importance of the doctrine of immity. Their expert know-
ledge of the detrimental effect of any breach-in the doctrine is reflected in the
resolutions which they have adopted from time to time whenever any question con-
cerning the continuity of the doctrine has been raised.
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Since I am not an attorney, I leave to neiters of the bar discussion of the
ruling case law. It is my uniestanding, howieer, that there is amle svort
for the conclusion that the mmi ity of the States and their subdivisions from
Federal taxation is neither a privilege nor a subsidy granted by the United
States, and that such immunity may not be altered without the connet of the
States, given by ratification (by a vote.9f three-fourths of the States) of a
constitutional amendment to that effect.17

Fotnotess

llw author's knwlege arises from experience since 1927 as an active investnwet
dealer and financial adviser specializing in the marketing of State and municipal
bonds, except during two periods of public service which intensified that
experience. The first of those periods was as finance examiner, and chief of
section, in the Finance Division of the Federal Bmrgency Administration of Public
Works in 1933-34, and the second as Deputy Ccsptller of the State of New York
in 1949 and 1950. During 1952-59, he also served as a citizen member of the
(New York) temporary State highway finance planning commission, and during 1954-56,
as such a mwter of the ttniry State commission on educational finances. Both
of these ommissions concluded their work with legislative proposals which in
substance wre enacted into law, including one propition which was ed by
the people at a State referendum. Presently, the author is serving, by invitation,
as a mnwber of the State ccaptroller's committee on the local finance law.

He is a native of Michigan and for 30 years lived in or near Detroit. Since
1934 he has resided mostly in Westchester County, N.Y., where he is now living.

2For brevity, the term "nxiicipal bonds," when used in this statement, tiless
the context otherwise implies, means the obligations of a State or of a . -
pality (as the tem "mincipality" is defined below), or all such bonds ir the
aggregate.

The term "immicipality," "locality," and "subdivision," and their plurals mean
any or all municipal corporations, political subdivisions, school districts, and
other districts, agencies, departments, and authorities created by a State or
existing as the result of State or local governental enactments.

"General obligation bonds" means obligations issued by a State or municipality,
or all of them, for which the full faith, credit, and taxing powr of the respec-
tive issuers are pledged in paywint. Inasmuc as general taxing power is
involved, such bonds are to be distinguished from revenue bonds.

"Revenue bonds" means obligations issued by a State or mmicipality, or any
of them, which are payable solely from the pledge incoe or revenues of a certain
facility, or frcm a specifically pledged tax-or source of receipts rather than
from general taxes of the issuer,

"Public housing authority" or "public housing agency" means any or all public
corporations, State or local agencies, which have issued or may issue obligations
to consmtnt, acquire, or operate housing facilities for occupancy by the public.
Included in this tem are the public housing authorities and housing ocumissions
which have issued or may issue new housing authority bonds pursuant to annual
contributions contracts between such authorities or coamissions and the Public
Housing Aministratiun of the United States.



190

Footnotes co.
3 "The Taxing Power of the Federal and State Governts, Report to the Joint

Ccmittee on Internal Revenue Taxation of the Senate and House of Representatives"
(Oct. 8, 1966).

411he incorrect interpretation is presented in "Taxation of Goverrient Bond-
holders and Employees-The Immunity Rule and the 16th Amendment, a study made
by the Departiment of Justice," 210 pages, Washingtonw 1938. This interpretation
is refuted in "The Constitutional Immunity of State and Municipal Securities--
A Legal Defense of the Continued Integrity of the Fiscal Powers of the States,
by the Attorneys General of the States and Counsel for Certain of Their Municipal
Subdivisions," 420 pages, about 1939, (This volume is hereinafter cited as
"The Attorneys General.")

tax on income was upheld in Springer v. United States, 102 U.S. 586 (1880).

6pollock v. Farmers' Loan and Trust Co., 157 U.S. 429 (1895); on rehearing,
158 U.S. 801 (1895).

7Constitution, art. I, sec. 9, par. 4.

8"The Attorneys General," op. cit. pp. 260-285.
9 "Public Papers of Governor Hughes," pp. 71, 73, as quoted in 45 Congressional

Record, p. 2245 (Feb. 28, 1910).

1045 Congressional Record, p. 1698 (Feb. 10, 1910).

1145 Congressional Record, pp. 2589, 2540 (Mar. 1, 1910).

12"The Attorneys General," op. cit., pp. 312-325.-

131he ratification of the 16th Amendent was the subject of a proclamation
by the Secretary of State on Feb. 25, 1913. Thirty-six States had then
approved the amendment.

14"The Attorneys General," op. cit., p. 287.

15 james v. Drav Contracting Company, 302 U.S. 134, 153 (1937).

I/



191

Footnotes cont.
1 6The statutory extion was set forth in the first Inome Tax Act, adopted

Oct. -3, 1913, effective as of Mar. 1, 1913, and it has been reenacted from time
to time without lapse.

17105 Congressional Record, p. 7951 (May 21, 1959), reporting the defeat of
a proposed amendment to the U.S. Housing Act of 1937 which would have provided
for taxation of interest on certain future issues of local housing authority
bonds. The proposed amndment was defeated by a vote of 70 ayes and 199 noes.

1819akrings before the Committee on Ways and Means, 82d Cong., 1st sess., 1951,
pt. 2, pp. 903-1159.

1 9The necessity of a constitutional amendment was recognized by a number of
the earlier advocates of a change in the doctrine bf immunity. This was the
conclusion expressed by the Honorable A. W. Gregg, Assistant to the Secretary of
the Treasury, in a letter dated Jan. 4, 1924, to the Chairman of the Comittee on
Ways and Means, 65 Ccngressional Record, pp. 8204-8206 (May 9, 1924).

Senator PACKWOOD. Mr. McNitt, thank you. Let me say again to 2
the witnesses that I have read all of the statements that were in as
of last night. And so if you can abbreviate them so we can stay
within the 5 minutes for each of the witnesses on the panel I would
appreciate it.

Gregg Smith, administrator of the Oregon Housing Division in
Oregon. I

- STATEMENT OF GREGG SMITH, ADMINISTRATOR OF THE
OREGON HOUSING DIVISION, SALEM, OREG.

Mr. SMITH. Mr. Chairman, and members of the committee, my
name is Gregg Smith. I am administrator of the Housing Division
of the State of Oregon and I am here to testify in favor of S. 1348. I
would like to give you a brief overview of State housing finance
agency operations. We have been in operation nationwide for about
20 years. Basically, our programs have served low and moderate
income renters and home buyers. We fill a gap between Federal
programs which serve, primarily, low-income renters, and conven-
tional lending programs which are basically aimed at people with
above median incomes.

In the 1970's we got involved, as agencies, in single-family hous-
ing programs in a larger way. I would like to call your attention to
attachment A of my testimony which synopsizes the data from our
program in 1980. It shows that basically we served young, moder-
ate income, first-time home buyers who are buying small, older,
starter homes in urban areas.

As you know, in 1978, certain cities and counties started getting
involved in this type of housing finance. We opposed those efforts.
We questioned the public purpose of them in many cases. Our
initial support of congressional efforts to put restraints on this
particular type of activity has borne bitter fruit.

What happened was not restraint but abolition of the good pro-
grams along with the bad. Perhaps this was oversight. I talked
with former Representative Al Ullman about this matter in 1979,
he told me that the bill that came out of the Ways and Means
Committee was flawed. He recognized that. But he said it was the
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best bill he could get at the time. But he told me, "Don't worry,
there will be time to work on it in the Senate."

Unfortunately, that never happened. The House bill became law.
through the conference committee action on the Omnibus Recon-
ciliation Act.

Senator, we can live with the programmatic restraints in that
legislation. What we cannot live with are certain technical ele-
ments, namely, the good faith question, the arbitrage limits and
the registration requirement.

Other people here today are going to talk about arbitrage and
good faith. I want to talk about registration. And I would like to
contest the statements made by the Assistant Secretary from the
Treasury.

On June 23, the State of Oregon had a general obligation bond
issue. Within that sale were two separate issues. One was for
alternative energy projects and the other was for waterresource
facilities. The energy bonds were required by Federal law to be
registered. When the net interest costs were compared between the
two issues, there was a 70 basis point differential. Now, if you
correct for differences in structuring, it probably worked out to be
more like 50 basis points. That is a half percent. That is a tremen-
dous amount of additional cost over the life of the bonds.

For example, if we look at the housing bonds sold under the
transition rules in 1980, and we assume that all of those had to be
registered- the additional interest cost that we would have had topay would have been almost $2 billion. That's $2 billion of addition-
al tax exempt interest in the market. Now, the Treasury, I am
sure, would assert there are certain problems in this area; that
people are avoiding estate taxes because they ferret away bonds in
safe deposit boxes, and then someone gets to the safe deposit box
before the auditor does. Perhaps this happens. I am not saying that
it doesn't happen. But the solution that they -have proposed, if I
may, is like killing mosquitoes with MX missiles.

Registration dramatically increases borrowing cost and it inhib-
its secondary market transactions. It puts more tax exempt inter-
est in the market, and it creates added paperwork. Perhaps it is
because of these negative features that Federal Government bonds
are not registered.

To summarizeoSenator, we believe it is a valid public purpose for
States to provide opportunities for young, first-time home buyers to
purchase homes. We have created programs with small staffs, at
low cost, to accomplish this objective. We have worked cooperative-
ly with the private sector to serve a client group the private sector
cannot serve. We know that capital is moving out of housing into
other areas. Federal resources for housing are declining. We be-
lieve that a response is warranted. We have a vehicle for meeting
that need and we would like to be able to be sunrised, Senator, so
that we can get on with the job. Thank you, sir.

Senator PACKWOOD. Gregg, as usual, very good. -Let me ask ou
just a quick question. I did not practice a great deal of probate law
when I practiced in Oregon, but as I recall, I could not get into the
safety deposit box of a decedent without somebody from the State
tax commission being there to inventory the documents as we took
them out. Has that law changed or is that still the law?
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Mr. SMITH. Senator, I am not an attorney, but that sounds to me
like that is the right procedure. Perhaps Mr. Chapoton should be
aware of that.

Senator PACKWOOD. Very hard to sneak anything by them in
that box.

Mr. Haynes.

STATEMENT OF GRADY HAYNES, PRESIDENT, TENNESSEE
HOUSING DEVELOPMENT AGENCY, MURFREESBORO, TENN.
Mr. HAYNES. Mr. Chairman, Senator Durenberger, I am appear-

ing-on behalf of the Tennessee Housing Development Agency, and
as a past president of the National Lumber and Building Materials
Dealers Association with over 30 years experience in the operation
of an independent retail building material center which I founded
in 1951. As a result of these and other experiences, I have had a
unique opportunity to observe housing bonds from several view-
points.

The sale of mortgage revenue bonds in Tennessee in recent years
has had a significant positive economic and fiscal impact on local,
State and Federal Governments.

The Tennessee Housing Development Agency has now sold $485
million in mortgage revenue bonds, generating economic effects
which include the following: increased jobs in all phases' of the
construction industries that supply construction; and increased
sales and receipts for wholesalers, contractors, builders, and profes-
sional service firms. The fiscal effect of these bond sales include:
increased payment of Federal personal and corporate income taxes;
increased payment of State sales- and privilege taxes; and increased
payment of local property taxes.

These economic and fiscal effects are in addition to the primary
benefit of providing affordable housing opportunities to thousands
of low- and moderate-income families in our State who are not
traditionally served by the private sector.

Many of these families would not have otherwise been able to
own-teir own home and would have become a burden on public
housing or other subsidized programs.

The inability of housing finance agencies to sell bonds has been a
major contributing factor to the extremely low volume of 1981
housing starts in our country.

During 1979 and 1980, about $9.5 billion iun housing bonds were
issued each year to finance the purchase of single-family homes for
low- and moderate-income families and, by this time last year, over
$8 billion of these bonds had been issued. However, so far this year,
the total is virtually zero, even though the combined allocation
permitted by the Mortgage Subsidy Bond Tax Act for all States
totaled approximately $15 billion. This would finance the purchase
of approximately 300,000 homes, new and existing, after the price
restrictions under the new act are applied.

The-total impact of bond-financedloans on the housing industry
will be even greater than the numbers indicate because many of
these loans will be used to finance a sale of low priced existing
homes, releasing the equity that has accumulated by the present
owner. This equity, in turn, will be used to purchase a better used
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home, or a new home, thereby increasing the sale of homes in all
price categories.

The very large dollar volume of equity released from the sale, of
existing homes is often overlooked by economists and its effects on
the housing industry have been underestimated.

Recognizing the importance of housing bonds to our State, our
agency has made a determined, but thus far unsuccessful, effort to
issue bonds under the severe restrictions placed on such an issue
by the Mortgage Subsidy Bond Tax Act of 1980.

On April 16 of this year our agency made application to IRS for
a ruling on a proposed plan of financing.

To give you some idea of the complexities of trying to meet the
requirements of these new Federal regulations, I would like to
show you my copy of this application, which measures 21/2 inches
thick. This does not include over a half inch of additional material
that has been requested by IRS. Quite a document.

Senator PACKWOOD. Mr. Haynes,. let me ask you this again. I
have read your statement. It is helpful to us if you don't just read
right through the statement that we have read because we are
trying to keep our witnesses within the time limit and finish up
our panels this morning.

Mr. HAYNES. Thank you. I submit that these new Federal regula-
tions represent a classic example of over-regulation-n the part of
the Federal Government. To control the use of housing bonds, all
that was necessary was a simple bill that would establish an alloca-
tion for each State and define who would be eligible to participate,
and leave the implementation details to the individual States. Such
a bill was introduced last fall by Senator Sasser, but, unfortunate-
ly, it was not enacted.

I would like to further point out that the additional cost for
complying with these new and unnecessary regulations are passed
along to the home buyer in the form of higher interest rates, even
though the subsidy cost to the Federal Government remains exact-
ly the same. By the way, this subsidy cost will now be significantly
reduced because the maximum tax bracket has been reduced to 50
percent.

Pursuing our efforts to issue bonds, we were advised by IRS the
first week in August that they had started work on our application
which culminated in a hearing in their office here in Washington
on September 2. At the hearing, the IRS was able to clarify many
of the regulations that were issued in June.

Senator PACKWOOD. I am sorry to interrupt you, but we will have
to go on to the next witness. -

Mr. HAYNE. Thank you.
Senator PACKWOOD. Thank you.
Let me say again to the witnesses, I have read these statements.

And it does not serve your purpose nor ours to simply read through
the exact statement. Emphasize the point you want to make and
accept the fact that it is a topic that Dave and I know something
about. And it would be most helpful to us if you emphasize your
major point.

Mr. HAYNES. Mr. Chairman, I would say I reduced that by about
50 percent of what I had prepared. [Laughter.]
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I would like to add though that I have our bond counsel attorney,
Mr. Paul DeBerry, with me, who is chiefly responsible for the
language in the Senate bill S. 1348. He would be available to
answer any technical questions that might come up to the commit-
tee here.

Senator PACKWOOD. Thank you very much. Again, I appreciate
each of you witnesses commenting on registration. I would almost
be willing to take any witness from the audience that says that
registration doesn't cost anything if there is anybody in the audi-
once who would say that.

Mr. Dinerstein.

STATEMENT OF JAMES DINERSTEIN, SPECIAL ASSISTANT AT.
TORNEY GENERAL AND COUNSEL TO THE MINNESOTA HOUS-
ING FINANCE AGENCY, ST. PAUL, MINN.
Mr. DINERSTEIN. Mr. Chairman and Senator Durenberger, my

name is Jan-es Dinerstein. I am a special assistant attorney gener-
al for the State of Minnesota and serve as counsel to the Minnesota
Housing Finance Agency. I greatly appreciate the opportunity to
appear before you today to discuss the proposed amendments to the
Mortgage Subsidy Bond Tax Act of 1980 as they appear in S. 1656.
I have submitted to the committee the written testimony of James
Solem, executive director of the Minnesota Housing Finance
Agency. Mr. Solem's presentation provides a detailed analysis of
the provisibns of S. 1656. This morning I would like to elaborate on
a few of the points made by Mr. Solem in his presentation.

[The prepared statement of Mr. Solem follows:]
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SU4W

1. The Minnesota Housing Finance Agency believe that the passage of S. 1656
is necessary in order to permit the issuance of qualified mortgage bonds
under the Mortgage Subsidy Bond Tax Act of 1980. MHFA believes that its
past experience demonstrates that it is possible to develop and operate
responsible programs using mortgage bonds to provide housing to low and
moderate income people.

2. The mset critical aedment to the Mortgage Stbsidy Bond Tax Act of 1980
is the modification of theL 95% requiresiot in S 103A(c) (2) (B).

3. The second most important amend ent to the Act is the change in the per-
mitted yield to the issuer to 1.25 percent. ,

4. The amendments to protect the issuer from a forced sale of investments at
a loss and to lift the registration requireent are necessary to permit
the issuance of mortgage subsidy bonds.

5.The mend ent to 103(b) (4) (A) is necessary in order to onfom the changes
in the law affecting mlti-family rental housing to the realities of the
marketplace regarding the term of mortgage loans and bonds used to finance
multi-family housing.

Mr. Chairman and Members of the Ommittees

Thank you for this opportunity to present material to you in support of S. 1656,
authomrdby Senator David F. Durenberger, the senior senator from Minnesota. We would
also like to thank Senator Durenberger, once again, for the invaluable assistance he
has given us since his election to the U. S. Senate. Introduction of this bill by Sena-
tor Durenberger represents the culmination of several years of sustained effort to en-
sure that the housing needs of low and moderate inome people are met through a continu-
ing partnership between the public and private sectors and among all levels of govern-
ment. Mortgage revenue bonds symbolize this partnership.

The use of mortgage revenue bonds has enabled state and local units of government,
in close cooperation with the investment and lending industry, to serve thousands of
lower income families who would not otherwise have been able to afford decent housing.
Yet now, when the housing industry is facing its worst crisis in fifty years, we at the
state level are powerless to help, because we have been inadvertently deprived of the
use of our primary financing tool - mortgage revenue bonds. tUless S. 1656 is adopted,
most non-federal housing program (and sm federally sponsored programs, as well,) will
oome to a halt. The Mortgage Subsidy Bond Tax Act of 1980 will beom known as the Mort-
gage Subsidy Bond Tax Moratorium.

Before we begin a detailed -ailysis of the provisions of S. 1656, we would like to
briefly describe the program s of the Minnesota Housing Finance Agency (?W and the
clientele we have served..

MHFA was created by the State Legislature in 1971 to help improve the quality of
the state's housing stock and enable low and moderate income people to afford housing
that is decent, safe and sanitary. During the first decade of its existence, M14 has
helped over 70,000 families through a wide variety of program in the areas of home pur-
chase, ham Improvement, energy conservation, rental housing construction and rehabili-
tation, and group homes for the developmentally disabled. Almost $150,000,000 have been
appropriated by the Minnesota Legislature for use, either alone or in conjunction with
mortgage revenue bonds, to help population groupe with special needs such as the elderly,
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the handicapped, first time home buyers, Vietnam era veterans and American Indians.

Since 1973, over 11,500 households have received bond financed first mortgage
loans to purchase a home. Since 1978, over one-third of the borrowers have received
downpayment assistance or monthly assistance financed with state appropriations. Pro-
gram guidelines have been designed to ensure that benefits are targeted to people of
limited mans for the purchase of modest housing.

Demographic data on loan recipients indicate that these efforts have been success-
ful. Under the MHFA 1980 Home Mortgage Loan Program, borrowers had an average gross
annual income of $17,187. The average mortgage was $40,027 on a home selling for an
average price of $43,552, yielding an average loan to value ratio of 92%. Eighty-eight
percent of the borrowers wre first time homebuyers and 42% of the homes were newly con-
structed.

Another MHFA program which relies on the sale of tax exempt revenue bonds is the
Home Irovement Loan Program. Minnesota was the first State in the nation to develop
a home improvement loan program. By oobining bond proceeds with state appropriations,
MHFA has been able to provide loans to families of up to $18,000 annual inxome at in-
coxe-adjusted interest rates ranging from 1-8%. As of June 30, 1981, MHFA had pooled
$30 million in state appropriations with $139 million in bond proceeds to provide 31,700
loans. During 1980 and 1981, borramrs had ah average adjusted annual inome of approx-
imately $10,000. They borrod an average of $5,740 at an average 5.5% interest rate
to improve a ha~e with an average age of 51 years. Over half of the homes ware built
before 1930 and more than 70% received energy conservation improvements.

As the above sunrazy indicates, the State of Minnesota has demonstrated a very stOng
coamnitent to serving the housing needs of its lower income residents. It has success-
fully combined federal resources (Section 8 Housing Assistance Payments and various in-
surance programs) with state revenues and private capital to help people of modest mans
obtain decent and affordable housing. It has improved the quality of the existing hous-
ing stock, recycled and rehabilitated vacant or deteriorating structures and increased
the supply of new housing. It has promoted residential energy conservation through hrs
improvement giants and loans and the financing of highly energy efficient new onstrua-
tion. It has served urban, surban and rural areas through a network of 300 lenders
and 70 grant administration centers. It has fostered cooperation with local units of
government and local housing authorities in single family and multi-family programs.

Yet the ability of the State of Minnesota to continue to serve the needs of its re-
sidents is being severely curtailed by the indirect ban on the sale of tax exempt bonds
which results from certain technical provisions of the Mortgage Subsidy Bond Tax Act of
1980 and subsequent misdirected Treasury regulations implemeting, and interpreting the
Act.

Almost immediately following the passage of the Mortgage Subsidy Bond Tax Act of
1980 (the "Act"), HHFA began an effort to continue to operate its program for low and
moderate income Minnesotans under the restrictions contained in the Act.

The MHFA effort has been divided among two major tasks. The first has been a thor-
ough review of existing MHFA programs to revise the program so that they might continue
to operate under the Act. This task involved an analysis of the Act and, following
their issuance, the Temporary Regulations. Based upon this analysis, the Agency proceed-
ed to revise M4FA programs, review relationships with lenders, and prepare bond and mort-
gage loan documentation. This work by MH'A outinues to this day.

The second major task has involved the participation by MHFA staff in a series of
meetings between a Council of State Sosing Agencies (CSHA) Committee and staff from
the IMS and Department of the Treasury in which CSHA sought (1) to explain the manner
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in %hich State Agency programs operate, (2) to outline the portions of the Act which
CSHA believed required clarification, and (3) to set forth some basic regulatory ap-
proaches which would permit the issuance of qualified mortgage bonds under the Act.
The CSHA Committee presented to the Treasury and IPS staff only those regulate y issues
which CSHA believes are essential to carry out the intent of Oongress that bonds be
issued under the Act.

MHQA was hopeful that the Regulations issued by the Department of Treasury wmud
provide a workable frawork for the issuance of bonds under the Act. The Temporary
Regulations issued by the DeparEmnt of the Treasury in June of this year fell far short
of providing this workable framework.

MOFA is here in support of S. 1656 because the bill'is necessary in order to permit
states to carry out the intent of Congress reflected in the Act. While there may be
certain provisions of the Act which need sowe adjustment and refinement, we are
content at this time with technical amendments which will permit us to continue our ob-
jective of providing housing for persons and families of low and moderate inome.

As described below, some of the provisions of S. 1656 are made necessary because the
Department of the Treasury has made it clear in the Temporary Regulations that they do
not believe that a workable interpretation of the Act is permitted by the Act and its
legislative history.

The follcwing are the MHFA views on the necessity of each of the provisions of
S. 1656:

I. Section 1(a). Good Faith Compliance.

The single most important objective of any amendments to the Act is to clari-
fy the 95% requirement in 5 103A(c) (2) (B) (ii). The essential element in any modi-
fication to this provision is to permit an issuer to correct a loan which is de-
termined to not be in oomplianoe with all of the mortgage eligibility require-
ments, either by correcting the loan itself or replacing it with a loan or loans
which are in complianc with all of the mortgage eligibility requirements.

The need for this provision is most clearly understood when viewed in the
oantext of the operation of a single family program by MHFA.

lHFA operates two types of program with the proceeds of mortgage bonds.
They are the home inprovevent loan program anJ the single family mortgage pro-
gram. In both programs, MRFA purchases eligible, below market interest rate
loans originated by approximately 300 lending institutions located throughout
the State of Minnesota. These lending institutions vary significantly in the
level of sophistication of their loan underwriting staff. Many of the rural
lenders who participate in the MHFA home improvement loan program had not pre-
viously been in the business of making Title I insured home improvement loans.
Similarly, many of our rural lenders who participate in the hce mortgage pro-
gram had no previous experience in originating first mortgage loans for sale
in the seoondary market.

The 95% requirement applies to the mortgage eligibility requirements under
the Act. These are the principal residence requirement, the three year require-
merit, the purchase price limits, the prohibition against refinancing, and the
limitation on assumptions. Except for the limitation on assurtion-, the mortgage
eligibility requirements all involve the determination of certain facts which
the issuer can only obtain by asking questions of other persons. This is much
different than the non-mortgage eligibility requirements of the Act, where the
relevant facts are all under the control of or generated by the issuer. Most of
the facts that must be obtained to determine compliance with the mortgage eligi-
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bility requirements must be asked of the borxvier. The issuer is at risk if
the borrower does not tell the truth. In addition, anyone who has obtained
mortgage financing to purchase a house is aware that it is a very confusing
process, particularly for a first time hciebuyer of low and moderate income.
The borrower will be presented with numerous complex documents which must be
completed and executed. There is a very real possibility that errors will be
made in verifying compliance with program requirements, even where there is no
fraud on the part of the borrower, especially where the originating lending
institution does not have a sophisticated, experienced loan underwriting staff.
Under the Temporary Pegulations, if a mortgage did not meet every requirement
when originally purchased, for whatever reason, it cannot be corrected for the
purposes of the 95% requirentit.

The Department of the Treasury stated in the suplementary information pre-
oeeding the Temporary Pegulations that "the 5 percent margin for nonqualifying
mortgages protects the issuer fron inadvertent error or mortgagor fraud." This
is simply not true. The existence of a 5 percent margin is of little confort
to the bond holder when it is necessary to rely upon the honesty or accuracy of
the borrowr to protect the tax-exempt status of the bond holder's investment.

While the precise language of section l(a) of S. 1656 needs som fine tuning,
the basic approach is sound. A loan would not be counted against the 95% stan-
dard so long as correction is occurring (resulting within a reasonable time in
either the correction of the loan itself or replacement with a qualifying loan).
In addition, there will be audits performed. Evidence of fraud or other crimin-
al acts will be referred to the appropriate authorities for prosecution. -

The notion of replaoaent with a qualifying loan perhaps merits further ex-
planation. The House Committee Report on H.R. 5741 (Report No. 96-678) on page
36 endorses this concept. Whre a mortgage can be corrected, the issuer will
proceed to do so. In many cases, correction of the mortgage itself will not be
possible. For example, if the borrower did not met the three year requiremit,
the mortgage is not correctable. The issuer may then call the loan, particularly
where there is evidence of fraud. Van there is no fraud, but merely inadver-
tent error, the issuer may choose to purchase the loan from other funds available
to it and use the proceeds to make a new, qualifying loan. Thus, the issuer will
have a loan as-n investment, which although not "qualified" is otherwise a per-
fectly good loan, and the issuer will not be required to foreclose a loan on an
honest low and moderate income family who could not afford to pay the cost of a
market rate mortgage loan. Where the loan is unqualified as a result of error
by the originating lender, the issuer may make the lender repurchase the loan.

The 95% requirement is the principal impediment to the issuance of qualified
mortgage bonds. Prior to the publication by the Department of the Treasury of
the Temporary Regulations, MFA had marketed approximately $28,000,000 in bonds
for its home improvement loan program. Since the regulations were published
prior to closing of the sale, the purchasers were given the option to cancel
their orders after review of the regulations. Mre than half of the purchasers
exercised this option to cancel their orders after review of the regulations.

I1. Section 1(b). Increase in Amount of Mortgage Interest Limitation.

Prior to the Mortgage Subsidy Bond Tax Act of 1980, the effective mortgage
interest rate on loans made with the proceeds of tax exempt bonds could exd
the bond yield by 1 1/2 percent to pay for administrative costs. In addition,
earnings from non-loan investments were available to reinurse the issuer for

The Act reduced the Permitted spread frrn 1 1/2 percent to 1 percent. The

I



201

apparent 1/2 percent reduction is actually more than & 1 percent reduction due
to the change in definitions of effective mortgage interest rate and the bond
yield. The two major changes in definitions relate to the method of recovery
of the issuer's cost of issuance and the method of calculating the effective
mortgage interest rate. The change in the bond yield was that, under the Act,
the issuer may no longer recover costs of issuance outside the permitted spread.
The change in calculating the interest rate is to oonpod prepayments of prin-
cipal on loans on a monthly rather than semiannual basis!. The later change, in
definition was not a result of the law, but is based upon Treasury Regulations
which ignored the conference report directive and prior industry practice.

The permitted 1 percent spread is not adequate to cover the costs of issuing
and retiring bonds and originating and servicing mortgage loans and to provide,
in addition, sufficient revenues to support the issuer's costs of fulfilling its
fiduciary responsibilities of managing the program during the life of the bond
issue and to provide adequate reserves to protect the issuer and bondholder fron
unexpected loan losses, fluctuations in loan prepayments, and changes in short
term investment rates.

The spread of 1 1/4 percent permitted in S. 1656 will allow the issuer to
recover a reasonable mount of costs and will still require the issuer to reduce
the costs of the issue below those allowed prior to the Act;-

The 1/4 percent increase permitted in S. 1656 will either not change or will
decrease the interest rate on the mortgage to the homebuyer. The higher bond
rating, which can be obtained from rating agencies on the issue, will reduce the
interest rate paid to the bod buyer. This savings would be passed on to the
homebiyer. The 1/4 percent increase will not affect the Federal budget.

._Ill. Section 1(c). Disposition of Non-Mortgage Invest ents.

The Tporary Regulations place the issuer in an untenable situation with
respect to the investment of its reserves. If the issuer places its reserves in
short term investments to avoid the risk of loss due to sale of the investment
before maturity, it will incur the risk that short term rates will fall below
the bond yield at the time the reinvestment of the reserves takes place. Based
upon past experience, it is very likely that at various tines during the life of
the issue, short term taxable rates will bo below the long term yield on the
bonds.

On the other hand, if the issuer places the reserves in longer term invest-
ments based upon the expected prepayment of mortgages, the regulations would
force the issuer to sell the investma ts if prepayments of mortgages are more
rapid than anticipated, regardless of the loss due to their sale prior to matur-
ity.

The primary concern of MHFA is the investments in the debt service reserve
fund. The maturity of these investments is based upon the estimated prepayments
of mortgages, since the aggregate amount of non-mortgage investments must prompt-
ly and appropriately be reduced as mortgages are repaid. Although the Act requires
the issuer to make certain assumptions regarding the prepayment of mortgage loans
for the purpose of yield calculations, it is unlikely that these assumptions will
turn out to be correct. The issuer does not know how fast and when mortgages will
prepay. If the mortgages prepay faster than estimated, the current law would re-
quire the sale of investment ts at a loss in order-to reduce the aggregate amount
of non-roa investments. If the mortgages prepay more slowly than estimated,
thare is a risk that the rate on a new investment will be lower than the bond rate.

j
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The 1 1/4 percent spread between the effective mortgage interest rate ifln
the bond yield permitted by S. 1656 is not sufficient to reimburse the issuer
for its losses due to these risks.

IV. Section l(d) - Elimination of Registration Paquirements.

The requiremwet that qualified mortgage bonds be registered after January
1, 1982 is an unfair burden on the issuer of these bonds. The purpose of the
Act was to limit the volume of qualified mortgage bonds and to limit their use
to a socially acceptable purpoe. This having been accomplished there is noth-
ing to be gained by treating them in a nuiner different from all other tax-
exert issues.

V. Section 2. Rental Property.

The ament to 103 (b) (4) (A) is necessary to permit a reasonable rang of
alternative methods of providing rental housing for low and moderate inome fami-
lies. The language of the Act narrowly restricts the use of tax ozpt bonds to
developments operated in the sae manner as the'Section 8 new construction and
substantial rehabilitation program. The language of the Act-is so narrow that
it is not even possible to issue bonds to finance developments subsidized under
the Section 8 moderate rehabilitation program.

The principal source of the difficulty is the requir.mwzt under SS l103(a)
and 1104 (k) of the Act that there be a 20 year period during which at least 201
of the units in the development (15% in target areas) are held for individuals
of low and moderate income. Although the Dpartment of the Treasury has yet to
issue regulations implementing the multi-family rental portions of the Act, it
is difficult to see how the regulatory process will be able to remedy this pro-
blem. The difficulty is that a twenty year period is unrealistic for meet form
of bond financed developments. The 20 year period is based upon the Section 8
new oonstruction and substantial rehabilitation program, which provides a unique
long term federal subsidy for rental housing. Without a similar subsidy, an
equivalent long term commitment may not be practical. In addition, a 20 year
term may excd the life of bonds issued to finance a development, or the life
of the mortgage loan. That is the difficulty with bonds issued to finance im-
provemets uWr the Section 8 moderate rehabilitation loan program, which has
a subsidy term of 15 years, with a resulting 15 year bond life and mortgage loan
term.

The approach used in S. 1656 would prohibit the principal anticipated abuse
of using tax-xpt onstruction financing for a short occuancy period followed
by conversion to another use. The 10 year minimum term is an adequate method to
prevent this abe.

The second clarification made in the bill is to provide a direct statement
of ongressional intent regarding the meaning of the term "individual of low
and moderate income" rather than relying on an indirect reference through Section
167(k) (3) (B). This protects against amudmts to definitions in the Section 9
assistance program (referred to in Section 167(k) (3) (B)) which would change the
sope of Section 103(b) (4) (A). Such changes in the Section 8 progza already have
occurred in the 1981 Housing and Ommity Development Act amendments.

In summary, the existing version of the Act and the [egulations hav a financial im-
pact on all parties involved in an issue of qualified mortgage bonds. As an issuer of

, the Minnesota Housing Finance Agency is, of course oncerned about costs to the
Agency as well as its ability to muret its bonds. Of ;eatr Importance are the in-
creased osets to the borrower, the participating lender, and the state and Federal govern-
ments.
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The borrower will pay increased costs for two reasons. Te first is that the

financial restraints in the arbitrage provisions will adversely affect the security
of the issue, which will result in higher costs to the issuer which must be passed o
to the borrower. The cost of the regulatory approach to the mortgage eligibility re-
quirements (including the 95% rule) found in the regulations will have an even greater
impact on borrowing costs. MHFA understands that there are some increased costs inher-
ent in the provisions of the Act itself. However, there are significant cost inplica-
tions due solely to the regulati.ns. Assuming that bonds can be marketed at all with
the mortgage eligibility requirements as written (an assumption which has been ques-
tioned by many responsible members of the industry) there will be an interest penalty
on the bonds as a result of the potential taxability of the issue. For a moderate in-
come borrower purchasing a $65,000 haxe (with a 5% downpayment) an increased interest
rate of only .5% will cost the borrower $288 a year.

The mortgage eligibility requirements as established in the regulations will create
unnecessary burdens on the lenders which originate loans under lWFA's program. MHFA
works through over 300 lenders throughout the State of Minnesota. Many of these are
small rural banks with limited staff. The arbitrage yield restrictions limit the amount
which can be paid to banks for originating loans. The remaining costs must be absorbed
by the banks or by MHFA. Perhaps even more important than the cost involved is that
there is no rational explanation for the additional work required by the regulations.
For the lenders it is another example of needlessly burdensme regulations by the Fed-
eral government. i

The regulations will increase costs for the State of Minnesota. The legislature has
regularly appropriated money to the Minnesota Housing Finance Agency to write down the
interest rate on home lmprovemoet loans and to make downpayment and monthly payment as-
sistance to borrowers who purchase residences. The ine improvement program is parti-
cularly important, and vital at this time, in an energy-poor state like Minnesota with a
high proportion of elderly residents. The increased cost of money raised through bonds
under the regulations will require additional funds to serve the sane population, or will
reduce the number of people served by the limited dollars avaiLable. In addition, mony
previously appropriated to aid individual borrowers will have to be used as contributions
from the issuer to make the issue feasible under the arbitrage regulations.

Finally, the increase in the interest rates on the bonds caused solely by the regula-
tions will unnecessarily increase the revenue loss to the Federal goermmn t as a result
of the tax exempt inome to the bond holders front the issue.

Mr. DINERSTEIN. Before I begin my discussion of the bill, I would
like to point out to the committee that the Minnesota Housing
Finance Agency does not object to limitations on the use of tax
exempt financing for housing. The Minnesota Legislature placed
similar limitations, both on the Minnesota Housing Financing
Agency and on local units of government several years ago. While
the Minnesota Housing Finance Agency believes that certain por-
tions of the Mortgage Subsidy Bond Tax Act of 1980 require some
adjustment and fine tuning, we endorse the basic purpose of the
act.

I believe I have a unique prospective to provide to the committee.
The Minnesota Housing Finance Agency -runs a wide range of
programs with a fairly limited staff. As a result, in my legal work
for the agency I provide legal advice to the agency board, work
with the development of new programs and the preparation and
sale of bond issues, and work with the day-to-day legal problems of
the agency.

The agency has been attempting to modify its programs to
comply with the restrictions of the act for the last 10 months. The
agency does not believe that the act as interpreted by the tempo-
rary regulations of the Department of the Treasury is workable.
The two most critical amendments to the act are the 95-percent
requirement and the increase in the permitted spread from 1 to 11
percent. I will first discuss the 95 percent requirement. Almost all
of the mortgage eligibility requirements to which the 95 percent
will apply involve the determination of facts which the issuer can
only obtain by asking questions of other persons. Most of the facts

88-092 O-82--14



204

that must be obtained must be asked of the borrower. The issuer is
at risk if the borrower does not tell the truth. An even greater risk
for the. issuer is inadvertent error on the part of the borrower.

For me, the purchase of my first house was one of the most
significant events of my life. It is the greatest single investment
that I have ever made, and in many ways symbolized to me that I
was permanently entering the adult world. I found my first home
purchase to be a more frightening event than either getting mar-
ried or having children. [Laughter.]

Even though I am an attorney and regularly close multifamily
housing loans, I doubt that I understood more than one-third of the
documents which passed before me during the processing of my
own mortgage loan. If that was the case when I purchased my
home, I can imagine that the confusion will be even greater for low
income families working with inexperienced lenders.

Under the act, as interpreted by the regulations, the bondholder
may face loss of the tax exempt status of the bonds if too many of
the borrowers do not understand the requirements of the act or if
the borrowers do not tell the truth. It is not much additional
comfort to the bondholder to know that the lending institutions
may provide an independent investigation of the borrower's certifi-
cations. The mortgage eligibility requirements are not easy to un-
derstand either for the borrower or the lender. The risk of inadver-
tent error is quite real.

Does this mean that every issue will have more than 5 percent
bad loans? Of course not. But this is of little comfort to a bond-
holder.

The central problem with the regulations is that even if 100
percent of the loans are corrected or replaced, any loan which does
not qualify even for a moment over the life of the issue counts as a
bad loan. It is not clear what purpose is to be served by this
interpretation. Perhaps the Department of the Treasury believes
that the issuer will be sufficiently terrified about the possibility of
taxability of the bonds that he will be more diligent in checking
the loans. This is not true. The good faith requirement alone im-

... -poses a requirement of diligence on the issuer. Unfortunately, this
Treasury interpretation has had a very terrifying effect upon the
investment community. The alternative provided in S. 1656 will
provide every bit as much protection to Congress that its intent is

--- --- being carried out while providing a much more workable frame-
work under which housing finance agencies can operate.

I would also like to briefly address the question of the increase in
the permitted spread between the effective mortgage interest rates
and the bond yield to 11/4 percent. The most important thing I
would like to say about that is that because of the change in
definitions the yield that issuers used to be able to have was closer
to 2 percent, so that the act has increased cost and reduced the
yield by more than a half.

Mr. Smith discussed the effect of the increase in cost of an issue
as a result of registration. Perhaps more important, a low income
borrower buying a $65,000 house with a 5-percent down payment
would pay $288 each year in addition with a 50-basis-point increase
in the rate on the bonds.
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Had time permitted, I would have liked to have addressed the
remaining provisions of the Durenberger bill all of which are es-
sential. However, I appreciate your time and will be glad to answer
any questions that you may have, and also to provide some techni-
cal provisions that I have drafted to the committee staff. Thank
you very much.

TESTIMONY OF JAMES E. DINERSTEIN, SPECIAL ASSISTANT ATrORNEY GENERAL,
COUNSEL, MINNESOTA HOUSING FINANCE AGENCY

Mr. Chairman and Members of the Committee, my name is James E. Dinerstein. I
am a Special Assistant Attorney General for the State of Minnesota and serve as
Counsel to the Minnesota Housing Finance Agency. I greatly appreciate the oppor-
tunity to appear before you today to discuss the prop d amendments to the
Mortgage Subsidy Bond Tax Act of 1980 as they appear in S. 1656, authored by
Senator Durenberger of Minnesota. I have submitted to the Committee the written
testimony of James J. Solem, Executive Director of the Minnesota Housing Finance
Agency. Mr. Solem's presentation provides a detailed analysis of the provisions of S.
1656. This morning, I would like to elaborate on a few of the points made by Mr.
Solem in his presentation.

Before I begin my discussion of the bill, I would like to point out to the Committee
that the Minnesota Housing Finance Agency does not object to limitations on the
use of tax exempt financing for housing. The Minnesota legislature placed similar
limitations both on Minnesota Housing Finance Agency and on local units of gov-
ernment several years ago. While the Minnesota Housing Finance Agency believes
that certain portions of the Mortgage Subsidy Bond Tax Act of 1980 require some
adustment and fine tuning we endorse the basic purpose of the Act.

I believe I have a unique perspective to provide to the Committee. The Minnesota
Housing Finance Agency runs a wide range of programs with a fairly limited staff.
As a result, in my legal work for the Agency I provide legal advice to the Agency
Board, work with the development of new programs and with the preparation and
sale of bond issues, and work on the day to day legal problems of the Agency's
programs. I have-worked with Bond Counsel, Agency staff, and local lenders in the
Agency's efforts to make its programs work under the restrictions of the Act.

The Agency has been attempting to modify its programs to comply with the
restrictions of the Act for the last 10 months. The Agency does not believe that the
Act, as interpreted by the temporary regulations of the Department of the Treasury,
is workable.

The two most critical amendments to the Act are the 95 percent requirement and
the increase in the permitted spread from one percent to one and a-quarter percent.
I will first discuss the 95 percent requirement. The Minnesota Housing Finance
Agency operates its programs by purchasing loans originated by over 300 lending
institutions located throughout the State of Minnesota. These lending institutions
vary significantly in the level of sophistication of their loan underwriting staff.
Many of the rural lenders who participate in the MHFA programs have very
limited experience in loan underwriting and almost no previous experience in
preparing loans for sale in the secondary market. Almost all of the mortgage
eligibility requirements to which the 95 percent rule applies involved determination
of facts which the issuer can only obtain by asking questions of other persons. Most
of the facts that must be obtained must be asked of the borrower. The issuer is at
risk if the borrower does not tell the truth. An even greater risk for the issuer is
inadvertent error on the part of the borrower.

For me, the purchase of my first house was one of the most significant events of
my life. It is the greatest single investment that I have ever made, and in many
ways symbolized to me that I was permanently entering the adult world. I found my
first home purchase to be a more frightening event than either getting married or
having children. Even though I am an attorney, I doubt that I understood more
than one-third of the documents which passed before me during the processing of
my mortgage loan. If that was the case when I purchased my home, I can imagine
that the confusion will be even greater for low income families working with
inexperienced lenders. Under the Act as interpreted by the regulations, the bond-
holder may face loss of the tax exempt status of the bonds if too many of the
borrowers do not understand the requirements of the Act, or if the borrowers do not
tell the truth. It is not much additional comfort to the bondholder to know that the
lending institution may provide an independent investigation of the borrower's
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certifications. The mortgage eligibility requirements air-e-not easy to understand
either for the borrower or the lender. The risk of inadvertent error is quite real.

Does this mean that every issue will have more than 5 percent bad loans? Of
course not, but this is of little comfort to a bondholder. The central problem with
the regulations is that even if 100 percent of the loans are corrected or replaced,
any loan which did not qualify, even for a moment, over the life of the issue, counts
as a bad loan. It is not clear what purpose is served by this interpretation. Perhaps
the Department of the Treasury believes that the issuer will be sufficiently terrified
about the possible taxability of the bonds, that it will be more diligent in checking
the loans. This is not true. The good faith requirement, alone, imposes a require-
ment of diligence on the issuer. Unfortunately, this Treasury interpretation has had
a very terrifying effect upon the investment community. The alternative provided in
S. 1656 will provide every bit as much protection to Congress that its intent is being
carried out, while providing a much more workable framework under which housing
finance agencies can operate.

I would also like to briefly address the question of the increase of the permitted
spread between the effective mortgage interest rates and the bond yield to one and
a quarter percent. The most important fact to bear in mind in considering this
increase, is that the Mortgage Subsidy Bond Tax Act of 1980 did not simply reduce
the permitted spread from one and a half to one percent. The Act, and the subse-
quent regulations, have made significant changes in the definition of terms. While it
may be true that previous regulations permitted only a one and a half percent
spread to the issuer, if you use the definitions in the Act and regulations you will
find that prior to the Act, the effective spread was closer to-two percent. In essence,
the Act has increased the administrative cost to the Agency while cutting

Had time permitted, I would have liked to have addressed the remaining provi-
sions of the Durenberger bill, as well as to discuss certain technical revisions which
I would propose for the bill. However, I appreciate your time and will be glad both
to provide the technical revisions to committee staff and to answer any questions
you may have.

Senator PACKWOOD. I will make you a bet that Senator Duren-
berger will phrase his questions in such a way that you get to bring
out the additional points of the Durenberger bill. [Laughter.]

Mr. Helmbrecht.

STATEMENT OF RICHARD K. HELMBRECHT, PRESIDENT,
COUNCIL OF STATE HOUSING AGENCIES, WASHINGTON, D.C.
Mr. HELMBRECHT. Mr. Chairman and Senator Durenberger, I am

Richard K. Helmbrecht, president of the Council of State Housing
Agencies, executive director of the Michigan State Housing Devel-
opment Authority and a member of the President's Commission on
Housing. In my capacity here this morning, I am representing the
former two organizations, not necessarily the latter.

State housing agencies have successfully administered housing
programs for years, but since the introduction of the Mortgage
Subsidy Bond Act I and other housing professionals have spent our
energies and thousands of hours of trying to make sense out of that
legislation. Our goal now is simple: We are trying to make the
legislation work. The President's budget already envisions a pro-
gram that works. Thus, the expenditure for the program has been
taken into account. Moreover, we do not seek to expand the use of
tax exempt bonds either through S. 1348 or through any changes in
the rules and regulations issued by Treasury. All we wish to do is
get housing moving again by providing affordable financing to a
qualified American home buyer, homeowner and renter.

It is estimated that if we could move the restrictions that now
exist in the tax exempt housing area, over the next 12 months we
could provide financing for approximately 180,000 first-time home
buyers and trigger the additional sale of some 400,000 units. In the
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process, some $2 billion in tax revenues would be generated, and
some 300,000 jobs.

The central elements in which we need relief are simple and
have been mentioned here this morning. The industry agrees that
we need relief from what is known as the 95-percent rule. The act
and the regulations, combined, requires bond counsel to give a
qualified opinion on the tax exempt nature of any bonds issued
under the act. A qualified opinion makes bonds difficult, and in
this market, impossible to sell.

The relief we need must also result in an unqualified bond
opinion. The industry agrees to the need for relief from arbitrage
and yield restrictions. No other issue causes more furor. Many
oppose changes in arbitrage to avoid alleged abuses, large fees and

V agency enrichment. We must emphasize that we run responsible
programs targeted by our legislators to low- and moderate income
families otherwise priced out of the housing market. The present 1-
percent limitation in the act is really about a 0.5-percent limita-
tion, because underwriter fees, bond counsel fees and other costs of
issuance presently included in the 1-percent limit were not includ-
ed in the 1.5 percent. Thus, the restrictions are increasingly tight
and Treasury regulations require more extensive administration
than previously existed with less fees and expenses.

For example, in our single-family program in Michigan, where
we used to have a 1-page list of instructions and two requirements,
rqamely, a mortgage limit and an income limit, now in working out
and trying to attempt to implement the Mortgage Subsidy Bond'
Act, we have a 15-page, legal size, handout for the servicers of the
program.

We have seen legislation this year that authorizes other financial
institutions to create tax-exempt funds without any restrictions on
whom may be served with the proceeds and without any yield
limitations. Yet, when we ask for a one-fourth or a one-half percent
for targeted-and I emphasize targeted-housing programs, we are
accused of being irresponsible. We only ask for sufficient leeway to
make the programs workable for all States, not only the few who
may have the ability to obtain cash contributions, but rather all
States, including many new housing finance agencies that have
been established in the past year or two.

Finally, we need clarification on the multifamily provisions of
the law. We painfully recognize the Treasury's enthusiasm for the
use of tax exempt revenue bonds is well under control. Nowhere
has this regulatory theater of the absurd been more clear than in
the multifamily area. This was a minor yet potentially crippling
part of the act. Yet, nearly 1 year after the act was passed, there
are no rules or regulations yet available.

Our written testimony suggests some simple solutions-at least
we regard them as simple-and, by comparison, they are immense-
ly simple, which will help clarify this area of the legislation.

Above all else, State agencies-and we believe the entire indus-
try-wishes to get going again and provide affordable housing to
the American public. We are willing to accept, and indeed we
encourage, minimal changes to make the legislation workable.
Again, we-are not asking for the extension or expansion-of the use
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of tax-exempt bonds. These changes will have little or no budget
impact.

You can act to give local and State government a successful
program and allow it to reinstitute a successful program. All we
ask is that y6u act quickly. Thank you.

Senator PACKWOOD. Thank you. Senator Durenberger?
Senator DURENBERGER. Thank you, Mr. Chairman. Dick, let me

ask you a couple of questions-I am picking on you because you are
currently president of the council, not just because you come from
Michigan-about the arbitrage issue. And I think you, to a degree,
covered them both in your opening statement. But I am told that
Buck, when he was-here earlier, repeated something that I think I
have heard before somewhere, and that is that it was the intent of
Congress to force local issuers to put up some of the money to
allow the issuance of bonds. And I heard you say something about
all States versus States either with capacity or commitment. And I
wonder if you might either restate that or expand on that notion.
It is not my impression that it was the intent of Congress. It might
have been the intent of some individual Congressman or woman.
But would you deal briefly with that issue?

Mr. HELMBRECHT. Certainly, Senator. Senator Durenberger,
having lived with the issue for some time, I realize or recognize
that the discussion did take place within the Ways and Means
Committee. It was the opinion or view of a number of the members
of the committee that there should be some local contribution or
some issuer contribution made. It was never my impression that it
was the intent of the committee, or indeed the intent of the legisla-
tion that a contribution would be made.

As it stands now, the 1-percent restriction has been drawn so
tightly, not only in terms of the actual 1 percent itself, but in
terms of what it disallows; that it would be impossible for any
State to issue without making a substantial cash contribution up
front to make the program work.

Senator DURENBERGER. And that gets us to the problem of capac-
ity and priorities in the varying States.

Mr. HELMBRECHT. Yes. Traditionally, State finance agencies of
this nature-housing agencies-have been set up to operate on
their own. Michigan, Minnesota, I believe Oregon, often have the
State contribution as part of it for specific programs. In Michigan,
for example, $20-some million has been put in to write down home
improvement loans so that we can leverage more bond dollars. But

-none of the money has been directed toward the issuance of the
bond itself. But the intent has always been that the agency would
operate through its own fees and charges and would not be a
general fund expenditure of the State; that if the State legislature
etermined that it wanted to leverage a program or increase.a

program, or, for example, issue, as we do in a limited program in
Michigan, forgivable loans, then the State legislature could indeed
do that. But it was not a product of the agency itself. It was to
operate autonomously in terms- of its fees and charges and, there-
fore, many of the new State housing finance agencies that have
been established do not have any reserves, if that were indeed a
requirement, do not have any reserves to put toward an issuance of
this nature.
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Senator DURENBERGER. Let me ask you next to deal with the
spread issue, and, more particularly .1 guess, the issue of the allow-
able expenses that are no longer allowable. You referred to a
couple of them. But it might help the record here, if we can get
Treasury to read it, if you would be perhaps more precise or more
specific about the formerly excluded costs that are now made part
of the 1 percent.

Mr. HELMBRECHT. Sure. Under the previous position, under the
1.5 provision which we operated for many years, the expenses for
bond counsel fees, for underwriter fees, and other issuing expenses,
trustee expenses, et cetera, were not included in that 1.5 percent.
These will vary, arranged in accordance to the extent or size of the
issue. And, therefore, you could have a range of, say, 0.15 to 0.35-
percent in terms of expenses and fees, given the expenses involved,

o. 1, the extended issue, the size of the issue itself. These were
never concluded previously. Now they are all part of that 1 per-
cent.-Akd when I referred to this as absurdity of regulations, this
gets back to another point.

For example, under one point, part of that was a 0.37 service's
fee. Most of the State agencies operate through private servicers. I
know Minnesota, for example, has some 200 servicers in the--pro-
ram; Michigan operates with about 100 financial institutions-

S&L's, banks-that participate in the program.
We asked them to administer the program at 0.37. Now, with a

15-page list of targets that they must administer, we are asking
them, under the 1 percent, to reduce that fee from 0.37 to 0.30.
Obviously, you are going to have loose administration which gets
back to the point of the 95-percent restriction. These things cannot
be treated separately as were treated separately by Assistant Sec-
retary Chapoton this morning. They are interlinked, and if you
deal with one, you are not necessarily providing a remedy in an-
other field. You might lessen some of the pressure in another field
as 95 percent lessening the requirement and enforcing the 95 per-
cent and operating on a good faith basis or something of that
nature may lessen some of the fees and charges here of administra-
tion. But what you are asking really' the private sector to do is
administer a program much more intensely at much less return.

Senator DURENBERGER. All right. As you and others know, in
order to get the bill in we tried to compromise between 1V2 and 1
and ended up, logically, being 1.25, proving we can all count. But
you have mentioned that there is a difference between smaller
issues and larger issues. Is it impossible or is it possibleperhaps to
design a sliding scale on this whole arbitrage issue? Oi should we
make our decision somewhere between 1 and 1.5?

Mr. HELMBRECHT. I would argue, Senator, for purposes of clarity
that Ybu make that decision somewhere in that range. We have
provided a backup here with estimated costs, which is the result of
input from a number of various agencies, and a basis on similar
assumptions that it might range from about a point-0.05 to 0.25-
depending on the size of the issue, but expenses would be involved,
et cetera. Obviously, it would be easier to keep it at a lower level if
you had a larger issue. That is not necessarily the case. Many of
the issues that housing finance agencies initiate are tailored to
specific programs. Home improvement issues tend to be very small.
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Single-family issues, when we could do them, were much larger. So
that the expenses do vary. But it was the concensus of the testimo.
ny presented here-the backup information presented to the com-
mittee-that most issues could operate within the 1.25 range, as-.
suming that the underwriter fees and bond counsel fees were in-
cluded within that 125.

Senator DURENBERGER. Is there any disagreement among the
panel of what Dick has said?

[No response.]
Senator DURENBERGER. Jim, can you expand briefly on your sug-

gestion that we need more flexibility in the 95-percent good faith
requirement for the inadvertent, noncomplyirig loans?

Mr. DINERSTEIN. Senator, the important thing about this good
faith requirement is that there needs to be some way that agencies
can replace bad loans and-not just have to call these loans. There
are four different kinds of errors you will get with a loan. First, the
housing finance agency made a mistake and bought something that
they shouldn't have purchased, in which case we should pay the
piper for it. Second, if it is a lender error, we can sell it back to the
lender. If it is borrower fraud, we can call the loan and attempt to
prosecute the borrower, although I caution the committee that
Minnesota courts may be sympathetic to-the borrower who is going
to get kicked out of his house even if he-has committed some fraud
in the making of the loan.

With most of the errors, they will be inadvertent errors. And I
think that the housing finance agency, as a public body, would
prefer, where it has funds available to it, to purchase the loan from
out of the bond financed portfolio and make a new loan. And in
that way, the agency would have a good investment, although it
would be at a below market interest rate. And the borrower would
not be kicked out into the street, because if we are doing our
proper underwriting, these are low income folks who cannot afford
to get a loan at market rates.

I would like to, if I may, make one short comment on the
appropriations. The Minnesota Legislature has appropriated almost-
$150 million for programs run by the Minnesota Housing Finance
Agency. I think they would view it as a shame if we had to take
money away from benefiting low- and moderate-income people, and
have to use that money to pay cost of issuance. This money allows
the agency to target particular pieces of its programs to the very
lowest of the very low income.

Senator DURENBERGER. Thank you very much.
Senator PACKWOOD. Senator Bradley?
Senator BRADLEY. Thank you, Mr. Chairman. I would like to ask

Mr. Helmbrecht a question about the 95-percent compliance test.
What, in your view, has to be done in order to make that a kind of
reasonable limitation? A lot of people have argued that it is too
unreasonable.

Mr. HELMBRECHT. It is very unreasonable, Senator Bradley. I
think perhaps operating on a good faith basis that in allowing the

-agency to correct loans-no one wants to get in the business of not
doing legitimate loans. We are not here for that-and, therefore,
what happens under the present system, the present regulations, is
that if 7 years out, 8 years out, an agency's portfolio on a single-
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family program hits that magic 5 percent, all the bonds become
taxable. It seems to me, first of all, that the compliance should be
placed up front at the time that the issue is complete, that the
bonds are issued, there would be a compliance determination.

Second, if any agency goes back and attempts to correct loans, if
there were sins of omission, they go back, and review those and
audit those. That would be done on a good faith basis. But it seems
to me the compliance issue should be at the time that the issue is
completed.

Senator BRADLEY. At the end?
Mr. HELMBRECHT. That is correct.
Senator BRADLEY. What about the State ceilings? Do you think

that they limit the expense of the program sufficiently to the
Federal Government?

Mr. HELMBRECILT. Well, that's a relative question, Senator Brad-
ley. When you are doing zero, 200 million or 9 percent looks very
I ood. Yes, we are very willing to live with that. In our particular

tate, if we could do that amount of money at this particular time,
we would probably be 45 to 50 percent of the market.

Senator BRADLEY. Do you see any dangers that it would not
effectively?

Mr. HELMBRECHT. I cannot, offhand, Senator.
Senator BRADLEY. There are a number of other complicated regu-

lations. Do you think they are really necessary? Is there any -way
we could cut out some of these papers?

Mr. HELMBRECHT. Well, we have submitted testimony and letters
to Treasury, endless letters, and we have submitted backup testi-
mony to the committee this morning. I would only give one exam-
ple in.response to your question, Senator.

Senator BRADLEY. So you have provided for the record a long list
of testimony?

Mr. HELMBRECHT. Yes, we have. But I will only provide one
example. We took the multitude of recommendations in the act and
regulations, as now interpreted, and compared] them with the two
regulations that we have; namely, a mortgage limitation and an
income limitation, and we compared it in terms of public purpose,
which is a very major focus in our act as it is in all State housing
finance agency acts, to determine what kind of an income profile,
what kind of a home buyer, we are reaching with that program.
And we reached, under our two limitations, a lower income buyer,
more first-time home buyers, without the first-time home buyer
restriction, than we were by using the multitude of requirements,
the targeting requirements, that are now part of the act.

Senator BRADLEY. You are speaking generally nationwide?
Mr. HELMBRECHT. I am speaking in terms of the Michigan experi-

ence.
Senator BRADLEY. How would it be nationwide?
Mr. HELMBRECHT. I think that would be quite similar. There are

certain exceptions, such as Alaska, where the housing finance
agency is responsible for financing a huge percentage of the State's
housing, I would say in the area of 70 to 80 percent. But within the
other housing finance agencies, most operate under income mort-
gage or price restrictions, then thereby limit the market to some
form of public purpose, as defined.
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Senator BRADLEY. Thank you, Mr. Chairman.
Senator PACKWOOD. Gentlemen, let me ask each of you a ques-

tion. Often in this kind of a subject we will get down to negotiating
with the Treasury Department, and we may have some leverage
but we cannot get everything we want. If you had to put a priority,
one most important thing you would like to get rid of in the act-
and repeal is not an-answer-what is the most important thing, in
your estimation, and-let's start with Mr. Helmbrecht, and move
that way across the panel?

Mr. HELMBRECHT. Well, this is ce!1ld division time. No, I don't
think there would be a lot of division among us, Senator. I think
that perhaps we would agree on two priorities or three. [Laughter.]

One would be the arbitrage provision which is key, absolutely
key to make these work, if you are going to operate on a nation-
wide basis. And that would be the priority. I am not going to speak
for the rest, but I think that many of the newer States, either
through local provisions or because of their newness, would find it
impossible to operate if there is not some lessening of that 1-
percent restriction.

Mr. McNirrT. Senator, I would have-to suggest that the 95-percent
rule probably is the strongest impediment on a scale of 10, but you
have to look at these others, such as the arbitrage rule, and say if
that is not 10, then it is 9.5, and you start running down a scale in
that manner.

Senator PACKWOOD. I understand that. What I am trying to say
is if the Treasury Department says, well, all right, we will accept a
$400 to $500 million loss. That's all. Now you decide among the
priorities how much comes up to that amount. And I have not yet
seen Treasury's breakout as to their estimate of the loss for each of
these provisions. That is often what we are faced with.

Mr. HAYNES. Surely. I would agree that the 95-percent good faith
requirement would be the most important by far, because we spent
half a day, Paul and I, with IRS going over all of these regulations.
And this was the one problem they could not satisfactorily deal
with.

We were trying to get an issue for our State with a very substan-
tial front-end subsidy. We were going to get around the arbitrage
restriction that way. Of course, we submit that this restriction
should be changed and the 11/4-percent proposal would be very
satisfactory as far as our agency is concerned.

I would like to add my thoughts to the cost on registration, and I
concur with the other witnesses on that issue.

Mr. SMITH. Mr. Chairman, the issue speaks to two different
communities. The arbitrage issue speaks to us as an issuer and our
ability to operate a program. The good faith speaks to the bonding
community and its willingness to accept our offering. From my
personal point of view as an agency administrator, arbitrage is life
or death. From the point of view of the financial community, 95
percent is life or death.

Senator PACKWOOD. Mr. Dinerstein.
Mr. DINERSTEIN. Coming in here today, I think I would have said

it was a close first, but 95 percent is first. Based upon the com-
ments of Mr. Chapoton, maybe after I see his regulations, I might
shift it to the question of the arbitrage.
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Senator PACKWOOD. Gentlemen, thank you. Any further ques-
tions, Dave?

Senator DURENBERGER. No.
Senator PACKWOOD. Bill?
Senator BRADLEY. No.
Senator PACKWOOD. Thank you very much for the good presenta-

tion.
[The prepared statements of the presiding panel- follow:]

_~ ,. -

N
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STATE OF NEVADA

DEPARTMENT OF COMMERCE

HOUSING DIVISION
201 SOUTH FALL STR99T. ROOM 300

CARSON CITY. NEVADA 89710

I7OI S*S-42Sl6

Finance Subcomittee on Taxation and Debt Management.

Hearing date: October 16, 1981.

Testimony on S.1348 by the State of Nevada by A. L. McNitt, Jr.,
Administrator, Nevada Housing Division.

On behalf of Governor List and-as an officer of the State of Nevada the
following testimony is presented to the Finance Subcommittee on Taxation and
Debt Management.

First, the State of Nevada supports the immediate passage of S.1348 as
a partial, temporary solution to the inequities unilaterally imposed by Congress
on the several states by the Mortgage Subsidy Bond Tax Act of 1980. The more
appropriate remedy however is 1002 repeal of the act rather bhan these proposed
amendments.

Second, the Goveruer-ol state of Nevada has gone on record that any
efforts by the Congress or Executive Branch to tax or regulate municipal finance
must be opposed vigorously by the State. The history of such a position goes
back into the history of our Constitution. We quote Governor Charles Evans Hughes
of New York in his 1910 message to the legislature.

"But the power to tax incomes should not be granted in such terms as to
subject to Federal taxation the incomes derived from bonds issued by the State
itself or those issued by municipal governments organized under the State's
authority. To place the borrowing capacity of the State and of its govern-
mental agencies at the mercy of the Federal taxing powers would be an impedi-
ment of the essential rights of the States, which, as its officers, we are
bound to defend."

Idaho's Senator Borah replied from the floor to the Governor giving
assurances that the apprehensions were unfounded including the following
excerpts:

"To construe the proposed amendments so as to enable us (Congress) to
tax the instrumentalities of the State would do violence to the rules laid
down by the Supreme Court for a hundred years, wrench the whole Constitution
from its harmoneous proportions and destroy the object and purpose for which
the whole instrument was framed." (parenthesis added)
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Also on February 10, 1910 Senator Root of New York wrote to , member of
the New York Legislature including excerpts as follows:

"I do not consider that the amendment-(16th) in any degree whatever will
enlarge the taxing power of the National Government or will have any effect
except to relieve the exercise of that taxing power from the requirement that
the tax shall be apportioned among the several states. (parenthesis added)

"There was no question in Congress or in the courts or in the country
about the taxation of state securities. No one claimed that the inability of
the general government to tax them was an evil. The inability to tax them did
not arise from the terms of the constitution, but from the fact, being the
necessary instruments of carrying on other and sovereign governments, they
were not the proper subject of national taxation, and that therefore no pro-
visions of Constitution, however wide the scope of their language, could be
held to apply to such securities or to the income from them. Judge Cooley,
in his work on "Constitutional Law", says:

'The power to tax whether by the United States or by the States, is to
be construed in the light of and limited by the fact that the States and the
Union are inseparable, and that the Constitution contemplates the perpetual
maintenance of each with all constitutional powers, unembarrassed and un-
impaired by any action of the other. The taxing power of the Federal Govern-
ment does not therefore extend to the means or agencies through or by the
employment of which the States perform their essential function, etc.'

Senator Root continued: "This rule of construction has been maintained
for generations. It is undisputed; it was referred to with approval by the
Justices who wrote and delivered the opinions in the Pollock case both for
any against the judgment. It has been declared again and again by the Supreme
Court to be not open to question. It is a rule of construction just as con-
trolling in defining the scope of the proposed amendment as it is in defining
our government the apparently unlimited taxing power conferred by the terms
of the Constitution has been held not to apply to the instrumentalities of
the State. Under it acts of Congress which by their express terms, appeared
to include instrumentalities of state government have uniformly been held not
to include them.

"This uniform, long-established, and indisputable rule applied to the
construction of our Constitution - a rule which has been declared to be essential
to a continuance of our dual system of government - forbids that the words of
that instrument conferring the power of taxation shall be deemed to apply to
anything but the proper subjects of national taxation. Under it we are forbidden
to apply the words "from whatever source derived" in the proposed amendment
to apply to the instrumentalities of State government."

Third, it is the view of the State of Nevada that there is a significantt
possibility that the Mortgage Subsidy Bond Tax Act of )80 is unconstitutional,
because:
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1. The power of the federal government to regulate
the states is at best a limited power, and there
is serious question that the "Act" in part, or
in whole, exceeds the powers of the federal
government.

2. The doctrine of reciprocal immunity from taxa-
tion has been established since The Collector v.
Day (1871). Reciprocal immunity was extended to
interest income earned on state securities in
Pollock v. Farmers' Loan and Trust Company, 157
U.S. 429 (1895). The "Act" unilaterally breaches
this reciprocal immunity from taxation without
Congress changing the Constitution to authorize
it to tax state and municipal securities.

3. The "Act" directly interferes with one of this
state's traditional governmental functions and
thereby impairs this state's integrity and
ability to function effectively in the federal
system. The "Act" (a) impairs the state's
function with a sunset provision which eliminates
all single family mortgage bond programs after
1983 and (b) currently impairs the state's
function with permanent rules which have made
new single family bond issues impossible to
issue to date.

4. The Amersbach v. City of Cleveland, 598 F.2d
1033 at 1037 (6th Cir. 1979) case has not been
reviewed by the Supreme Court. However, the
enclosed opinion by the--Nevada Attorney General
indicates that both the single and multifamily
Housing Division programs can meet the four-
pronged test formulated in that case, and there-
fore, the single and multifamily programs
constitutionally would not be taxable by the
federal government.

5. The Sixteenth Amendment did not extend any con-
stitutional powers to Congress to tax state and
municipal securities. During the ratification
process, Congress acknowledged this (see pages
737 to 741 from Tax Revision Compendium, H0603,
1958) and the Supreme Court confirmed it in-
Evans v. Gore, (1920).

Fourth, the Mortgage Subsidy Bond Tax Act of 1980 is inconsistent with
President Reagan's policies on federalism and the return of powers and re-
sponsibilities to the states.

Fifth, any efforts by Congress and the Executive Branch to control,
regulate or tax municipal finance is an unconstitutional unilateral
taking of State powers and tax revenues to which the federal Treasury is not
entitled. This remains true regardless of the volume of municipal finance.
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Sixth, instead of trying to use regulation and taxation or municipal
finance as a tool to balance the federal budget, as had the Carter Administration
attempted, the more proper approach would be to recognize and respect that:

1. Any recent expansion of usage or volume in municipal finance
activities has been caused by state and local governments re-
sponding to high interest rates caused by high inflation. And the
high inflation has been caused by excessive federal budget deficits,
excessive federal governmental spending, as a percentage of gross
National Product and excessive increases in the monetary supply.

2. The best solution for the federal government is to spend the
majority of its efforts to solve high .Lpflation which in turn
will solve high interest rates. Then the political need to use .-
municipal finance will diminish - and so will the preceived loss
of tax revenues for the U.S. Treasury.

Seventh, the Treasury Department-seeks the end of all municipal finance
free from federal regulations and taxation. Treasury 'is justifying its attitude
on the basis that the 1968 Federal Industrial Development Bond statute never
has been challenged nor overturned and therefore this is sufficient precedent
to justify federal regulation and taxation of other municipal finance activities.
IDBs are not sufficient nor strong precedent for federal regulation of municipal
finance. The only reason there has been no direct constitutional challenge of
the 1968 IDB law - nor the 1959 arbitrage regulations - is because the abilities
of the states to function within the federal system have not been impaired.

Eight, the states and municipal governments in order to preserve our system
of federalism must never give up their rights to finance their functions free
from federal regulation and taxation.

Ninth, the states and municipal governments in order to preserve our system
of federalism must not accept taxable municipal finance with federal interest
rate subsidies as any alternative to their present constitutional rights to issue
municipal finance free from federal taxation and regulation.

Tenth, Congress and the Executive Branch should support the return of
balance to our fine federal system. The imbalance in our system should be
corrected by congressional actions so that other solutions provided by the
Constitution need not be resorted to by the States. The federal taxation of
municipal finance is but one symptom of our federal system out of balance.

&e have attached for further reference two documents; The first is an
opinion from the office of the Attorney General of the State of Nevada which
analyzes the constitutional history of federal taxation efforts of interest
earned on state housing bonds and jurisdiction with the U.S. Supreme Court
for legal recourse. The second document contains key pages 737 to 741 from the
Tax Revision Compendium, H0603, 1958 wherein the Congress, in 1910, said it
clearly did not have any constitutional power nor intent to tax state and
municipal securities.
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In sunmary, for the several reasons cited the State of Nevada proposes
that full repeal of the Mortgage Subsidy Bond Tax Act of 1980 is the more
'appropriate action. However, as a partial, temporary solution we do support
immediate passage of S.1348 with the understanding that we will continue all
efforts to fully repeal the statute.

Sincerely,

A. L. McNitt, Jr.

Administrator

ALNE:pt

encs.

cc: Governor Robert List
Senator Paul Laxalt
Senator Howard W. Cannon
Representative James Santini
James L. Wadhams



219

STATE OF NEVADA
CAPITOL COMPLEX

OFFICE OF THE ATTORNEY GENERAL
DEPARTMENT OF COMMERCE-HOUSING DIVISION

201 S. FALL STREET
SUITE 300

CARSON CiTY 89720

FEDERAL TAXATION OF INTEREST EARNED ON STATE HOUSING BONDS

The United States Constitution grants the federal government the "Power
To lay and collect Taxes . . . (and) To make all Laws which shall be necessary
and proper for carrying into Execution the foregoing Powers" in Article I
Section 8. This seemingly unlimited power is restricted in part by the
Tenth Amendment to the Constitution which states "The powers not delegated to
the United States by the Constitution, nor prohibited by it to the States,
are reserved to the States respectively, or to the people".

In interpreting these constitutional provisions, the Supreme Court has
developed the doctrine of intergovernmental tax immunity. In McCullough v.
Maryland (1819) the Supreme Court held that the supremacy of the Constitution
and the laws enacted thereunder immunized the instrumentalities of the federal
government from state taxation. In The Collector v. Day (1871) this immunity
was interpreted as being reciprocal based upon the separate sovereignties of
the States. In each off these cases, the immunity from taxation was found to
be woven into the very fabric of the Constitution rather than expressly stated
therein.

The-immunity from taxation of governmental obligations followed a similar
course. In Weston v. City Council (1829) the Supreme Court struck down a city
personal property tax on federal obligations, reasoning that it was a tax on
"an operation essential to the important objectives for which the government
was created . . . it is a burden on the operations of government". Weston v.
City Council, 2 Peters (27 U.S.) 449 at 467-469 (1829). This immunity was
reciprocally applied to state securities in the case of H!ercantile Bank v.
New York (1887). Pollock y. Farmers' Loan and Trust Company, 157 U.S. 429 (1895)
made it clear that this reciprocal immunity extended to the interest income
earned on state securities. In the Pollock case the Court examined the income
tax law which Congress enacted In 1894. That law subjected the income derived
from stpe, county and municipal securities to federal income taxation. The
Supreme Court held at page 451 that "the authorities fully sustain the proposi-
tion that Congress cannot tax the borrowing powers of the States or their
municipalities; for clearly if the right to tax existed, it would place the
borrowing power of the States completely at the mercy of a majority in Congress,
(citations omitted)". Although the Allt's decision in Pollock wias less than
unanimous in the determination that the income tax was a direct tax subject to
apportionment, it was unanimous on the ooint that state and municipal bonds
were exempt from federal taxation.

88-092 O-82--15
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In apparent response to the Pollock decision Congress, in 1909, introduced
an amendment to the Constitution to eliminate the requirement of apportionment.
The amendment was ratified and became the 16th Amendment. It states that "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". The sweeping language of the 16th Amendment
could be read so that it would eliminate not only the apportionment requirement
of the Pollock decision but also the portion of Pollock and prior cases relied
on therein which stated that state and municipal borrowing was iuune from federal
taxation. The fear that some might so read the 16th Amendment led to the
recommendation in 1910 by Governor Charles Evans Hughes of New York to that State's
Legislature that it not be ratified. Other governors and state legislators
expressed similar fears that the proposed amendment might be interpreted-as
extending not only the means of exercising the federal tax power but also the
scope of the federal tax power. Rather than chance rejection of the amendment
Congress made a record of its promise that it had no such thing in mind.
c.f. 45 Cong. Rec. 61st Cong., 2d Sess. Part 3, Pages 2539-2540; Part 2 Pages
1694-1698; and Part 3 Pages 2245-2247. That the purpose of the 16th Amendment
was to overrule the apportionment ruling but not the imunity ruling in
Pollock was made clear by the Supreme Court in the case of Evans v. Gore (1920).
The Congressional promise of 1910 thus became the law in unequivocal terms in
1920; the securities of states and their municipalities remained as immune
from federal taxation after the adoption of the 16th Amendment as they had been
after adoption of the original Constitution.

As Chief Justice of the Supreme Court, Charles Evans Hughes had the
opportunity to reaffirm the Pollock holding in a case questioning'the consti-
tutionality of a tax on the gains derived from trading in municipals, Willcuts
v. Bunn (1931). The opinion states at Pages 224 and 225 of 282 U.S.:

The well-established principle is involved that a tax upon
the instrumentalities of the States is forbidden by the
Federal Constitution, the exemption resting upon necessary
implication in order to effectively maintain our dual system
of government . . . . And a tax upon the obligations of a
State or of its political subdivisions falls within the
constitutional prohibition as a tax upon the exercise of the
borrowing power of the State.

In compliance with the promise made to secure ratification of the 16th
Amendment, Congress explicitly exempted interest earned on state and municipal
securities from income taxation in the revenue act of 1913. Act of Oct. 3,
1913, Ch. 166, 38 Stat. 168. Believing that an amendment specifically ending
the exemption was necessary, in 1923 the House Ways and Means Committee
recommended such an amendment, but the House in 1924 rejected the resolution.
65 Cong. Rec. 43, 347 (1924). In 1933 a joint resolution proposing a similar
constitutional amendment to end the exemption was introduced in the Senate,
76 Cong. Rec. 3588 (1933), but this was likewise rejected. Congress was
similarly unsuccessful in ending the exemption by statute in 1922, 1923, 1924,
1938, 1942, 1949, 1951, 1954 and 1959. c.f. Maxwell, Exclusion from Income
of Interest on State and Local Government Obligations and Ely, Federal Taxation
of the Interest Paid by States and Political Subdivisions Upon Their Obligations,
in House Comm. on Ways and Heans, 86th Cong., 2d Sess., 1 Tax Revision Compendium
701, 702-703 and 783, 789 (1959).
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The United States Supreme Court has not had an opportunity since Pollock
to rule on the constitutionality of a federal income tax on interest earned
from state and municipal securities. In the more general area of intergovern-
mental tax immunity, however, the Court has had occasion to rule and has
reemphasized and reinforced the limitation on such immunity announced in
HeCullouih and Collector v. Day. That limitation is, combining the various
erases used in the cases, that only essential, traditional governmental
functions enjoy an inmmity from taxation. c.f. Helving v. Gerhardt (1938);
Allen v. Regents of the University System of Georgia (1938); Graves v.
New-York ex. tel. O'Kefe (1939); and New York v. United States (1946). In
the more recent case of Massachusetts v. United States (1978) the Court
distinguished a nondiscriminatory user fee which "operates only to insure
that each member of a class of special beneficiaries of a federal program pay
a reasonable approximation of its fairshare of the cost of the program to the
national government" from a tax that might trigger intergovernmental tax
immunity while being careful to explicitly state that it was neither questioning
nor limiting the "present vitality of the doctrine of state tax immunity or
the conditions under which it might be invoked". Massachusetts v. United States,
435 U.S. 444 at 454 (1978). After a lengthy review of the genesis of the
intergovernmental tax immunity doctrine and the development of the doctrine's
present parameters, the Court, at page 459, succinctly concluded that "the
purpose of the implied constitutional restriction on the national taxing power
is . . . to protect the States from undue interference with their traditional
governmental functions". In another recent case the Court had occasion to
comment on the vitality of the intergovernmental tax immunity doctrine as applied
to federal taxes rather than user fees, albeit in a non-tax case, in its widely
quoted opinion in National League of Cities v. Usery, 426 U.S. 833 (1976). The
Court stated:

This Court has never doubted that there are limits upon
the power of Congress to override state sovereignty,
even when exercising its otherwise plenary powers to
tax or to regulate commerce which are conferred by Art. I
of the Constitution. (at 842);

The (Tenth) Amendment expressly declares the constitutional
policy that Congress may not exercise power in a fashion
that impairs the States' integrity or their ability to
function effectively in a federal system . . . (at 843).

The Court then characterized its decision in New York v. United States as having
rejected "the proposition that Congress could impose taxes on the States so long
as it did so in a non-discriminatory manner" at page 843. After quoting, at
page 844, an aphorism from an earlier decision that "the Constitution in all its
provisions, looks to an indestructible Union,.composed of indestructible
States" the Court continued at page 847, that the vice of the federal statute
there being examined was that "quite apart from the substantial costs imposed
on the States and their political subdivisions, theAct displaces state policies
regarding the manner in which they will structure delivery of these governmental
services which their citizens require". The Court repeated at pages 851 and
852 that the vice of the federal statute being examined was that it would
"impermissibly interfere with the integral governmental functions of (the states)",
concluding that under our Constitution the federal government may not "wield its
power in a fashion that would impair the States' ability to function effecfively
in a federal system".
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Stating that the federal government may not infringe, through the levy
of a national income tax, the 'essential, traditional functions of State
and local governmentt obviously begs the question of how one determines
whether or not a particular state activity is within the protected class.
The Supreme Court's opinion in National League of Cities provides examples
of immune activities when it states at page 851:

Such areas as fire prevention, police protection, sanitation,
public health and parks and recreation . . . are typical of
those performed by State and local governments in discharginj-
their dual functions of administering the public law and
furnishing public services. Indeed, it is functions such as
these which governments are created to provide, services such
as these which the States have traditionally afforded their
citizens.

in a footnote to this section of the opinion the Court states "these examples
are obviously not an exhaustive catalog of the numerous line and support -

activities which are well within the area of traditional operations of State
and local governments." The opinion continues at page 885 that "schools and
hospitals . . . and . . . fire and police departments . . . each provide an
integral portion of those governmental services which the States and their
political subdivisions have traditionally afforded their citizens".

One attempt to formulate a test for immune activities that may prove
helpful is contained in Amersbach v. City of Cleveland, 598 F.2d 1033 at 1037
(6th Cir., 1979):

(TJhe terms 'traditional' or 'integral' are to be given a
meaning permitting expansion to meet changing times . . .
By analyzing the services and activities which the Court
(in National League of Cities) characterized as typical
of those performed by governments, we note certain elements
common to each which serve to clarify and define a method
by which a protected government function may be identified.-
Among these elements are: (1) the government service or
activity benefits the community as a whole and is available
to the public at little or no direct expense; (2) the
service or activity is undertaken for the purpose of public
service rather than for pecuniary gain; (3) government is
the principal provider of the service or activity; and (4)
government is particularly suited to provide the service or
perform the activity because of a communitywide need for
the service or activity.

Obviously, this four-pronged test cannot be applied mechanically, for if
it were, one or more of the activities described as being illustrative of
traditional, essential government functions in National League of Cities would
be ruled out. It would be a unique public hospital, for example, that provided
services "available to the public at little or no direct expense". Likewise
the second and third prongs could easily eliminate the listed activities if
given an excessively literal reading. As one commentator has observed:
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Americans customarily look not only to State and local
governments but also to the private sector for services
in various fields that typify local government activity.
There are private elementary and secondary schools,
private refuse scavengers and water companies, private
plant watchmen and detectives, private health insurers
and hospitals . . . Our needs in such fields are to be
served, we customarily think, by some mixture of govern-
mental and private activity. Hichelman, States' Rights
and States' Roles: Perm-tations of 'Sovereignty' in
National Leazue of Cities v. Usery, 86 Yale Law Journal
1165 at 1175 (1977).

With these caveats in mind, the four factors enumerated in Amersbach provide
an appropriate framework to evaluate-vhether housing for low and moderate
income persons provided or assisted by State government is an essential, tradi-
tional government activity.

All State functions must serve a public purpose to pass muster under most
State constitutions. It is thus not necesarily true that every activity
with a valid public purposewould be protected under National League of Cities.
It would seem, however, that any activity passing the public purpose test
should have little difficulty passing at least the first two prongs of the
Amersbach test. State programs financed through revenue bonds that assist low
and moderate income persons to obtain housing they would otherwise be unable
to afford have been found to serve a valid public purpose by many State Supreme
Courts. c.f. John R. Grubb. Inc. v. Iowa Housing Finance Authority (1977)
and the citation therein to opinions of the Supreme Courts of Alaska in 1966,
Illinois in 1948, Maine in 1971, Massachusetts in 1969, Minnesota in 1973,
New Jersey in 1970, Rhode Island in 1973, Vermont in 1970, West Virginia in
1969, and Wisconsin in 1973.

To the extent such a State housing program is limited to those persons not
served by and those types of housing not provided by the private sector, there
should be little difficulty in meeting the third and fourth requirements of the
Amersbach test. c.f. The decision of the United States Court of Appeals for the
second circuit on September 15, 1980 in the case of United Transportation Union
v. Lons Island Railroad.

To sumarize the foregoing, a continuous theme runs through and unites the
opinions of the United States Supreme Court from McCullough v. Maryland through
Massachusetts v. U. S. Notwithstanding the seemingly unlimited power to tax
contained in Art. I Sec. 8 and the 16th Amendment, our federal system prohibits
the national government from applying an income tax to the interest earned on
state or municipal obligations. While the decisions of the past half century
have drifted in the direction of limiting the scope of the reciprocal tax
immunity doctrine generally, on the specific point of tax exemption of state
and municipal obligations, the Court has never deviated from its Pollock holding.
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JURISDICTION

If a State were to challenge the constitutionality of the so-called
'"ortgage Subsidy Bond Tax Act of 1980" as an impermissible interference
with State housing programs financed through State bonds; such an action
might be entertained by the United States Supreme Court in its original
jurisdiction. This would eliminate the time and expense involved in prose-
cuting a case on the State or lover federal court level and then prosecuting
or defending appeals on up through the United States Supreme Court. Such
original jurisdiction is provided for in Article 3 Section 2 of the Consti-
tution. But by federal statute, jurisdiction is not exclusive in the Supreme
Court-28 USC Section 1251 (b) (2), and so such an action might be returned,
to the U. S. District Courts which have coextensive jurisdiction with the
Supreme Court in such cases.

AKstumbling block to such an action, which may prevent a State from ever
directly litigating the deprivation of its constitutional rights, lurks in
the federal statutes prohibitinga federal court from entertaining such an
action contained in the Declaratory Judgment Act and in the Internal Revenue
Code. The former states in 28 USC Section 2201 "in a case of actual con-
troversywithin its jurisdiction, except with respect to Federal taxes . . .
any court of the United States . . . may declare the rights and other legal
relations of any interested party seeking declaration . . .". The so-called
Anti-injunction Act in the Internal Revenue Code provides, at 26 USC Section
7421 "no suit for the purpose of restraining the-assessment or collection of
any tax shall be maintained in any court by any person, whether or not such
person is the person/against whom such tax was assessed".

The Supreme Court in Bob Jones University v. Simon (1974) held that
unless the petitioner could demonstrate that both equity jurisdiction existed
(the petitioner would suffer irreparable injury in the absence of an injunction)
and that the federal government could not under any circumstances prevail on
the merits, a federal court would not make an exception to the anti-injunction
act. In so holding, the Court relied on the earlier case of Enochs v. Williams
Packing and Navisation Company (1962) which first formulated this two-pronged
test. The Court characterized Willias Pecking as having been "undertaken to
rehabilitate" the anti-injunction act from "debilitating departures" in a pair
of Supreme Court cases decided in the 1930's. Those cases were described as
having reduced the anti-injunction act to a mere requirement that traditional
equity requirements existed for the issuance of an injunction. The Court
paints this chronology with too broad a brush, however, when it ignores the
unique status of the respondent in one of those 1930's cases. Specifically in
Allen v. Regents of the University System of Georgia (1938) the respondent was
an instrumentality of the State of Georgia. While a literal reading of Regents
as requiring no more than traditional equity jurisdiction would not be incorrect,
it ignores the fact that the respondent there w&s a State and not a taxpayer.
Because it was not a taxpayer, if the anti-injunction act had been invoked
according to its literal terms it wAuild have had the effect of denying the State
of Georgia any access to the courts.
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Although the Bob Jones case seems to say that modification of the
Williams Packing two-pronged test will not be permitted, two years after
Bob Jones, in separate cases Involving alleged drug dealers who had been
subjected to jeopardy assessments, the Court held the anti-injunction act
inapplicable. In Laing v. U. S. (1976) the act was not applied because the
Internal Revenue Service had employed a procedure which would have denied
the taxpayer any access to the Tax Court if the act had been mechanically
applied. In the case of Conmissioner of Internal Revenue v. Shapiro (1976)
the Court likewise refused to mechanically apply the Williams Packing test
and required instead that once the taxpayer put the government's inability
to prevail on the merits in issue, it became Incumbent upon the court to
resolve this prong of the Williams Packinp test before employing the act
to bar the injunction.

It would-thus be inappropriate to conclude that proving the merits of
the State's claim will be the only substantial obstacle in challenging this
unconstitutional act of the federal government. One should anticipate that
the federal government will employ every procedural or jurisdictional sub-
terfuge or device available to foreclose the State from obtaining its day in
court. Recent Supreme Court decisions seem to indicate, on balance, that
some judicial forum must remain open to every litigant with a case or con-
troversy relating to the federal tax taws.
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TESTIMONY OUTLINE

INTRODUCTION,

BACKGROUND OF STATE ROLE IN HOUSING FINANCE.

OREGON S PROGRAM HAS SERVED YOUNG, MODERATE-INCOME,

FIRST-TIME -HOME BUYERS PURCHASING SMALLER, OLDER,

"STARTER" HOMES.

OREGON'S LONG-STANDING SUPPORT OF FEDERAL RESTRAINTS ON

MORTGAGE REVENUE BONDS.

MORTGAGE BOND ACT MOVED BEYOND RESTRAINT TO ABOLITION$

STATES CAN LIVE WITH PROGRAM LIMITS ON MORTGAGE BOND ACT.

HOWEVER, TECHNICAL PROVISIONS OF ACT ARE UNWORKABLE.

THEY ARE: 95% TEST, ARBITRAGEo REGISTRATION,

OREGON'S EXPERIENCE WITH REGISTERED BONDS.

THE NEGATIVE CONSEQUENCES OF BOND REGISTRATION.

SUMMARY..
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MR. CHAIRMAN, MEMBERS OF THE COMMITTEE, MY NAME IS GREGG SMITH.

I AM ADMINISTRATOR OF THE HOUSING DIVISION OF THE STATE OF OREGON.

IT IS A GREAT HONOR FOR ME TO HAVE THE OPPORTUNITY TO SPEAK TO

YOU AND TESTIFY IN FAVOR OF S. 1348. I WOULD LIKE TO TAKE A

MOMENT TO PROVIDE AN HISTORICAL OVERVIEW OF THE ISSUE BEING

ADDRESSED TODAY.

STATE HOUSING FINANCE AGENCIES HAVE BEEN OPERATING HIGHLY-

REGARDED PROGRAMS FOR APPROXIMATELY 20 YEARS. THE VAST MAJORITY

OF OUR PROGRAMS HAVE SERVED LOW AND MODERATE INCOME RENTERS AND

HOME BUYERS. WE HAVE FILLED A GAP BETWEEN CONVENTIONAL LENDERS

WHO SERVE, PRIMARILY,-ABOVE-MEDIAN-INCOME HOME BUYERS AND

FEDERALLY SUBSIDIZED HOUSING PROGRAMS WHICH SERVE, PRIMARILY, VERY

LOW INCOME RENTERS.

IN THE 1970's AN INCREASING NUMBER OF STATE HOUSING FINANCE

AGENCIES INSTITUTED PROGRAMS TO ASSIST BELOW-MEDIAN-INCOME

FAMILIES TO PURCHASE HOMES. THE REASONS FOR THIS TREND .%ERE

MANIFOLD. FIRST, IN THE 1970's MANY NEW STATE HOUSING FINANCE

AGENCIES WeRE CREATED IN THE SOUTH, MIDWEST AND WEST WHERE

THE PREDOMINANT SHELTER-TYPE WAS SINGLE FAMILY HOMES. SECOND,

DURING THIS PERIOD CONVENTIONAL MORTGAGE INTEREST RATES ROSE

DRAMATICALLY, PRICING INCREASING NUMBERS OF FAMILIES-OUT OF

HOUSING OPPORTUNITIES. THIRD, THE POST-WORLDAWAR II "BABY

BOOM" GENERATION BEGAN TO HIT THE MARKET ABOUT THIS TIME CREATING

TREMENDOUS DEMAND FOR OWNED UNITS$



229

ATTACHMENT "A" IS A STATUS REPORT ON OUR MORTGAGE PURCHASE PROGRAM

FOR 1980. DURING THAT YEAR, WE FINANCED 1795 SINGLE FAMILY HOMES,

To SUMMARIZE THE DATA, THE PROGRAM SERVED PRIMARILY YOUNG,

MODERATE-INCOME, FiRST-TIME HOME BUYERS WHO WERE BUYING SMALLER,

OLDERJ"STARTER" HOMES IN THE URBAN AREAS.

IN MID-1978 CERTAIN CITIES AND COUNTIES STARTEDJO ISSUE MORTGAGE

REVENUE BONDS TO FINANCE HOMES FOR MIDDLE AND UPPER INCOME

FAMILIES, WE OBJECTED TO THESE PROGRAMS BECAUSE THEY LACKED

A CLEAR PUBLIC PURPOSE AND WE WERE CONCERNED THAT THE BOND

MARKET WOULD BE SWAMPED BY EXCESSIVE BOND VOLUME. (WE CAN

ALSO APPRECIATE THE THEORY OF REVENUE LOSS BUT FEEL IT IS NOT

ENTIRELY SOUND GIVEN THE MANIFOLD TAX SHELTER OPTIONS AVAILABLE

TO INVESTORS.)

ATTACHMENT "B" OF MY TESTIMONY IS A COPY OF AN APRIL 6, 1979

LETTER I SENT TO FORMER REPRESENTATIVE AL PULLMAN URGING

CONGRESSIONAL RESTRAINTS ON THE ISSUANCE OF MORTGAGE REVENUE

BONDS, PARTICULARLY THOSE ISSUED BY CITIES AND COUNTfIES TO

FINANCE MIDDLE ANDUPPER INCOME HOUSING. THIS LETTER PREDATED

THE INTRODUCTION OF H.R. 3712 WHICH ULTIMATELY RESULTED IN

MORTGAGE BOND LEGISLATION, ATTACHMENT "C" IS A IAY 11, 1979

LETTER OREGON GOVERNOR VICTOR ATIYEH SENT TO FORMER REPRESENTATIVE

ULLMAN URGING LIMITATIONS ON THE ISSUANCE OF MORTGAGE REVENUE

BONDS BUT ALLOWING FOR THE CONTINUATION OF LONG-STANDING, WORTHY
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STATE EFFORTS, THESE LETTERS MAKE IT CLEAR THAT WE HAVE LONG

SUPPORTED REASONABLE RESTRAINTS ON THE ISSUANCE OF MORTGAGE

REVENUE BONDS.,

OUR INITIAL SUPPORT OF CONGRESSIONAL EFFORTS TO RESTRAIN

MORTGAGE REVENUE BOND PROGRAMS BORE BITTER FRUIT. WHAT

HAPPENED WAS NOT RESTRAINT - IT WAS ABOLITION OF THE GOOD

PROGRAMS ALONG WITH THE BAD. PERHAPS THIS WAS THROUGH OVER-

SIGHT. WHEN I TALKED WITH REPRESENTATIVE ULLMAN ABOUT THIS
MATTER IN 1979, HE TOLD ME THAT IT WAS HIS INTENT TO ALLOW

--FOR THE CONTINUATION OF A REASONABLE AMOUNT OF MORTGAGE BOND

ACTIVITY, HE TOLD ME HE KNEW THAT THE HOUSE BILL WAS FLAWED,

BUT THAT IT WAS THE BEST BILL HE COULD GET OUT OF THE WAYS

AND MEANS COMMITTEE AT THAT TIME. HE INDICATED WE WOULD HAVE

AN OPPORTUNITY TO CORRECT THE DEFECTS IN THE BILL ONCE IT GOT

TO THE SENATE. As YOU KNOW, THIS NEVER HAPPENED. INSTEAD,

THE HOUSE BILL BECAME LAW THROUGH CONFERENCE COMMITTEE ACTION

ON THE OMNIBUS RECONCILIATION ACT OF 1980. WE FEEL THE UNWORK-

ABILITY OF THE MORTGAGE BOND LEGISLATION IS CONTRARY TO THE

STATED INTENT OF CONGRESS AND CONTRARY TO THE-STATED INTENT

OF THIS ADMINISTRATION. I WOULD CONCEDE, HOWEVER, THAT IT

MAY NOT BE CONTRARY TO THE HOPES OF CERTAIN ELEMENTS OF

THE FEDERAL BUREAUCRACY.
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WE CAN LIVE WITH THE PROGRAMMATIC RESTRAINTS IN THE MORTGAGE

BOND LEGISLATION THEY ARE COMPLICATED, UNWIELDY AND OF

QUESTIONABLE VALUE, BUT WE CAN LIVE WITH THEM. WE CANNOT

LIVE WITH VARIOUS TECHNICAL PROVISIONS OF THE ACT. THOSE

TECHNICAL PROVISIONS ARE THE SO-CALLED 95% GOOD-FAITH QUESTION,

THE ARBITRAGE LIMITS AND THE REGISTRATION REQUIREMENT

ATTACHMENT "D" IS A FEBRUARY 13, 1981 MEMO I SENT TO TERRY KAY

ON YOUR STAFF, MR. CHAIRMAN. THE MEMO DETAILS MY CONCERNS IN

THESE AREAS. RESOLUTION OF THE GOOD-FAITH AND ARBITRAGE PROBLEMS

ARE CRITICAL TO THE CONTINUATION OF OUR PROGRAMS. HOWEVER, OTHER

PEOPLE HERE TODAY WILL SPEAK TO THOSE POINTS. I WOULD LIKE

TO-FOCUS MY ATTENTION ON AN AREA WHERE I HAVE SPECIFIC DATA,

NAMELY, THE QUESTION OF REGISTRATION.

ON JUNE 23, 1981, THE STATE OF OREGON HAD A GENERAL OBLIGATION

BOND SALE. WITHIN THE SALE WERE TWO SEPARATE ISSUES. ONE WAS

FOR ALTERNATE ENERGY PROJECTS AND THE OTHER WAS FOR WATER

RESOURCE FACILITIES. THE ENERGY BONDS WERE REQUIRED TO BE

REGISTERED BY FEDERAL LAW. WHEN SOLD, THE DIFFERENCE IN NET

INTEREST COST BETWEEN THE ENERGY AND WATER RESOURCES BONDS WAS

70 BASIS POINTS. CORRECTING FOR DIFFERENCES IN STRUCTURING OF

THE TWO ISSUES, THE DIFFERENTIAL IS PROBABLY CLOSER TO 50

BASIS POINTS. EVEN SO, THE COST REMAINS STAGGERING, EARLY --

THIS YEAR, THE DAILY BOND BUYER PUBLISHED A COMPILATION OF ALL
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TAX-EXEMPT MORTGAGE BONDS SOLD IN 1980. THE AMOUNT TOTALED

$14,229,710,144. IF WE ASSUME A 10% RATE FOR COUPON BONDS

VERSUS A 10.51% RATE FOR REGISTERED BONDS AND ASSUMING A 30-

YEAR TERM, THE iIC DIFFERENTIAL COSTS ARE AS FOLLOWS:

ADDITIONAL INTEREST

MDRTGAG BONDS REGISTERED NIC INTEREST 1 TO REGISTRATION

$14,229,710,144 YES 10.5% $32,775,704,036 $1,901,630,04"
$14,229,710,1144 No 10.0% $30,874,074,032

THE PROBLEM THAT REGISTRATION SEEKS TO ADDRESS IS ONLY ASSERTED$

APPARENTLY CERTAIN ELEMENTS OF THE FEDERAL BUREAUCRACY FEEL,

BUT CANNOT PROVE, THATSOME PEOPLE AVOID FEDERAL ESTATE TAXES

WHEN A BONDHOLDER DIES LEAVING REDEEMABLE BOND COUPONS IN THE

FAMILY SAFE DEPOSIT BOX. PERHAPS THIS HAPPENS, EVEN IF IT

DOES, WHAT HAS BEEN PROPOSED AS A SOLUTION IS LIKE KILLING

MOSQUITOES WITH MX MISSILES,

* ASSUMPTIONS:

e The interest cost comparison is on a net interest cost basis which is
a valid basis because it deals in actual dollars paid out ignoring the
time-value of money. The computation is taken from the "Semiannual
Compound Interest and Annuity" tables, Thorndike Encyclopedia of Banking
and Financial Tables, revised edition, 1980

* All bonds are 30-year term bonds. This increases the NIC, but provides
a common basis of comparison.



233

REGISTRATION DRAMATICALLY INCREASES BORROWING COSTS) IT INHIBITS

SECONDARY MARKET TRANSACTIONS IT PUTS MORE TAX-EXEMPT INTEREST

'IN THE MARKET, AND IT CREATES ADDED PAPER WORK. PERHAPS IT IS

BECAUSE OF THESE NEGATIVE FEATURES THAT FEDERAL GOVERNMENT BONDS

ARE NOT REGISTERED -

'I'D LIKE TO SUMMARIZE BY SAYING THE FOLLOWING: WE BELIEVE IT

IS A VALID PUBLIC PURPOSE FOR STATES TO PROVIDE OPPORTUNITIES

FOR YOUNG, BELOWI-MEDIAN-INCOME FAMILIES TO PURCHASE HOMES, WE

HAVE CREATED OUR PROGRAMS WITH SMALL STAFFS, AT LOW COST, TO

ACCOMPLISH'THIS OBJECTIVE. WE HAVE WORKED COOPERATIVELY WITH

THE PRIVATE SECTOR TO SERVE A CLIENT GROUP THE PRIVATE SECTOR

CANNOT REACH. CAPITAL FOR HOUSING IS SCARCE AND IS MOVING INTO

AREAS 'WHERE INVESTMENT POTENTIAL IS GREATER. FEDERAL RESOURCES

FOR HOUSING ARE DECLINING, ON A LIMITED LEVEL, WE BELIEVE A

RESPONSE TO THESE CIRCUMSTANCES IS WARRANTED. STATES, SUCH AS

OURSo HAVE A PROVEN, PRUDENT MODEL WHICH SHOULD BE ALLOWED TO

'CONTINUE TO OPERATE.

THANK YOU MR' CHAIRMAN.
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ATTACHr1EI1T "A"
MORTGAGE PURCHASE PROGRAM

Housing Characteristics: Loans Purchased During 1980
Targeted Census Tracts, City of Portland and Rest of State

I. Borrower Information

A. Median Household Income
Under $10,000
10,000 - 11,999
123000 - 13,999
14,000 - 15,9
16,000 - 17,999
18,000 - 19,93
20,000 and above

0. Median Age
Under 20
20- 24
25- 29
30- 39
40- 49
50- 59
60 .

C. Median Household Size

D. Number of Hinors in Household
0

2
34+

E. Previous Tenancy
Owners
Renters

2. Property Information

A. Hedian Purchase Price
Under - $25,000
25,000 - 29.999
30,000 - 34.999
35,000 - 39,999
40,000 - 44,999
45,000

B. Median Loan ATount
Under - $20,000
20,000 - 24,999
25,000 - 29,999-
30,000 - 34,999
35,000 - 39,999
40.000 - 44,999
45,000 +

C Median DownC.alent-Percent
Less than 5%
5% - less than 10%
10% - less than 20%
20% or more

0. Year Built: Median
Before 1920
1920 - 1939
1940 - 1959
1960 - 1969
1.970 - 1976
1977 - to present

E. Unit Type
Single Family
Hobile Homes
Condominiums
Other

Target Areas, Portland

1.1%
4.1%
9.9%

_ 17.6t
35.6t
27.3%

25.9%
46.2%;1.8%

3.1%
1.4%
0.11%

1.8

75.2%14.4%

7.4%
2.0%
1.0%

9.4%
90.6%

2.5%
7.0%

18.5%
27.1%
44.3%

1.4%
5.7%
17.2%
28.5%
30.3%
16.0%

50.9%
28.1%
12.7%

42.2%
25.2%
2.7%
1.6%
8.3

99.It"
.7%
.01
.2%

Rest of State
117.22

2.6%
7.2%15.1I%

30.2%
•44.2%

0%

26.9%
38.5%.
23.5%
3.9%
2.8%
2.8%

2.0

69.0%,
15.8%
11.2%
3.0%
1.0%

18.O•••82.:0%

3.5t
7.7?

18.6%
27.3%
41.6%

3.4%
8.5%

19.3t
32.3%
29.8t
5.6%

10.5~

36.5%
33.1%
20.2%

13.5%
29.4%
8.2%
8.8%

37.4%

73.4t
4.9%

18.9%
2.8

NOTE: Unit type does not Include ftiA-insured loans (which are about one-third
of these loans) because FHA does not usually collect this Information.

I
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MORTGAGE PURCHASE PROGRAM

County

Baker
Benton
Clackamas
Clatsop
Columbia
Coos
Crook
Curry
Deschutes
Douglas
Gilliam
Grant
Harney
Hood River
Jackson
Jeffers6n
Josephine
Kiamath
Lake
Lane
.incoln

Linn
Malheur
M~arion
morrow
Multnomah
Polk
Sherman
Tillamook
Umatilla
Union
Wal Iowa
Vasco
Washington
Wheeler
Yamhi 11

TOTAL

City

Portland
Eugene
Salem
Springfield
Corvallis
Medford
Gresham
Beaverton
Albany _ "
Hillsboro
Lake Oswego
ilwaukle

Bend
Klamath Falls
Roseburg
Balance of State

Number of Loans In 1980 by City

1980 Populationt I of Loons

16,t27 7
68,078 31

239,062 63
32,467 3
35,704 1
63,930 8
13,097 12
16,935 0
61,968 95
93,100 36
2,061 0
8,216 0
8,306 2
15,810 4

131,738 50
11,556 3
56,OI6 17
59,002 48
7,523 1

273,266 153
35,315 5
87,743 41
26,891 5

204,454 172
7,525 3

558,877 836
45,201 24
2,177 0

21,170 2
58,840 34
23,935 3
7,269 0

21,711 4
245,633 113

1,511 0
55,230 _ 9

2,617,.444 1,795

1980 Population I of Loans

364,891
104.672
89,161
41,227
40,843
39,506
32,704
31,948
26,497
30,666
22,319
17,834
17, 121
16,646
16,535

1,724,874

TOTAL 2,617,444

838
68

166
61
29
37
15
27
21
17
19
31
78
43
21
3214

1,795

and County

2 of State
Population

0.62
2.61
9.12
1.2%
1.4.
2.4%
0.61
0.62
2.41
3.6%
0.1%
0.3%
0.3%
0.62
5.0%
0.4%
2.12
2.3%
0.32

10.412
1.3%
3.41%
1.01
7.82
0.32

21.41.
1.7%
0.12
0.82
2.22
0.92
0.32
0.8%
9.42
0.1%
0.22

100.0%

% of State
Population

13.92
4.02
3.41
1.6%
1.6%
1.52
1.2%1.22

1.22
0.92
0.7%
0.72

.0.61
0.62

100.0%

2 of State Loans

0.4%1
1.71
3.52
0.2%
0.1%
0.42
0.72
0.0%5.321
2.02
0.02
0.02
0.12
0.22
2.82
1.6t *
0.92
2.7%
0.1%

0.32
2.3%
0.32
9.62
0.2%

46.6%
1.32
0.02
0.121.921
0.22
0.02
0.22
6.32
0.02

100. 02

2 of State Loans

46.7%
3.82
9.22
3.1
1.62
2.12
0.8%"
1.5%
1.22
0.92
1.1%
1.7%4.3%1
2.4%.
1.22

18.02

100.0%

1Source: 1980 Census, Preliminary Report.

*Corrected - June, 1981

88-092 0-82- 16
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ATTACHMEiNT "B"

April 6, 1979

Representative Al 'Jilman
1136 LHJ3
U.S. House of Representatives-
Washington, D.C. 20515

Dear Representative Ulman:

The State Housing Division issues both revenue and general obligationbonds to finance low and moderate Income housing. To date, we have issued$34,315,000 in revenue and general obligation bonds to finance multi-familyhousing, most of which serves low. income elderly persons. We have alsoissued $166,310,000 in revenue bonds to finance single-family housing, mostof which serves young, first-time home buyers. Under this latter program,we offer mortgage financing at 7.25% interest to persons with incomes below
$16,500 to purchase a hone valued at less than $47,030.

In the last year, municipalities have begun to use tax-exempt revenuebonds to finance single-family ho'ies. In many of these programs there areno income limits, or income limits so high as to beg the question of publicpurpose. The glut of such bond Issues on the tax-exempt bond market isradically escalating the price that we have to pay for our bands. As aresult, those persons who truly need lower-cost financing to obtain a homeare being denied this ppportunity by the proliferation of programs with
questionable merlt.

It is MY understanding that Congress will soon take up the question ofmuni6ipal mortgage revenue bonds. I strongly support congressional review ofthis matter and congressional restraints on municipal mortgage revenue bonds.I also support the enclosed policy statement developed by the Council of StateHousing Agencies on nunici pal mortgage revenue bonds. This policy statementwas thrashed out as a result of long research and discussion among thedirectors of state housing finance agencies throughout the United States. Icom~end it to your attention.

I am enclosing a copy of the latest status report on our single-familymortgage assistance program. This data leaves no question as to the publicpurpose of our effort. Our program is an excellent use of the tax-exemptbond privelege. Also enclosed is a recent article from The Weekly Bond Buyer
on this issue.
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I urge you to move forward to .call hearings on municipal mortgage
revenue bonds and report out legislation to restrict their use to narrowly
defined public purposes.

Sincerely,

.. Gregg Smith
Administrator

MGS/ss •

cc: The Honorable Les AuCoin
Member of Congress

The Honorable Michael Blunenthal
Secretary, Treasury Department

Enclosures
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ATTACHiHET "C"T

Orricc or THE GOVERNOR
STATE CAPITOL

SALEM 97310

May 11, 1979

The Honorable AI-Ullman
United States Representative
231 Cannon House Office Building
Washington, D.C. 20515

Dear Al:

I applaud your decision to introduce H.R. 3712, which would
place limitations on the issuance of tax-ekempt mortgage
bonds. The proliferation of mortgage bond programs and the
abuses in some of those programs threaten to undermine
existing programs aimed at low- and moderate-income families.

I appreciate-the invitation you have extended to Gregg
Smith, Administrator of the State Housing Division, to
testify at the hearings on H. R. 3712. Mr. Smith will brief
you on state mortgage bond programs and make specific recom-
mendations on H.R. 3712.

While there may be a variety of public purpose programs
which should be exempted from H.R. 3712, I am limiting my
comments to proposed amendments which would allow for a
continuation of worthy state programs. My recommendations
are as follows:

1. Exempt All General Obligation Bonds.

There is currently an exemption in H.R. 3712 for general
obligation mortgage bonds which serve veterans. I would
like to see this exemption extended to cover all general
obligation mortgage bonds.

In 1978, Oregon voters approved a program to finance multi-
unit housing for elderly persons. This is clearly a worthy
and needed program. The Oregon Legislature is also consid-
ering a bill to allow the issuance of a modest number of
general obligation bonds to finance the rehabilitation of
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multi-unit structures in blighted urban areas. If approved
by the Legislature, this measure will go to the voters at
the next statewide election.

The small scope of these programs, their social and economic
benefit, and the fact that the voters have expressed their
willingness to stand behind the bonds should be valid reasons
for exempting them from H.R.3712.

2. Exempt Mortgage Revenue Bonds Serving Borrowers Below the
Median-Family-Income Level.

I feel that there should be an exemption in H. R. 3712 for
mortgage revenue bond programs which are limited to borrowers
below the median-family-income level.

The State of Oregon has a very successful program which
enables below-median-income borrowers-to purchase modest
homes. The program is a cooperative effort between the
state and participating private lending institutions, who
originate and service the loans. To date, we have issued
revenue bonds sufficient to finance 6,000 single-family
homes. Most of the borrowers are young, moderate-income,
first-time home buyers. This program serves people who
could not hope to own their own homes were it not for below-
market mortgage financing.

3. Limit Federal Agency Control.

I am concerned that certain federal bureaucracies will see
the discussions around H.R. 3712 as an opportunity to gain
power for themselves by forcing state governments to channel
housing programs through them and target state efforts at
their objectives. We have done an outstanding job in Oregon
with the programs we have operated. We agree that Congress
should set limitations on the issuance of mortgage bonds,
but leave implementation of approved activities to people
closer to the problem.

In summary, the mortgage bond programs operated by the State
of Oregon have the support of private financial institutions,
builders, realtors, the mobile home industry, private mortgage
insurance companies, and the public at large. We think
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these programs are good for Oregon in that they attract out-
of-state investment capital to provide housing opportunities
for those who would not otherwise have them. -

- We urge you to take a firm position in opposition to those
programs which clearly abuse the tax-exempt privilege, but
to leave intact programs, such as those in Oregon, which
serve a clear public purpose.

Sincere,

Victor Atiyeh

Governor

VA/slg
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ATTACHfENT "D"
STATE OF OREGON INTEROFFICE MEMO

TO: Terry Kay DATE: February 13, 1981
Office of Senator Packwood

FROM: M. Gregg Smith, Administrator
Housing Division

SUBJECT: Meeting Concerning Mortgage Subsidy Bond Tax Act of 1980 - Issues

The following Is a briefing paper on the issues to be raised at the February 13
meeting with Senator Packwood concerning the Mortgage Subsidy Bond Tax Act of 1980
(The Mortgage Bond Act).

PROGRAM OVERVIEW

For five years, the State of Oregon has operated a very successful "Mortgage Purchase
Program" under which tax-exempt state revenue bonds are issued to provide below-market-
rate mortgage loans for bel6w-median-income purchasers of single family homes. The
program is run by a three-person program staff within the State Housing Division. This
staff purchases loans originated to eligible borrowers by conventional lenders. The
loans are then serviced by the originating lender.

Attached to this memo is an analysis of the 1,795 loans financed last year under the
Mortgage Purchase Program. You will note that the bulk of the loans are made to young,
moderate income, first-time homebuyers who are purchasing moderately priced, older
homes principally in urban areas. Were it not for this program, the vast majority of
program participants would not have had an opportunity to own a home.

STATE POSITION ON MORTGAGE BOND ACT

In 1978 when cities and counties began issuing mortgage bonds to finance middle and upper
income single family housing, the State Housing Division supported the concept of restrictive
federal legislation to halt what it perceived as an-abuse of the tax-exempt privilege.
(Please don't ask me to square this with the State Veterans' Loan Program.) Our major
concern was that the market would be glutted by mortgage bonds, driving out programs
which aimed at low and moderate income clients.

When Representative Ullman introduced restrictive federal legislation, we supported it
because we were assured by Representative Ullman and his staff that it was his intention
to weed out the bad programs while allowing the programs which served clear public
purposes to continue at some reasonable level.

ISSUE 1. WHAT WAS THE INTENT OF CONGRESS?

Was it the intent of Congress, as we were assured, that some reasonable level of single
family housing bonding activity would be allowed to continue? If this was the intent
of Congress, then it is my firm belief that Congress was misled by the Joint Committee
on Taxation and the U. S. Treasury Department. The Mortgage Bond Act as passed is
unworkable. If it is workable, why hWVe no new bond sales occurred since its enactment?

ft.e1 reI
tA~ter,*1

It fl I p. 4**) t
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Request

Reaffirm the previous statement of the intent of Congress to allow the continuation
of single family housing bonding programs at some reasonable level.

ISSUE 2. THE "GOOD FAITH" QUES'T[ON

Assuming that Congress does wish to allow some reasonable level of single family
housing bonding activity, there are two major non-program issues which make the
Mortgage Bond Act unworkable. They are:

a) Section 103A (c)(2)(B)

Under this Section, one is required to make a good faith effort to comply with
the mortgage eligibility requirements. We have no problem with (i) which says
that issuers will make a good faith effort to meet all the requirements, nor
with (iii) which says that if an issuer fails to meet-Mhe requirements, the
deficiency will be corrected within a reasonable period. However, (ii) says
that notwithstanding any good faith effort, nor an issuer's affirmative efforts
to correct a deficiency, 95% of the proceeds of a bond sale must be devoted to
owner financing of residences with respect to which all requirements are met.
This presents us with h serious problem. It is conceivable that errors could
be made or fraud could be perpetrated which would exceed 5% of the bond proceeds.
If this happened, the bonds would become taxable.

Request

Amend'IO3A (c)(2)(B) by deleting the 95% test in (ii).

b) Section 103A (c)(2)(C)

Under this Section, there is a different standard than that which applies in
(c)(2)(B). Here, reference is made to 103A (j)(2) and (3) concerning the
requirements that mortgages must be new mortgages and assumed mortgages may
only be assumed by someone who meets the other requirements of the Act.
However, one is not provided an opportunity to correct a deficiency unless it
is inadvertent error. Thus, it is possible that an issuer could take some action
which would be determined by the IRS to be other than "inadvertent error",
even though in good faith, and the bonds would automatically become taxable.
Again, the issue is black and white. There is no provision allowing the issuer
to correct a deficiency.

Request

Amend 103A (c)(2)(C) by deleting (ii) and replacing it with language similar to
(c)(2)(B)(iii) which provides a procedure for correcting a deficiency.
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ISSUE 3. ARBITRAGE f
a. Spread

The Mortgage Bond Act changes existing IRS arbitrage regulations which permit
mortgages made from bond proceeds to exceed the effective interest cost on the
bonds by 1-1/2%. The new limit is 1%. However, the Act changes the procedure
by which one calculates the 1%. It includes in the yield calculation the cost
of issuing the bonds, trustee's fees, loan origination and loan servicing fees,
etc. These calculations reduce the effective spread to closer to 1/2%. The
Housing Division's program traditionally had limited the spread to the lowest
possible level so as to provide its clients with the lowest possible mortgage
interest rate. The average spread over all our single family bond sales has
been a bit above 9/10 of 1% after excluding the costs of issuance, etc., from
the yield calculation. These costs add up to about 1/4 of 1%. Thus, we would
need 1-1/4% spread under the new calculation to cover the costs of operating
our program.

Request

Amend 103A(i)(2)(A)(ii) to increase allowable spread to 1-1/4%.

b. Interest Earnings on Reserves

Mortgage revenue bonds generally have much lower debt service coverage than
other revenue bonds. Therefore, appropriate reserves have been essential to
assure investors of thetr credit worthiness. Since the reserves must be
borrowed it is important that they be invested at rates sufficient to cover
the cost of-Sorrowing over the life of the reserve. The Mortgage Bond Act
limits earnings allowed on the reserve funds, or if there are positive earnings,
they must be returned to the mortgagors or the U. S. Treasury. We do not
object to returning excess earnings. However, there are specific management
problems with the Act:

-1) it restricts reserves, in effect, to 150% of annual debt service. This
is much more restrictive than the "reasonably required" test applying
to all other tax exempt bonds.

2) it assumes, unrealistically, that reserves can be liquidated in propor-
tion to mortgage payoffs. There is potential for substantial investment
loss from a requirement that we liquidate reserves on an unscheduled
basis.

3) it assumes, unrealistically, that issuers can restrict yield on invest-
ments in order to cure problems arising from attempts to comply with
1) and 2) above.

/



244

Presumably, the purpose of limiting investment earnings is to assure that the
maximum benefit is passed on to the ultimate client. The restrictions of the
Act, however, do just the opposite. They put the issuer in an Impossible
management position and call into question the self-supporting nature of the
bonds. This decreases the credit-worthiness of the bonds. Therefore, bond
investors will demand higher interest rates which will translate into higher
mortgage loan rates. Moreover there is a substantial incentive in the Act
for an issuer to deflect arbitrage profits to the private sector to create
the appearance of compliance.

Request
Amend 103A(i)(3) and (4) to allow issuers more certainty in managing reserves.
Most specifically, lift the limits on what an issuer may earn on investments
and lift the requirement that investments be liquidated even if this produces
a loss.

ISSUE 3. BOND REGISTRATION

Beginning in 1982, mortgage bonds will have to be registered. This requirement places
a stig-ma on these bonds since they will be the only municipal bonds requiring registra-

-tion. Most of the bonds are purchased by institutional investors. They will only be
willing to put up with the federal paper work involved in the registration procedure
if they are compensated with higher interest rates. This will mean that we will have
to charge higher interest rates to the ultimate borrowers of our funds.

Request
Amend 103A(J)(1) to defer the registration requirement until it applies uniformly to
all municipal bonds.

INTERIM LEGISLATION

It will be months, perhaps even a full year, before the IRS is in a position to release
regulations for the Mortgage Bond Act. We therefore request that a bill immediately
be introduced into Congress which would allow an agency to issue bonds if it certifies
that in good faith ii reasonably expects that a bond issue will meet all the require-
ments of Section 103A. This would perhaps allow us to move forward on an interim
basis to try to implement another bond sale until such time as the IRS promulgates
regulations. A copy of the proposed bill is attached.
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STATEMENT TO THE SENATE FINANCE SUBCOMMIITTEE

ON TAXATION AND DEBT MANAGEMENT
OCTOBER 16, 1981

FROM: GRADY HAYNES
CHAI ROMAN, TENNESSEE HOUSING DEVELOPMENT AGENCY

MR. CHAIRMAN, DISTINGUISHED MEMBERS OF THE SENATE FINANCE

COMfITTEE -- I AM APPEARING ON BEHALF OF THE TENNESSEE HOUSING

DEVELOPMENT AGENCY AND AS A PAST PRESIDENT OF THE NATIONAL LUMBER

AND BUILDING MATERIALS DEALERS ASSOCIATION WITH OVER 30 YEARS

EXPERIENCE IN THE OPERATION OF AN INDEPENDENT RETAIL BUILDING MATERIAL,

CENTER WHICH I FOUNDED IN 1951.

-AS A RESULT OF THIS EXPERIENCE, I HAVE HAD A UNIQUE OPPORTUNITY

TO OBSERVE HOUSING BONDS FROM SEVERAL DIFFERENT VIEWPOINTS.

THE SALE OF MORTGAGE REVENUE-BONDS IN TENNESSEE IN RECENT

YEARS HAS HAD A SIGNIFICANT POSITIVE ECONOMIC AND FISCAL IMPACT ON

LOCAL, STATE, AND FEDERAL GOVERNMENTS'

THE TENNESSEE HOUSING DEVELOPMENT AGENCY HAS hOW SOLD $485

MILLION IN MORTGAGE REVENUE BONDS, GENERATING ECONOMIC EFFECTS WHICH

INCLUDE THE FOLLOWING:
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INCREASED JOBS IN ALL PHASES OF TIE CONSTRUCTION

INDUSTRIES THAT SUPPLY CONSTRUCTION; AND

INCREASED SALES AND RECEIPTS FOR WHOLESALERS,

CONTRACTORS, BUILDERS, AND PROFESSIONAL SERVICE

FIRMS.

THE FISCAL EFFECTS OF THESE BOND SALES INCLUDE:

INCREASED PAYMENT OF FEDERAL PERSONAL AND CORPORATE
INCOME TAXES:

. . . INCREASED PAYMENT OF STATE SALES AND PRIVILEGE TAXES;
. . AND, 11CREASED PAYMENT OF LOCAL PROPERTY TAXES,

THESE ECONOMIC AND FISCAL EFFECTS ARE IN ADDITION TO THE

PRIMARY BENEFIT OF PROVIDING AFFORDABLE HOUSING OPPORTUNITIES TO

THOUSANDS OF LOW AND MODERATE INCOME FAMILIES IN OUR STATE WHO

ARE NOT TRADITIONALLY SERVED BY THE PRIVATE SECTOR.

MANY OF THESE FAMILIES WOULD NOT HAVE OTHERWISE BEEN ABLE

TO OWN THEIR 01N HOME AND WOULD HAVE BECOME A BURDEN ON PUBLIC

HOUSING OR OTHER SUBSIDIZED PROGRAMS.
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THE INABILITY OF HOUSING FINANCE AGENCIES TO SELL BONDS

HAS BEEN A MAJOR CONTRIBUTING FACTOR TO THE EXTREMELY LOW VOLUME

OF 1981 HOUSING STARTS IN OUR COUNTRY.

DURING 1979 AND 1980, ABOUT $9.5 BILLION IN HOUSING BONDS

WERE ISSUED EACH YEAR TO FINANCE THE PURCHASE OF SINGLE FAMILY

HOMES FOR LOW AND MODERATE INCOME FAMILIES AND, AND BY THIS ,.,,E

LAST YEAR, OVER $8 BILLION OF THESE BONDS HAD BEEN ISSUED.

HOWEVER, SO FAR THIS YEAR, THE TOTAL IS VIRTUALLY ZERO --

EVEN THOUGH THE COMBINED ALLOCATION PERMITTED BY THE MORTGAGE

SUBSIDY BOND TAX ACT FOR ALL STATES TOTALED APPROXIMATELY $15

BILLION. THIS WOULD FINANCE THE PURCHASE OF APPROXIMATELY 300,000

HOMES (NEW AND EXISTING) -- AFTER THE PRICE RESTRICTIONS UNDER THE

NEW ACT ARE APPLIED.

THE TOTAL IMPACT OF BONDFINANCED LOANS ON THE HOUSING

INDUSTRY WILL BE EVEN GREATER THAN THE NUMBERS INDICATE BECAUSE

MANY OF THESE LOANS WILL BE USED lO FINANCE A SALE OF LOW PRICED

EXISTING HOMES -- RELEASING THE EQUITY THAT HAS ACCUMULATED BY

THE PRESENT ON ER,
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THIS EQUITY, IN TURRN, WILL BE USED TO PURCHASE A BETTER

USED HOME, OR A NEW HOME, THEREBY 11CREASING THE SALE OF HOMES IN

ALL PRICE CATEGORIES,

THE VERY LARGE DOLLAR VOLUME OF EQUITY RELEASED FROM THE

SALE OF EXISTING HOMES IS OFTEN OVERLOOKED BY ECONOMISTS AND ITS

EFFECTS ON THE HOUSING INDUSTRY HAVE BEEN GREATLY UNDERESTIMATED@

RECOGNIZING THE IMPORTANCE OF HOUSING BONDS TO OUR STATE,

OUR AGENCY HAS MADE A DETERMINED -- BUT THUS FAR UNSUCCESSFUL EFFORT

TO ISSUE BONDS UNDER THE SEVERE RESTRICTIONS PLACED ON SUCH-AN

ISSUE BY THE MORTGAGE SUBSIDY BOND TAX ACT OF 1980.

ON APRIL 16 OF THIS YEAR OUR AGENCY-MADE APPLICATION TO IRS

FOR A RULING ON A PROPOSED PLAN OF FINANCING,

TO GIVE YOU SOE IDEA OF THE COMPLEXITIES OF TRYING TO MEET

THE REQUIREMENISOF THESE NEW FEDERAL REGULATIONS -- I WOULD LIKE TO

SHOW YOU MY COPY OF THIS APPLICATION -- WHICH MEASURES 2 1/2 INCHES
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I SUBMIT THAT THESE NEW FEDERAL REGULATIONS REPRESENT A

CLASSIC EXAIiPLE OF OVER-REGULATION ON THE PART OF THE FEDERAL

GOVERNMENT, TO CONTROL THE -USE OF HOUSING BONDS, ALL THAT WAS

NECESSARY WAS A SIMPLE BILL THAT WOULD ESTABLISH AN ALLOCATI1O.N

FOR EACH STATE AND DEFINE WHO WOULD BE ELIGIBLE TO PARTICIPATE --

AND LEAVE THE IMPLEMENTATION DETAILS TO THE INDIVIDUAL STATES,

SUCH A BILL WAS INTRODUCED LAST FALL BY SENATOR SASSER,

I WOULD LIKE TO FURTHER POINT OUT THAT THE ADDITIONAL

COST FOR COMPLYING WITH THESE NEW AND UNNECESSARY REGULATIONS ARE

PASSED ALONG TO THE HOME BUYER IN THE FORM OF HIGHER INTEREST

RATES -- EVEN THOUGH THE SUBSIDY COST TO THE FEDERAL GOVERNMENT

REMAINS EXACTLY THE SAME,

BY THE WAY, THIS SUBSIDY COST WILL NOW BE SIGNIFICANTLY

REDUCED BECAUSE THE MAXIIIUM TAX BRACKET HAS BEEN REDUCED TO 50

PERCENT,

PURSUING OUR EFFORTS TO ISSUE BONDS, WE WERE ADVISED BY IRS

THE FIRST WEEK IN AUGUST THAT THEY HAD STARTED WORK ON OUR APPLICATION

. 'H"CH CULMINATED IN A HEARIkiG IN THEIR OFFICE HERE IN WASHINGTON ON

S EPTEMBER 2,
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AT THE HEARING, THE IRS WAS ABLE TO CLARIFY MANY OF THE

REGULATIONS THAT WERE ISSUED IN JUNE.

HOWEVER, THEY WERE UNABLE TO SATISFACTORILY DEAL ,JITH THE

95 PERCENT STRICT COMPLIANCE REQUIREMENT.

AS A CONSEQUENCE, OUR BOND COUNSEL HAS BEEN UNABLE TO ISSUE

AN UNQUALIFIED OPINION THAT BONDS ISSUED UNDER THIS NEW LAW WOULD

REMAIA-S TAX EXEMPT.

AT THE PRESENT TIME WE ARE ADVISED BY OUR BOND UNDERWRITERS

THAT IT WOULD BE DIFFICULT -- IF NOT IMPOSSIBLE -- TO SUCCESSFULLY

MARKET OUR BONDS WITH A QUALIFIED OPINION -- EVEN THOUGH HEAVILY

SUBS IDIZED BY OUR- AGENCY.

EVEN IF THEY COULD BE SOLD, THE PRICE OF THE BONDS WOULD

BE SUBSTANTIALLY LOWER, THEREBY, INCREASING THE MORTGAGE RATE TO

THE LOW AND MODERATE INCOME FAMILIES WE ARE ATTEMPTING TO SERVE.

THE ONLY REASONABLE OPTION OPEN TO OUR AGENCY, AS WELL AS

ALL OTHER HOUSING FINANCE AGENCIES IN THE COUNTRY, IS TO WAIT

UNTIL CONGRESS PASSES THE "CLEAN-UP BILL" BEING CONSIDERED HERE TODAY.
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I HAVE WITH ME TODAY OUR BOND COUNSEL ATTORNEY, PIR. PAUL

A. DEBARY, WHO IS CHIEFLY RESPONSIBLE FOR- THE LANGUAGE IN S. 1348.

HE WILL BE AVAILABLE AT THE CONCLUSION OF MY REMARKS TO-ANSWER

ANY TECHNICAL QUESTIONS YOU ItAY HAVE,

FOR YOUR FURTHER INFORMATION, A DETAILED EXPLANATION OF

WHAT IS CONTAINED IN S. 1348 BY MR. DEBARY IS ATTACHED TO MY

WRITTEN..TESTIMONY WHICH HAS BEEN SUBMITTED TO THIS COMMiITTEE,

IN.HIS EFFORTS TO MAKE SURE THAT THIS BILL WOULD ENABLE.

BOND COUNSEL FIRMS TO ISSUE AN UNQUALIFIED OPINION ON THE TAX

EXEMPT STATUS OF BONDS ISSUED UNDER THIS NEW LAW, PAUL CONSULTED

WITH OTHER BOND COUNSEL ATTORNEYS FROM HIS OWN FIRM AS WELL AS

SEVERAL OTHER BOND COUNSEL FIRMS,

HE ALSO CONSULTED WITH STAFF ATTORNEYS F0O11 THE SENATE

FINANCE COMMITTEE, THE HOUSE WAYS AND MEANS COMMITTEE, THE JOINT

COMMITTEE ON'TAXATION, AND WITH CONGRESSMAN JOHN DUNCAN, WHO

INTRODUCED THE COMPANION TO THISBILL,

88-09 0-82-17



252 -

IN SUMMARY, THIS BILL WILL NOT ONLY MAKE IT POSSIBLE TO

ONCE AGAIN ISSUE HOUSING BONDS BY CLARIFYING THEIR TAX-EXEMPT

STATUS -- BUT WILL ALSO REDUCE INTEREST CM TO THE HOME BUYER BY

MAKING IT EASIER AND LESS EXPENSIVE TO COMPLY WITH THEIR REGULATIONS,

MAY I RESPECTFULLY URGE THAT THIS COMMITTEE RECOMliEND S, 1348

BE ENAC[EDBY THE FULL SENATE AT THE EARLIEST POSSIBLE DATE -- WITHOUT

AMENDMENTS OR DELETIONS,

-I APPRECIATE THE OPPORTUNITY TO BE HEARD AT THIS MEETING AND

PAUL AND I WILL BE HAPPY TO ATTEMPT TO AtSWER ANY QUESTIONS THE

COMMITTEE MAY HAVE$
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OC'1CER 16, 1981

-- sale of mortgage revenue bonds in Tennessee has had significant
positive impact on low and mderate income hoebuyrs and on local,
state, and federal governments.

-- primary benefit is affordable housing opportunities to low and
moderate inoa families not traditionally served by the private
sector.,

-- ecoornic and fiscal effects of MI3 sales include the following:
increased jobs and sales, and increased paynmnt of local, state
and federal taxes.

The inability of housing finance agencies to sell bonds has ben
a major contributing factor to the extremely low volume of 1981
national housing starts.

New federal regulations under the Mortgage Subsidy Bond Tax Act
*d oOets that are passed along to the hcmibuyer in the form of
higher interest rates.

2io inability of IRS to deal satisfactorily with the 95 percent
strict ocupliance requirement renders bond counsel unable to issue
an unqualified opinion on tax-exept status of bonds issued under
the 1980 law.

Tenne-ssee Housing is advised by bond uncbrwriters that it would be
difficult-if not iqpossible-to successfully market its bonds
with a qualified opinion, even with a heavy-Agency subsidy.

The only tvasonable option open to ITH[, as well as all other
housing finance agencies in the country, is to look to Oongress
for relief through passage of S1348/HR3614.
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STATEMENT TO THE SENATE FINANCE SUBCOMMITTEE

ON

TAXATION AND DEBT MANAGEMENT

OCTOBER 16t 1981

FROM: Grady Haynes, Chairman of the Tennessee Housing Development Agency

Mr. Chairman, distinguished members of the Senate Finance Committee - I am

appearing on behalf of the Tennessee Housing Development Agency and as a past president

of the National Lumber and Building Materials Dealers Association with over 30 years

experience in the operation of an independent retail building material center which I

founded in 1931. In order to survive in our highly competitive. industry, it was necessary

for me to become involved in the supply of mortgage money for our customers. With this

motivation, I participated in the successful organization of a new savings and loan

association in our community and was involved in all phases of its operation for 5 years.

in 1973, as president of the Tennessee Building Materials Association, I had the

opportunity to assume a leadership role on behalf of the association in obtaining the

passage of the enabling legislation creating the Tennessee Housing Development Agency,

I was appointed by Governor Dunn to serve on the original board of directors of the newly

formed agency and during my 3 year term in office 1 played a very active part in the

agency's organization and the implementation of its very successful single-family home

ownership program. For the past 2 years, I have served as chairman of the agency
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having been appointed to that post by our present governor, Lamar Alexander. As a result

of these experiences, I have had a unique opportunity to observe housing bonds from

several different viewpoints. The sale of mortgage revenue bonds In Tennessee In rec•ni

years has had a significant positive economic and fiscal impact on Iocal# state, and federal_.

governments. The Tennessee Housing Development Agency has now sold $43 million in

mortgage revenue bonds, generating economic effects which include the followings

increased jobs in all phases of the construction industry and In the other industrial that

supply construction; increased sales and receipts for wholesalers, contractorS, buIlders,

and professional service firms. The fiscal effects of these bond sales Includes Increased

payment of federal personal and corporate income taxes; increased payment of state sales

and pr!i9iege taxes; and increased payment of local property taxes.

These economic and fiscal effects are in addition to the primary benefit of

providing affordable housing opportunities to thousands of low and moderate income

families in our state who are not traditionally served by the private sector. Many of

these families would not have otherwise been able to own their own home and would have

become a bt,.rden on public housing or other subsidized programs.

All of you are acutely aware ot+the severe problems facing the housing Industry at

this time. However, I think that the figures released a few days ago by the Metro Codes

Administration for Nashville and Davidson County dramatically emphasize the disastrOUs

effect that high interest costs has had on housing in that county - which is one of the

rost prosperous counties in Tennessee. Their figures show that only eleven permits *er*

Issued during the month of September for single family homes. This compares with 433

such permits in September of 1980, 104 in the same 1979 period, 141 in September 61
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1978. When multi-family permits are added to the total permits for residential units -

this total new construction will only accommodate 48 families. This compares with

permits for 238 family units last September. Although this drop In construction may not

be as severe in many other parts of the country, I am sure that the National Association of

Home Builders will testify that the situation nationwide is indeed critical.

The inability of housing finance agencies to sell bonds has been a major

contributing factor to the extremely low volume of 1981 housing starts in our country.

During 1979 and 1980, about $9.5 billion in housing bonds were issued each year to finance

-the purchase of single family homes for low and moderate income families and, by this

time last year, over $8 billion of these bonds had been issued. However, so far this year

the total is virtually zero -- even though the combined allocation permitted by the

Mortgage Subsidy Bond Tax Act for all states totalled approximately $1.$ billion. This

would finance the purchase of approximately 300,000 homes (new and existing) - after the

price restrictions under the new act are applied.

The total impact of bond financed loans on the housing industry will be even

greater than the numbers indicate because many of these loans will be used to finance a

sale of low priced existing homes -- releasing the equity that has accumulated by the

present owner. This equity, in turn, will be used to purchase a better used home, or a new

home, thereby increasing the sale of homes in all price categories. The very large dollar

volume of equity released from the sale of existing homes is often overlooked by

economists and its effects on the housing irjlustry have been greatly underestimated.
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Recognizing the importance of housing bonds to our state, our agency has made a

determined - but thus far unsuccessful effort to issue bonds under the severe restrictions

placed on such-an issue by the Mortgage Subsidy Bond Tax Act of 1980. On April 16 of

this year our agency made application to IRS for a ruling on a proposed plan of financing.

-To give you some idea of the complexities of trying to meet the requirements of these

new federal regulations - I would like to show you my copy of this application - which

measures 2 ) inches thick.

I submit that these new federal regulations represent a classic example of over

regulation on the part of the federal government. To control the use of housing bonds, all

that was necessary was a simple bill that would establish an allocation for each state and

define who would be eligible to particpate - and leave the implementation details to the

individual states. Such a bill was introduced last fall by Senator Sasser. *

I would like to further point out that the additional cost for complying with these

new and unnecessary regulations are passed along to the home buyer in the form of higher

Interest rates - even though the subsidy cost to the federal government remains exactly

the same. By the wayl this subsidy cost will now be significantly reduced because the

maximum tax bracket has been reduced to 50%. Pursuing our efforts to issue bonds$ we

were advised by IRS the first week in August that they had started work on our applieation

which culminated in a hearing in their office here in Washington on September 2. T7h net

result was that even though the regulations which were finally issued in 3une by the

Treasury Department -- combined with a careful review by IRS of our application oirved

to clarify many of the technical problems - they were unable, to deal with one of tht most
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major conceptual changes brought about by the new law - namely, the 93% strict

compliance requirement. As a consequence, our bond counsel has been unable to issue an

unqualified opinion that bonds issued under this new law would remain tax exempt.

At the present time we are advised by our bond underwriters that it 46ould be

difficult - If not impossible to successfully market our bonds with a qualified opLaion -

even though heavily subsidized by our Agency. Even if they could be sold, the price of

bonds would be substantially trthereby increasing the mortgage rate to the low and

moderate income families we are attempting tq.serve. The only reasonable option open to

our agency as well as all other housing finance agencies in the country Is to wait until

Congress passes the "Clean up Bill" being considered here today.

I have whh me today our bond counsel attorney, Mr. Paul A. deBary, who is chiefly

responsible for the Lnguage in S 1348. lie will be available at the conclusion of my

remarks to answer any technical questions you may have. For your further information, a

detailed explanation of what is contained in S 1348 by Mr. deBary is attached to my

written testimony which has been submitted to this committee.

In his efforts to make sure that this bill would enable bond counsel firms to iss"* an

unualified opinion on the tax exempt status of bonds issued under this new law, should

this bill pass, Paul consulted with other bond counsel attorneys from his own firm as *011

as several other bond counsel firms. lie also consulted with staff attorneys fr6m the

Senate Finance Committee, The House Ways and Means Committee, The 3oint ComnAlttee

on Taxation, and with Congressman 3ohn Duncan who introduced this bill (HR 3614) Ih the
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House of Representatives on May 19, 1981. Input into this bill was also made by the

Council of State Housing Agencies whose Board of Directors has unanimously endorsed

this legislation.

In summary, this bill will not only make it possible to once again issue housing

bonds by clarifying their tax-exempt status -- but will also reduce interest cost to the

home buyer by making it easier and less expensive to comply with their regulations. May I

respectfully urge that this committee recommend S 134$ be enacted by the full Senate at

the earliest possible date -- without amendments or deletions. I appreciate the

opportunity to bWheard at this meeting and Paul and I will be happy to attempt to answer

any questions the committee may have.
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(212) 820-9428 October 15, 1981

Mr. Grady R. Haynes, Chairman
Tennessee Housing

Development Agency
706 Church Street
349 Doctors Building
Nashville, Tennessee 37203

Re: Proposed Amendments to the Mortgage Bond
Provisions of the Omnibus Reconciliation
Act of 1980

Dear Grady:

In connection with your testimony tomorrow, this letter
reviews possible amendments to the mortgage bond provisions of the
Omnibus Reconciliation Act of 1980. The adoption of these provisions,
in the form of Section 103A of the Internal Revenue Code, has created
an entirely new set of rules with which an issuer must comply in
order to issue tax exempt housing bonds. We believe that Congress
did not fully appreciate the practical effect of many of these rules

--- nd the degree to which they jeopardize the feasibility of issues.
The amendments are intended to improve the ability of housing finance
agencies to issue bonds pursuant to its provisions.

The apparent intent of Congress in adopting the new
rules was to limit the total amount of single-family housing bonds
being issued and to target the funds derived from those permittted
to be issued toward certain purposes. However# due to the manner
in which this was done, local governments now face an unprecedented
intrusion by the federal government in the day to day administra-
tion of programs by housing finance agencies which are financed
with tax-exempt bonds. It does not appear that many of the most
onerous results of the new rules are necessary in order to achieve
the original intent of Congress. It is likely that many of these
results were unintentional by-products of dealing with mortgage
revenue bonds as part of the pressured and confused budget recon-
ciliation process that ended the 96th Congress.

The amendments which are the subject of this memorandum
are incorporated in bills which have been introduced in both the
Senate (S. 1348) and the House (H.R. 3614). Both Bills are referred
to in this memorandum as the "Bill". We were requested to partici-
pate in the original drafting of these bills by our client# the
Tennessee Housing Development Agency, in order to assist them in
continuing their Homeownership Loan Program.
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In order to continue this program the Agency must beable to structure a marketable issue. Even an issuer which is
prepared to dedicate substantial outside funds to support the issuefrom a credit standpoint must be able to provide investors withassurances against unusual future risks which would have a materialadverse affect on its bonds. In addition, the Agency believed thatburdensome, inconsistent and impractical requirements which do notseem to further the original intent of Congress should be eliminated.

The following is our view of the purpose and intent ofthe amendments made by the Bill in order to address these problems:

a. Good Faith Requirments. Congress apparently intendedto permit agencies to evidence compliance with 'the newrestrictions
on mortgage revenue bonds based on their good faith efforts.However, the provisifts of Subparagraphs (B) and (C) of Paragraph
103A(c) (2) of the Code actually impose a high strict compliance
standard. Thus, clause 103A(2) (B) (ii) requires actual complianceby 95% of the mortgages irrespective of the good faith efforts ofthe issuer, while clause 103A(c)(2) excuses only "inadvertent
errors" notwithstanding the issuer's good faith.

Because of the number and complexity of the new require-ments, there is a good possibility that errors will occur. It
has, therefore, been diffitult to assure the market that the bondswill be tax-exempt and to secure traditional opinions of counsel-as to their tax-exempt nature under these provisions. In addition,
the new rules require compliance on an ongoing basis throughout
the life of the bonds. This raises the possibility that the bondswill, without notice, become taxable in the hands of an innocentholder after they are outstanding for a period of time.

The proposed amendments contained in subsections (a).and (b) of the Bill remove the strict compliance standard and rely
solely on the good faith efforts of the issuer. In addition,
these amendments permit a purchaser of the bonds to rely on a
covenant by the issuer to comply with the new rules.

b. Prior Residency. Section 103A limits eligiblemortgagors to persons who have had no ownership interest in a
principal residence for three years. A number of questions havearisen concerning the application of this rule to mobile homeowners
and others. Of particular concern is the impact that this has onpersons in many states, such as Tennessee, where substantial numbers.
of persons live in sub-standard housing, which they own.

The amendment suggested in subsection (c) of the -Bill -allows an issuer to finance the move of a homeowner who is moving
from sub-standard housing to housing which meets the issuers'minimum property standards or the move of a homeowner who has beendisplaced by natural disaster or governmental action.

c. Purchase Price Limits. Section 103A establishes acomplex set of purchase prlce'limits on the homes to be financed.
Unfortunately, the statistics which the provisions require to beused to determine these limits are not readily available. The
proposed amendment contained in subsection (d) simplifies the
purchase price limits to reflect available data.
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The proposed amendment reflected in subsection (g)
of the attached draft permits the issuer to use
earnings to offset the loss or continue to hold the
investment until it may be liquidated without a, neot
loss.

(iv) PROGRAMATIC COMPLIANCE ---In order to relive issuers
of the-burden of making separate calculations for
each individual bond issue and to allow them to
offset losses from one issue against gains on
another, the amendments in subsection (h) allow an
issuer to comply with the requirements of Section
10.3(i) of the Code on a programatic basis. This is
extremely important for issuers such as state housing
finance agencies who typically have used open ended
indentures and issued several series of bonds on a
parity basis. The imposition of the 103A requirements
on an issue-by-issue basis would take away much of
the-value of issuing bonds on this basis since the
availability of funds would not reflect the overall
performance of the issue./

e. Assumption Restrictions. Most housing finance agencies
restrict assumptions to persons qualified under their programs.
This requirement has been waived in the case of FHA and VA loans,
however, because of a long standing federal policy not to restrict
assumptions. Under the new provisions of the Code, PHA and VA
loans could not-be made unless this policy were to change. A
maority of THDA's loans have in the past been PHA or VA loans.
In order to allow these to continue to be part of the program
the amendment reflected in subsection (J) of the Bill creates
an exception for PHi and VA loans.

f. Targeted Areas. In order to establish targeted areas
under the ew rules an ser must obtain approval from the Secretary
of the Treasury and the Secretary of HUD. This continuing entangle-
ment between local housing issuers and the federal bureaucracy
sefts unnecessary'in light of all the other restrictions in the
new ules. Subsection (k) of -he Bill allows States to establish
targeted areas without review by the U.S. Treasury and HUD. To
re~ssuke those who suspect that a State would then target its
entire geographic area a 25% limit is adopted. In addition, the
PrOposil adopts as targeted areas those areas designated as energy
i, ected areas under 42 U.S.C. 58401(a).
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d. Arbitrage Restrictions. Section 103A creates a new
class of tax-exempt obligations which have been singled out for
discriminatory arbitrage treatment. Thus, housing issuers must
comply with restrictive and complex arbitrage rules which do not
apply to any other tax-exempt issuer. Tax-exempt issuers financing
business loans, student loans, farming loans, golf courses, parking
garages, or any other activity or facility but housing, are required
only to comply with the general arbitrage rues contained in
subsection 103(o) of the Code.

The proposed amendments in subsections (e), (f), (g) and
(k) of the Bill attempt to restore housing issuers to a position
more equal to that of other tax-exempt issuers. This has been
done with a minimum of changes to the existing legislation. Where
the new rules could be viewed as clarification of areas which were
ambiguous under the existing law, they have not been changed.
However, the most onerous and discriminatory provisions have been
addressed as follows

i) SPREAD -- All other governmental programs are
permitted a 1 1/2% "spread" between the yield on
the bonds and the yield on the obligations
acquired with the proceeds. The new rules limit
this to 1%. At this time, the only issuers who
have been able to market issues under the new
limitation on spread are those who can afford to
commit substantial outside funds to support the
issue. Subsection (e) of the Bill restores the
1 1/2% limitation.

(ii) PREPAYMENTS -- The rules require an issuer to
compute the yield on its mortgages and its bonds
on the basis of certain prepayment statistics
compiled (for other purposes) by FHA. These
statistics are not only totally unrealistic as a
basis for predicting an issuer's actual experience,
but result in gross distortions when applied to
most state housing agencies, which recycle mortgage
loan prepayments. The amendment proposed in
subsection Cf) clarifies that this requirement
does not apply to recycled mortgages. (Issuers
will still be required to compute yield based on
their reasonable expectations as to prepayments
under the general rules).

(iii) RESERVES -- The provisions of paragraph (103A(i)(3)
of the Code now place an issuer in a position
where it may be forced to liquidate investments at
a substantial loss even if this would result in a
default of the bonds. Oddly, this may occur even
when the issuer has available substantial amounts
of investment earnings (which are required to be
distributed to mortgagors under the new rules).
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By way of introduction, I am Richard K. Helmbrecht, President of the Council of
State Housing Agencies. I am also Executive Director of the Michigan State Housing
Development Authority and a member of the President's Commission on Housing. The
Council currently has 52 member State Housing Finance Agencies (HFAs) as well as 150
organizations affiliated with the Council, Including builders, developers, Investment
bankers and others involved with state housing finance agencies.

Before proceeding, a brief overview of our testimony is appropriate.

First, we point with pride to the successful state agency Mortgage Revenue Bond
programs. These include home ownership, multifamily rental housing, home improvement
and energy loan programs, rehab, new construction, subsidized and non-subsidized
programs.

Second, we will outline the problems created by the Mortgage Subsidy Bond Act of
1980. These problems have resulted in the 1981 bond volume being less than 1% of that
projected under the Omnibus Budget Reconciliation Act of 1980.

This Treasury Department's $10 billion dollar projection would finance homes for
180,000 first time homebuyers, and trigger the sale of 400,000 homes. Over 2 billion
dollars In tax ievenue would have been generated and 3-00,000 jobs created. All for a cost
to the Treasury that already has been budgeted and Is assumed to be $300 million dollars.

Third, we will comment on solutions to these problems, both as to the legislation and
as to regulation.

The Role of State Housing Finance Agencies

We believe that an accurate understanding of the state agency assisted housing
development procem will enhance the Subcommittee's evaluation of our testimony.

State housing finance agencies are created t, state enabling legislation to assist In
the financing of housing for persons and families of low and moderate Income within their
state. They do not build for themselves, rather, they lend money to the private sector for
the public purpose of providing housing for families who can't be served by the private
sector without government assistance.

1133 15th STREET, NORTHWEST / SUITE 514 / WASHINGTON. D.C. 20005 / PHONE: (202) 659-6580
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While the mix of loan programs vary from agency to agency, state agencies have
provided both multi-family project financing and single-family mortgage and have
addressed many areas with innovative new programs.- The agencies finance their programs
by selling tax-exempt notes and bonds in the national capital markets, and lending bond
proceeds to developers or to low and moderate income families seeking mortgages. Many
of these prorms have been accomplished In conjunction with the U.S. Department of
Housing and Urban Development, forming a vital link between federal dollars and private
accomplishments in thehousing area. As a rule, state agencies are self-supporting, raising
the money they need from fees and charges associated with the loans.

The Need for Mortgage Revenue Bonds

In discussing the complicated and often confusing provisions of the Mortgage Subsidy
Bond Act of 1980, 1 believe that it is Important that we not be diverted from the main
Issue, affordability of housing. Along with hundreds of other housing professionals, I have
been substantially diverted for 2-1/2 years from my focus on housing programs. Instead
my staff and I have spent thousandi-uon thousands of hours trying to make sense out of
the Mortgage Subsidy Bond Act.

At this time, the need for affordable housing financing has Intensified. In 1970, few
housing prognosticators could have Imagined the range of developments in the housing
sector during the coming decade. At that time, a new home cost about $23,00( with
Interest rates In the 8% range. During the decade, new home prices Incr-eased by over
250% and mortgage Interest rates rose to 15% and above. Since median family revenue
rose by only 213% during the same period, the median Income famiBy who could afford the
median pricO'Tme in 1970, now cannot. By 1980, only about 15% of all families could

-afford the median priced home.

New mortgage financing techniques and double wage earner households will keep
home ownership within reach of many middle Income households, however, most moderate
and all low income households will be priced out of the market.

Rental housing is also not an alternative. Rental housing production (starts) dropped
from 541,000 units in 1979 to 397,000 units from 1980 with 50% of the 1980 starts being
government subsidized. Vacancy rates are as low as 1% In many areas.

Yet demand continues to build. About 17 million new households will be formed and
24.5 million units will be needed In the 80s. Mortgage revenue bond programs are
necessary to meet this need by making housing affordable to those otherwise priced out of
the market. The legitimate public purpose of these bonds has been demonrrated In the
past. A 1979 survey determined that over 75% of the loans made by the agencies'
surveyed were for first time homebuyers. Average incomes were well below statewide
median incomes. Accordft to the survey, the average sales price was $33,642, the
average purchaser's income was $14,399 and the average mortgage amount was $30,583.

The Nature of the Problem

The basic thrust of the 1980 Act was to limit the volume of bonds thus saving on
projected tax loss, to target the use of the bonds to avoid abuse, and to define the
structuring of bond issues to reduce fees and other payments which some claim tended to
make the bonds Inefficient.
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The practical impact of the Act was to create such confusion that-issues could not
proceed before regulations were Issued, and the single-family regulations when issued were
so restrictive that they have rendered programs unfeasible. Multi-famly1iations still
have not been Issued and we fear the worst.

Our outrage can be easily understood. In April of 1979 the Ulnman bill was
Introduced with a retroactive effective date. Due to the nature of the bond market, the
retroactive provisions effectively ended single family program Issues. Congress was then
beselged by issuers, and potential issuers, who wanted at least one shot. Permanent
housing agencies, city and state, which had been effectively issuing the bonds for valid
public purposes, were shunted aside as one shot transition rules were traded In Congress.
The discussion of an effective, fair, permanent rule became secondary to the Immediate
need to satisfy short term demands.

The CO 6all of State Housing A eles watched with amazement as their proven
programs which were well targeted and had statewide availability received a $150 million
transition rule, and towns and counties with limited populations and no targeting received
$200 million or more because of the legislative trade-offs.

Ultimately, through a new process, the "reconeliation" process, the Act we now
have was adopted without hearings on the specific provisions. Hearings were held In the
Senate (in the Intergovernmental Committee not Finance) and in the House (before the
actual language was available), but not on the actual provisions now In the law.

The legislation was then given to a Treasury Department in transitlon-whch could
not effectively foeus on the issues at the policy level due to other demands.

The result Is a cofnplicated package of law and regulation which may have been
written to work, but which doesn't. In short, the Act and the Regulations represent the
worst kind of federal overkill. The problems are purely legislative, purely regulatory or a
combination of both. Overall, the new requirements, when taken together, make simple
and effective programs complicated and costly, If possible at all.

The Solution
Our ideal solution would be to ask for repeal of the Act and a new beginning. Many

of our members effectively argue that interference with a States' ability to raise revenue
through the issuance of securities Is unconstitutionaL Many at the Federal level also seem
to sham these concerns as new proposals to limit the use of other revenue bond programs
are based on methods other than direct prohibitions. The Act substit[jtes federal program
judgement for state judgement. State agencies, which had not been subject to charges of
abuse, must now ask Washington how to proceed, if, Indeed, we may proceed at all. Last
year we supported a volume cap while allowing the state legislative process the authority
to determine the use of proceeds. That Is a much fairer and reasonable approach than the
federal Intervention process adopted.

We are practical, however, and this year we are seeking narrow changes to make last
years act workable. We are asking for legislation only after seeking workable
regulations. We must be candid. The act is so complex that the regulators can virtually
stop or start the program. Although the legislation is generally complicated and
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reetrlctive, we believe the Treasury Department could have fulfilled the Conremlsonal
Intent to limit but not prohibit bond lues and could have made tim legislation workable.
They chose not to do so. As a result of their overreaction In their regulations, and the
delay In promulgation we are left with no alternative except legislation.

We recognize that Congre. has little time or patience to rehear all the Mortgage
Bond lmues. Thus, we request claiflation of several main Iues Inpacting the feasibility
of Issues, ad a congressional direction that Treasury simplify and clarify other
requirements. The changes we request are consistent with the President's budget
calculatln. The proposals, as set forth In Senator passes 81348, have been found by the
Joint Tax Committee to have no budgetary Impact.

When we use the term feasible or workable we do not mean tiat Issues will not
"dribble out" under present law. With enough resources behind an Issue in the form of
equity, and a willingness to pay a high interest rate and limit volume, some issues will be
forthcoming. This will, however, create an Inequitable situation. Issuers with cash on
hand or with higher income homebuyers willirng to absorb higher Interest costs may be able
to go forward, but others with greater need and more targeted programs will not.

Either way, what was Intended to be a $10 billion dollar program will be significantly
reduced at a time when the housing Industry Is at Its lowest productive capacity since
1946. The noninflationary market stimulus of the activation of the mortgage revenue bond
progtanr-will re-employ thousands of workers and more than pay for Itself in taxes
generated at the federal, state, and local level, and In the reductions In federal benefit
programs. Further, we seek redress so that the time and effort of hundreds of individuals
might be spent productively meeting our real housing needs, not In meeting the artificial
complexities of the Act.

The Specifte Solution

The Council of State Housing Agencies has endorsed the legislation sponsored by
Senators Sawer and Baker of Tennessee and over 30 other Senators. The Council also has
endorsed the intent of Senator Durenberger's bill which correctly Identifie the principal
concern we ae seeking to resolve this year. With legislation as complicated as this law,
and with the varying nature of different state and local programs, many Important
concerns wm be brought to the committee's attention. Our principal concerns, however,
must be clearly stated because without redress of these, little else will matter. First we
have several threshold problems.

Arb!tge and Yield Limits. No other issue *&uses as much fervor-and confusion as
what is commonly kown as arbitrage. In short, this area Involves those restrictions
of the Act which Impact on the allowable uses of Income from mortgage loan
programs for payment of the costs of the program. Income from the program,
whether it is generated by a mark up in Interest rates over borrowing costs, by
upfront fees paid by the borrower, or from the Investment of reserves or other cash
on hand, must be sufficient to pay for program expenses and guard against reasonable
and prudent risks. At the time the Act was passed a chief coneem was how to limit.
what was perceived as unneessarily high fees to underwriters and consultants and thd
windfall arbitrage profits being earned by isuers. There may have been some merit
In these concerns and we do not object to reasonable limits, however, the approach
taken Is both confusing and costly. It is costly to Issuers In that administrative costs
are dramatically increased and costly to borrower In that interest oosts will be
higher.

88-092 0-82- 18
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The Act made dramatic changes in existing law in the area of arbitrage and
yields

1. It changed the maximum annual overide from 1.5% to 1%.

2. It required that costs of issuance (i.e. underwriters' fees, bond counsel
fees, and other necessary expenses) be paid for by an issuer from the 1%
override limitation. These expenses were previously recoverable outside
of the old 1.5% limit.

3. It limited earnings on reserves and temporary funds and required that
earnings in excess of the Interest rate be rebated to the borrowers or the
federal government. Previously these funds were retained by the Issuer.

The sum of these actions was to reduce effective Income by 2/3, while depleting
reserves which added security and reduced interest rates.

The only thing that I can say with certainty about these arbitrage and yield
limitations is that the complexities are such that in many instances they have the
reverse of the intended effect. Speaking from personal experience, Michigan has run
Into a half dozen situations where the preferable and less expensive solution Is
precluded by the provisions of the Act, necessitating the more expensive required
solution. I am certain that this is not what you Intended.

Many will oppose change in the yield requirement as they fear abuse, large fees,
or agency enrichment. We protest these fears as it suggests that responsibility will be
present only If there is federal Involvement, yet no one has pointed to state abuses.

In a separate addendum we present the State-Agency technical case for change
in the yield requirement. We request the opportunity to administer our own program
as we did successfully for years. We have always believed in a concept that Is only
currently gaining favor in Washington, that is, that the federal bureaucracy is not the
only governmental process which can woqk for the public betterment. Our requests
are not exorbitant; particularly when compared to comparable markups by
conventional financial Institution of 3% per year plus sizeable upfront fees. Our
calculations and other analysis presented to us Indicate that deoending on the size and
purpose of the program, a total yield of somewhere between 1.25% and 1.40% is
sufficient. Please note that this allowable yield Includes all upfront fees and must
pay for all expenses including costs of selling the bonds. We have presented our
data. Please review it carefully. While we believe the numbers speak for themselves,
please consult with us if you have any questions or concerns. The new act is
complicated and funds must be available-to manage and to fund risk.

The 95% Test. What is commonly known as the 95% test is the legislative proviso
thalt f oThe proceeds must be Invested In eligible loans. This test must be met at
the time the mortgages were executed. This requirement is Injddition to the
requirement that the Issuer, in good faith attempt to meet all requirements and
correct any failure within a reasonable period. This three part requirement, as
interpreted by the Treasury is clearly overkill. First, it makesthe Issuer fatally
responsible for events beyond its control, i.e. fraud, misstatement, mistake or even a
misunderstanding, even if the Issuer took all prudent and reasonable steps to comply.
Second, it changes'the whole enforcement concept previously utilized In the bond
issuance area, for it allows events that occur after the issuance of the bonds to lead
to the retroactive removal of tax exemption. Third, It takes what was a relatively
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simple program and makes It so complex that the senior program staff, attorneys,
bond ounsel and underwriters who have been working this regulation for almost one
year have a hard, if not Impossible, time Implementing and interpreting it. However,
these are not the people who will be making the decisions on each individual loan. For
Instance, In Michigan, we have over 50 lenders, many with multiple offices, who will
be our front line troops in explaining this Act's provisions. The Act'3 sheer complexity
gives, me serious doubts as to how successful they will be.

The solution In the Sasser legislation is to rely on good faith at the time of
Issue, the Durenberger approach suggests audit and fraud requirements. We
understand the need fqr some requirements to Insure that the issuer enforces the
Intent of the law. The Council prefersa good faith and certification procedure as
being sensible and efficient. We do not object to other tests if they result In a clean
opinion and are administratively sensible.

Loss on Reserves. The regulations and leg1)lation result In a situation wherein a
fiaeianyealthy Issue could be put in danger by the need to reduce reserves atthe
time of prepayment of mortgages, even when the large volume of prepayments could
not have been predicted. Thuoa reserves are Invested In fixed Income securities and
to sell them prior to maturity may mean selling at a loss. This should and could be
easily corrected by regulation or by legislation.

Registration. We object to the legislative requirement to register both ownership and
rental bonds. This clearly singles out housing bonds since virtually no other bonds
have this requirement. The provision will prove costly to programs designed to reach
lower income people. We again ask that the registration of housing bonds be
eliminated until a decision Is reached on the registration of all municipal bonds.

Multi-family. We fac-basic problems In rental housing bond requirements. As noted,
multifamily regulations still have not-been Issued. We fear the worst, and we believe
that several problems could and should be eliminated without waiting for
regulations. First, the income limits are established by cross references to other
programs. There should be a a direct reference made to the 80% median Income test
presently required. Second, the ambiguity in the term of the Income occupancy
requirement, and the relationship of the oeeupcy term to the bond term, should be
olarifled. We suggest that the term of the low Income occupancy requirement be set
at the greater of 10 years or 50% of the maximum term of the bonds used to finance
the project. We view this as a minimum position. We support a reduction in the
percentage of low Income to something less than the present 20%, but we again are
pragmatic. We need immediate change and we are willing to compromise.

We see on the horizon an ever Increasing rental housing problem. Congress has
reduced and will continue to reduce direct subsidy programs for rental housing. Tax
law still favors home ownership, and depreciation benefits are nowhere near enough to
result In sufficient housing production for low and moderate income families. Tax
exempt financing is a must if we are to meet rental housing needs. To this end we
also see the need to clarify the status of cooperative housing under the Act.
Immediate clarification will enable a beginning while we look at longer term
solutions.

Miscellaneous. Finally, there is other clarification we believe reasonable. The
Council reognizes the wisdom In the provisions In the Sasser-Baker legislation of
clarifying first time homebuyer requirements and targeted area definitions. We
support such clarification, particularly the specific exemptions in the first time
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homebuyer requirement for families previously ocupying substandard housing, and for
those replaced by governmental action. We also support recopition of the problems
of energy Impacted areas by the targeting techniques. The need for some other
legislative clarification has been relieved by regulation, Wt legislation may still be
preferable.

We have many other concerns which we have addresse4 to Treasury. These
concerns were brought forth by regulation and we seek regulatory relief. If relief Is
not forthcoming by regulation however, some of the issues would become legislative
priorities. We have attached a list of these problems. We hope you consider our
position reasonable and that you direct Treasury to eliminate necessary regulations
and to elarlfy ahd simplify other requirements.

Closing Remarks

The combination of last years Act and the regulations pertaining thereto have been
catastrophic. We are seeking minimal changes to make the legislation workable. These
changes will not impact on budget assumptions, In fact, the Joint Tax staff has found them
to have no revenue impact. Indeed, we argue that a series of events have resulted or will
result In tax expenditure decreases over the asumptions of the Treasury Department at
the time of passage of the Act:

1. "No bond Issues to speak of in 1981
2. Reductions In the Section 8 Subsidy program mean a huge reduction In bond

volume for multifamily housing.
3. Changes In tax law, particularly, the n.axlmum tax being reduced to 50% from

70%, dramatically Impact on all previous expenditure assumptions.

Housing Is at its lowest production level since 1948. Relief from the most onerous
provisions of low and regulation will help the Industry without being Inflationary. People
will be re-employed, taxes will be gentedAnd the costs of other federal benefit
programs wJll be reduced.

The proper statutory and regulatory changes would go a long way-,n-repalfng the
damaged federal anif state relationship over tax policy. We are not the enemy. We may
haVe different needs and purposes, but to treat the relationship as adversarial is to do
damage to our fundamental constitutional concept of a federal form of governmental. This
year upwards of $200 billion in "all savers" tax exempt funds were legislated with only one
basic requirement, 75% must be In housing investments. We would like you to bestow on
us the same trust you bestowed upon private financial Institutions Issuing "all savers"
funds. Thank you for the opportunity to testify. We urge you to act quickly.
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CSHA YIELD ANALYSIS SWIAY

Overview

During CSHA's discussions with the Treasury Department about the impact of
the new law and the possibility of obtaining a workable set of regulations, there
was heavy focus on yield and arbitrage analysis. The objective was not to develop
the worse case scenario. Rather an attempt was made to test the boundaries of the
new act to see if there was a way to make the numbers work for state housing agncy
programs. However, particular emphasis was placed on continued structuring which
would allow an issuer to obtain a double A rating with the commensurate savings
to the borrower of 1/4 to 1/2 percent. The following analysis conclusively es-
tablishes that the 1% yield limit is unworkable on a standard issue.

There are two distinct facets to the
needed to pay for the costs of the normal

Ing size and somewhat varying structure)?
so that a double A rating may be obtained!

yield question. First, how much is
range of programs (le. issues of vary-

Second, how may an issue be structured

As to the first question, there are a number of costs which must be paid from
the 1% yield allowed on the mortgage loans (all of which are stated on an annual
yield basis).

1. Origination fee -.125%

2. Costs of underwriting and issuance - .28-.34%
issue)

3. Mortgage Servicing - 375%

4. Pool insurance - .05%

5. Trustee's and paying agent fees - .02%

6. Issuer's operating expenses - .10-.16%

- TOTAL

(varies based on size of

.95 - 1.06%

Thus, it can be seen that if all goes well, there
penses, and there are no losses in excess of available
issuer should be able to break even.

are no increases in ex-
investment earnings, an

However, there is a second facet which involves various chashflow scenarios.
These chashflow tests are posed by the rating agencies and must be survived by a
bond issue in order to obtain a particular rating. These tests are necessary
because of a need to demonstrate "parity" to the bondholders. On any mortgage
revenue bond issue, the proceeds Of the issue are usedto fud two different
things. First, about 97.5% of an issue goes into mortgage loans. Since this
money is being used to purchase a real asset, this portion of the Issue is called
the asset bond portion. The other 2.5% of the issue is used to pay for the fees
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and expenses involved In selling the bonds. Since no asset Is being purchased,
this portion of the bond issue Is called the non-asset bond portion. Thus, in
the event that all of the mortgage loans funded from a $100 million issue were to
pay off within 1 year of origination, the Issuer would be left with approximately
$97.5 million in cash to pay off $100 million in bonds. With this background, a
critical question for any bond issue is, given various origination and prepayment
assumptions, at what point are the asset bonds in parity with the outstanding
bonds. Below is a summary of the attached feasibility tests, which demonstrates
the problems encountered in reaching parity.

Summary of Feasibility Tests

Finding (1) Our approach was sufficiently close to that used by the Joint Tax
Committee that we could demonstrate how they came to the conclu-
sion that 1% was feasible, and why we did not concur with that
finding. Basically the 1% could be made to work if the service
fee was reduced toe .30 rather that .375 (a bizarre assumption
given the fact that the complexity of this legislation probably
doubles the time to be spent by the service in originating the
loan), if the assumption was made that all administrative costs
were to be absorbed by the Issuing agency, and if the step down
mortgage procedure developed by Joint Tax was utilized. This
approach resulted in a marginal feasibility for larger issues
(60 million or more) meeting bond rating tests sufficient to
obtainanA rating. With sufficient volume ($100 million or
more) the issue might qualify for a double A rating.

Finding (2)

Finding (3)

Assuming a 500% prepayment test, a standard servicing fee Pf
.375, and $90,000 for administrative costs per year, we are un-
able to make the numbers feasible at 1% even at $100 million.
Given the 6 month convention on prepayments (which is not permit
ted under the regulations), we were able to generate sufficient
cash flow on a $100 million issue, with an undesirable 3 points*
from the borrower up front, to allow the 1% to work. The worka-
bility would be further enhanced by stepping down the mortgage
rate by charging a higher interest rate for the first 3 years and
reducing it thereafter. The advantage of this approach is that
the higher cash flow up front helps build parity more quickly and
after the parity test is met, the cash flow is like a snowball
rolling downhill and accumulates quite rapidly.

Several methods suinosted by the Joint Tax Committee were not
found to be of use Tn obtaining greater feasibility at the 1%
level. These included various bond call techniques, increased
spread in the step down mortgage approach, and other miscella-
neous suggestions.

Finding (4) Assuming that the 6 month
about 12 to 15 additional
that a 1.25% yield, when
mortgage approach, would
feasible at bond rating te
new isstjs for double A ra
both an administrative fee
fee for servicing. If the

convention for prepayments generates
basis point, we came to the conclusion

used in conJuntion with the step down
allow for a reasonably sized issue to be
ests that were used in 1979 toqualify
things. A yield of l.25% allows payment of
e to the agency and a standard inlUstry
e size of the reserves were reduced, and
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origination points Increased feasibility would result. it should
be noted, however, that any Increase in origination points has a
negative impact on borrower eligibility. Thus it may be possible
to make smaller than $50 million issues work at 1.25%. There are
two primary reasons for this phenomena. The first Is that any
monies collected In advance Immedlately build toward parity and
are worth much more than funds collected at future dates. Second,
the standard and traditional reserves used in these bond issues
are now a negative drag on the yield because they must be invest-
ed at the bond interest rate, but the actual interest rate is
higher'due to the discount for the payment of underwriter or
issuance costs. In effect these costs may only be recouped from
the porqen of the issue invested in mortgages. Thus, the re-
serves are a negative drag onthe cash flow.

Conclusion Structuring an issue in the historical manner will require a much
greater allowable spread than 1%. Some would argue that up to 1.5%
may be necessary for smaller issues. Restructuring issues may reduce
the necessary increase In yield over the 1%, but our calculations in-
dicate that reasonably sized issues need at least 1.25% to be econo-
mically self supporting and to obtain the requisite double A rating.

(
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SCOPE_ Or ANALYSIS

.-. hlv cal Approach -

We performed cash flow analyses for each of three "prototype" isues of
$1le-Failly Mortgage Revenue Bonds whose respective Issue sizes were:

1) $100 million;
2) $50 million; and
3) S2 illion.

On Page 177 of the Conference Report, it is noted that because the yield
on the bonds ordinarily is computed on a semi-annual basis, the same semi-annual
c-poundins interval should be used in the computation of the effective interest
rate on the mortgages. Accordingly, receipts of monthly mortgage.paytents are to
be treated as received on the next succeeding bond interest payment date. The
Fe-Annual compounding and receipt methodology is consistent with that permitted
under Treas.. Reg. 1.103-13(c)(6) and permits the mortgages to bear a slightly
h gher interest rate than if effective interest rates were computed on the basis
of monthly compounding.

Wnen computing the mortgage effective interest rate in the manner described
above, LL Is observed that the incremental increase in th mortgage-interest rate
is different depending upon whether mortgage prepayments are assumed to occur
(1) monthly, or (ii) annually or semi-annually as a lump sum. Mortgage revenue
bond programs have traditionally been structured and analyzed under an ass=-ption
of monthly scheduled payments and prepayments because (i) prepayments do, in
fact, occur throughout.each year, and (il) the cash flow risk and reinvestment
risk inherent in a particular issue-can only be properly assessed by assuming
that prepayments occur monthly rather than as a lump sum Just prior to a bond
interest pa:.ent date.

Due to the difference in the increment to mortgage yield referred to above,
each OL. the three prototype bond issues was analyzed under both yield-spread al-
ternatives. The first alternative follows the traditional practice of assuming
that prepayments occur ratably during each month of the year, while the second
alternative treats prepayments as if they occur in a l=p sum, s=i-annually, or.
the succeeding bond interest payment date.

A standard set of assumptions (outlined below) was used for each analysis.
The only variable was the amount of the equity contribution required, if any, to
su-ffciently strengthen program cash flows to permit the timely redemption of all
bonds and the pan-ent of all budgeted operating costs under an assumed 500.
MOrtgag. prepayment rate. This criteria was applied as a measure of each iss-ze's
ability to receive an investment grade rating in the third highest rating ca:eicre,
or higher. Such ratings are deemed essential to produce sufficiently low =ortgaie
rates to achieve the program's public purpose.

Ass'j-..:icns Underlvin A.-alvses

The following assumptions were consistently
_parate analyses:

applied in isch of the six Ai-
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* 30 years
* Fees c hAr$ed tc crtg&aors - 3, of -:::.a.e
* Purchased in equa2. quarterly £sa'-.-s, a: .:ar
* Prepa:,en: penalties - 2^.of r -=ai n crt $age principal for 1cLs'

prepaying any time vithir. their first 5 years of life
* 30-day lag in availability of mortgage revenues to pay bond debt

seri ce
* Prepayments at 100% of FHA rate for U.S. m method of calculatilon)

2) mortgagee Servicing - .375*, per arnu: (payable ,-onthly) or. the outstanding.
principal amount of loans in portfolio (industry standard fee)

3) Mortgage Origination Fee - paid by the issuer from- fees collected fro=
-or:gagcrs; 1" of the original principal balance of each loan

4) Pool Insurance/Special Hazard Insurance Premium - .05% per annum
(payable monthly) on the outstanding principal amount of loans in por t folio

5) Bond Redemption

* proportional (strip) call
* redemption from revenues remaining after payment of scheduled debt

service, trustee/paying agent fees, and all budgeted operating costs

6) Debt Service Reserve Fund

* initially established at 10 of the issue (approximately equal to
maximum future annual debt service on all bonds except those issued
to fund the Debt--Service Reserve Fund)

* reduced in size to maintain the Fund at 1 of bonds outstanding

7) Mortgage Reserve Fund - none

8) Investment Rates

* Mortgage Acquisition Fund - Bond Yield
* Debt Service Reserve Fund -. bond Yield
* Debt Service Fund (Float) - Bond Yield

9) Issuance Costs

* Undarriters Discount- 2 . (Note 1)
* Fixed Cost of Issuance - S!0,000
* Capitalized Interest - approxiately equal to one month's interest, at

the Bond Yield, on the amount deposited in the MortgaSe Accuisition
Fund

Note 1: Refer to Appendix TAB I for da:ail concerning
the basis for the u.da-riters' discount
assu.ed.
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10) Pros:ar_ Operating Costs

* Trustee/Paying Agent
SIC,O00-.nua1 fee
12.5c per coupon p
S1.00 per $5,000 b

* Issuer's Operating B
$90,000 annually fi
S50,000 annually fi
$25,000 annually fi

11) Bond Coupon Scale

Year

1963
1984
1985
1986
1987
1988
1989
1990

Rate

7.500
7.750
8.000
8.250

-8.500

- 6.750
9.000
9.150

aid
ond redemec
budget
or $100 million program
or $50 million program
or $25 million program

Year

1991
1992
1993
1994
1995
1996

1997-01
2002-13

Suary Conclusions

The Table on the following page sets forth the key observations and con-
clusions regarding each of the six issues analyzed.

7he data in this Table reveals that:

1) The only issue which continued to be economically viable under the
500% prepayment test without an equity contribution was Case A - a
$100 million issue with prepayments calculated to occur monthly.

2) All other issues examined required an equity contribution ranging fT..
a low o! 0.5% of the issue size to a high of 1.5 of the issue size.

3) As one would intuitively expect, the required equity contribution in-:ases
as issue size decreases.

These observations and conclusions regarding the relative merits of eac-
finanting plan are-a function of the difference between bond Yield and Mcrt-..e
Yield, rather than the absolute levels of each. That is to say, actual bond
interest rates could be substantially above or below the levels assumed in c..:
analysis without affecting the validity of our basic conclusions.

Rate

9.300
9.450
9. 600
9. 750
9.900

10.000
10.375
10.750
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SCOPE OF A.VAYSI

This booklet contains the results of a series of cash flow analyses,
all of 'which are variations of a $100 million Base Case. The Base Case is
Identical to the $100 million issue analyzed in Tab B of the CSHA Ecor.o=ic
Feasibility Analysis prepared on March 10, 1981.

Base Case AssuMptions

The following assumptions are incorporated in the Base Case cash flow
analysis contained in Schedule I:

1) Mortgage Terms 

* 30 years
* Fees charged to mortgagors - 31 of mortgage principa-
* Purchased in equal quarterly installments, at par
* Prepayment penalties - 22 of remaining mortgage principal for

loans prepaying any time within their first 5 years of life
* 30-day lag in availability of mortgage revenues to pay bond

debt service
* Prepayments at 1002 of FHA rate for U.S. (ONMA method of calculation)

2) Mortgage Servicing - .3752 per annum (payable monthly) on the out-
standing principal amount of loans in portfolio (industry standard fee)

3) Mortgage Origination Fee - paid by the issuer from fees collected
from mortgagors; 1% of the original principal balance of each loan

4) Pool Insurance/Special Hazard Insurance Premit= - .05% per annu=
(payable monthly) or the outstanding principal amount of loars in
portfolio

5) Bond Redemption

* proportional (strip) call
* redemption from revenues remaining after payment of scheduled debt

service, trustee/paying agent fees, and all budgeted operating
costs

6) Debt Service Reserve Fund

* initially established at 11% of the issue (approximately equal to

maximum future annual debt service on all bonds except th:se
issued to fund the Debt Service Reserve Fund)

* reduced in size to maintain the Fund at 11% of bonds outstanding

7) Mortgage Reserve Fund - none
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6) lnvest=ent Rates

* mcrtgage Acquisition Fund - Bond Yield
* Debt Service Reserve Fund - bond Yield
* Debt Service Fund (Float) - Bond Yield

/

9) Issuance Costs

* Underwriters Discount - V
* Fixed Cost of Issuance - S150,000
Capitalized Interest - approxi ately equal to one =both's rIn:e-:a:,

at the Bond Yield, on the amount deposited in the Mortgaie
Acquisition Fund

10) program Operating Costs

* Trustee/Paying Agent
$10,000 annual fee
12.5c per coupon paid
$1.00 per $5,000 bond redeemed

* Issuer's Operating Budget - $90,000

11) Bond Coupon Scale

Year Rate Year Rate

1963 7.500 1991 9.300
1984 7.750 1992 9.450
1985 8.000 1993 9.600
1986 8.250 1994 9.750
1987 8.500 1995 9.900
1988 8.7s0 -1996 10.000
1989 9.000 1997-01 10.375
1990 9.150 2002-13 10.750

Analytical Aporoach and Summoy Conclusions

Schedule II contains cash flov;s for a $100 million issue identical to
the Base Case, with the following exceptions:

1) the servicing fee was reduced from .3752 to .30%;

2) the mortgagor fees were reduced from 3% to 2%;

3) the $90,000 operating budget was eliminated; and,

4) the $500,000 issuer equity contribution was eliminated.

The results of this analysis indicate that the r.axioum prepayment rate sus-
tainable under these structuring assumptions is 450O.



283

S :,edule IllI contains cash flows for a $100 Zillion issue structured
exa::ly the saze as that analyzed in Schedule II, above, except that ie
k:nd. ree=tiov strategy was changed fro-- a "proportional strip" call to a
"Oong bond first" call in which the bonds with the longest maturity 're called
first. This strategy produces the lowest bond interest cost ower the life of the
issue (which, in turn, dictates a concurrent reduction in the mortgage rate),
but also results in a default condition approximately midway through the
program When revenues are no longer adequate to pay debt service on the re-
nAining serial bonds. This analysis demonstrates the cash flow risk inherent
In the "long bond first" call strategy and indicates why it is seldom used
by issuers.

Schedule IV contains casb flowsfor a $100 million issue structured
exactly the same as that analyzed in Schedule II, above, except that the bond-
reee=ption strategy was changed from a "proportional strip" to a "super sinker"
or "short te bond first" call. Consistent with the change, the coupon on
the short tern bond was reduced from 10.3752 to 10.90% to reflect the signifi-

-cantly shorter average life for these bonds which -results from applying all
excess revenues to call these bonds ahead of all other tar bonds. The resul-
tant slight reduction in Bond Yield necessitated a .05% reduction in the
mortgage interest rate. Ueder these structuring assumptions, the maximum
s.stainable prepayment rate was only 300%. Accordingly, one of the primary
tests of bond security was failed.

Schedule V contains cash flows for a $100 million issue structured
exactly the same as that analyzed in Schedule 1I, above, except that a "step-
down" mortgage plan was used. This plan involves the financing of mortgages
vitb an initial interest rate of 11.50%. he rate is subsequently reduced to
;1.002 in the fourth year of the program so as to result in an Effective
H.rtgage Interest Rate (at a 1002 FRA prepayment rate) which co plies with
the 100 basis point spread limit. !Wls change produces .ore mortgage interest

.income in the early years to be applied to the redemption of bonds. As a
result, the issue is able to pass the 5002 prepayment test.

( Schedule VI contains cash flows for a millionn Issue identical to the
Base Case, vith the following exceptions:

1) the mortgagor fees were reduced from 31 to 22;

2) the $500,000 issues equity contribution was eliminated; and,

3) a "stapdown" mortgage plan was used.

An "industry standard" servicing fee of .3752 was maintained, as was a very
conservative operating budget alloynce of $90,000 annually. The data in
Schedule IV indicate very clearly that this financing plan produces an econo-
mically unfeasitle issua. Specifically,_program revenues under this scenario

.-- were Inadequate to redeem bonds, even at a low 100% FA prepasyent rate.

88-092 0-82--19
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SCOPE OF ANALYSIS

This booklet contains the results of a series of cash-flow analyses,all of which are variations on a $100 million Base Case. The Base Case isidentical to the $100 million issue in Schedule VI of the CSRA EconomicFeasibility Analysis prepared May 7, 1981, although it has been changedslightly to reflect a recalculation, (to one which is operationally moreefficient) of the mortgage amortization schedule. All cash flows enclosedreflect the addition of a reinvestment rate (at the Bond Yield) on the"ending cash balance carried forward", computed semi-annually.

Base CasTeAssumntions

The following assumptions are incorporated in the Base Case cash flowanalysis contained in Schedule I: -

1) Mortgage Terms

* 30 years
* Fees charged to mortgagors - 22 of mortgage principal* Purchased in equal quarterly installments, at par
* Prepayment penalties - 2% of regaining mortgage principal forloans prepaying any time within their first 5 years of life* 30-day lag in availability of mortgage revenues to pay bond

debt service
* Prepayments calculated as a percent of experience for U.S.

(ONYA method of calculation)

2) Mortgage Servicing --.375% per annum (payable monthly) on theoutstanding principal amount of loans in portfolio (industry
standard fee)

3) Mortgage Origination Fee - paid by the issuer from fees collectedfrom mortgagors; 1Z of the original principal balance of each
loan

4) Pool Insurance/Special Hazard Insurance Premium - .05% per annum(payable monthly) on the outstanding principal amount of loans
in portfolio

5) Bond Redemption

* proportional (strip) call* redemption from revenues remaining after payment of scheduled
service, trustee/paying agent fees, and all budgeted
operating costs

6) Debt Service Reserve Fund

* initially established at 111 of :he issue (apprcxi=ately equal
to maximum future annual del-t service on all bonds except
those issued to fund the Debt Service Reserve Fund)* reduced in size to maintain the Fund at 11% of bonds outstanding
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7) ,Mvrtage Reserve Fund - none

) Investment Races

* Mortgage Acquisition Fund -
* Debt Service Reserve Fund -
* Debt Service Fund (Tcat) -
* Eading Cash balance Carried

9) Issuance Costs

C

a
I

Bond Yield
bond Yield
Bond Yield
Forward - bond Yield

Underwriters Discount -2
Fixed Cost of Issuance - SlS0,000
Capitalized Interest - $750,000 (approximately equal to

one month's interest, at the Bond Yield, on the amount
deposited in the Mortgage Acquisition Fund)

10) Program Operating Costs

* Trustee/Paying Agent
$10,000 annual fee
12.-5 per coupon paid
$1.00 per $S,000 bond redeemed

* Issuer's Operating Budget - $90,000

11) Bond Coupon Scale

Year

1983
1984
1985
1986
1987
1988
1989
1990

7. 500
7.750
8.000
8.250
8. 500
8.750
9.000
9.150

Year

1991
192
1993
1994
1995
1996

1997-01
1001-12

St~Z~ARY OBSERVATION AND

Rate

' 9.300
9. 450
9.600
9.750
9.900

10.000
10.375
10.750

COnCLUSIOnS

This series of cash-flows seeks to analyze the "stepdo mt"
mortgage plan. A stepdovn mortgage carries a higher initial rate
than would otherwise meet the arbitrage restrictions (100 basis points
over the Bond Yield), and subsequently drops in rate, or "steps down"
to a lover rate. 'rhe effective date for the stepdown occurs in the
fifth year of-the program, and is determined so as to risult in an
Effective Mortgage Interest Rate no more than 100 basis points over the
Bond Yield, at 100% FHA prepayent rate. The results of this analysis
are summarized on the following page.
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October 12, 1981

Mr. John C. Chapoton
Assistant Secretary for Tax Policy
Department of Treasury
Washington, DC 20005

RE3 Treasuy R nations
unr the Mortage Subsidy
Bond Act Of 1930

Dear Mr. Chapoton:

Thank you for the opportunity to have met with you on October 1st to discusss the
Impact of the Mortgage Subsidy Bond Act of 1980 ("1980 Act") and related Treasury
regulations on the issuance of mortgage revenue bonds. The subject of mortgage revenue
bonds has been (and win continue to be) before the President's commission on Housing and
its four reporting Committees with all its attendant controversy and complexity. In Its
October 30th Interim Report to the president the Commission will identify and discuss
various mortgage revenue bond options and alternatives which will he considered In making
the Commission's final housing policy recommendations to the President.

Incident to general discussion and testimony on mortgage revenue bonds, there has
been focused and oftimes highly charged criticism of the 1980 Act, Treasury's single-
family regulations, and Treasury's failure to Issue multifamily regulations. Prom
responsible state housing finance agency, bond underwriter, and bond counsel
representatives has come a clear-cut consensus that the 1980 Act, as interpreted by
Treasurys single family regulations, has had the effect of making bond Issuanes under
these regulations infeasible and unworkable. Certain of these representatives ooint to
Treasury's regulations as a "back door" method for effectively halting the (sstiance of
single family mortgae revenue bonds. Other representatives attribute to treasury'ss
reg ations a basic lack of understanding of the practical impact aW Impediments of
various provisions of the regulations on the feasibility of bond issuances. common to
comments of these representatives is the view that Treasury's regulattons have failed to
provide a workable framework for Issuance of single family mortgage revenue bonds and
have thwarted the Congressional Intent of the 1980 Act in permitting the Issuance of
"qulfied Mortgage Bonds". Moreover, there has been expressed speculation that similar
problems will occur with the yet-to-be Issued Treasury multifamily remulations.

Particularly in the case of the state housing finance agencies and the Couneil of
State Housing Agencies ("CSHA"), which bring a public purpose perspective to the Issue,
are we sensitive to the criticisms of overly restrictive Treasury regulations. The state
housing finance agencies were not the source of the abuses which bid to the 1980 Act, they
supported the thrust of the 1980 Act in imiting the ,se of tax-exempt mortgage revenue
bonds, and they prepared revisions to Treasury's regulations which are designed to assist in
permitting Issuance of bonds while carrying out the intent of the 1980 Act.
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We enclose for your consideration an Addendum prepared by CSHA which oftes
provisions of the single family Treasury regulations, the practical Issuance problems they
have created, and CSHA's recommendations for changes In the regulations. We would
request you to give particular consideration to CSHA's position with respect to the 95%
requirement (part I of the Addendum) and allowable yield issues (part 2 of the
Addendum). In the case of CSHA's position on regulation changes on the 95% requirement,
we believe that CSHA's approach will permit unqualified bond opinions while maintaining
compliance with and enforcement of the 95% requirement as expressed by Conoress. In
the case of alowable yield Issues, this is a complex area which CSHA has analyzed in the
context of Congressional intent. We believe that Treasury should consider CSHA's specific
comments bearing on the overall issue of yield restrictions (e.g., more equitable treatment
of prepayments of principal, removal of prepayment penalties from effective rate
computations, permitting the taking into account of insured mortgage loan losses under
limited circumstances, and the clarification of calculation of excess arbitrage).

To provide for a review of CSHA's position we are also forwarding the CSHA
prepared Addendum to several national bond counsel for comment. On receipt, we will)
share these comments with you.

While we'are well aware that the 1980 Act poses complex Interpretive Issues and
that even the most liberal of Treasury regulations will not resolve all bond Issuance
problems presented by the 1980 Act, we believe that Treasury should take prompt and
responsive conizance of legitimate and responsible recommendations for revising Treasury
regulations to assist In Issuance of mortgage revenue bonds within the limitations
expressed by the 1980 Act and the intent of Congress.

Again, our thanks for the opportunity to have met with you and for the opportunity
to have shared our Individual views on this subject with Treasury.

Sincerely,

Stuart A. Davis, Commissioner
President's Commission on Housing

Richard K. Helmbrecht, Commissioner
President's Commission on Housing

(. Ric V Dunnell, Commissioner
Presi ntls Commission on Housing

Robert V. Mathison, Commissioner
President's Commission on Housirig

cM Mayor Richard Carver
Shannon Fairbanks
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1. THE 9596 REQUIREMENT

The Regulations

There are three steps involved in implementing the 95% requirement in the
Regulations. The first is the definition of qualified mortgage bond in Section 6a.103A-
2(bX1). The second is in the 95% requirement itself In Section 6a.103A-2(eX1XIi). The
third step Is the Regulations implementing the various mortgage eligibility requirements,
which requirements are subject to the 95% requirement.

The Problem

The principal failures of the Regulations under paragraph (c) is that the Regulations
do not provide issuer with sufficient clarification of the Interplay between the 95%
requirement and the requirements of paragraphs (d), (e), (M, and (j), and the ability of bond
counsel to give an unqualified opinion is eliminated.

CSHA has no objection to the language of Section Ba.103A-2 (oXIXi). The language
in Section 6a.103A-2 (eXIXil) poses the most significant problems for issuers of bonds for
homeowner financing. The Supplementary Information preceding the Regulations makes
clear the extent to which the Department of the Treasury misjudged the Impact of the
Regulations when it states that "the 5% margin for nonqualifying mortgages protects the
Issuer from Inadvertant error or mortgagor fraud." This statement is not correct. The
mortgage elgibility requirements require an issuer to meet certain tests which require the
determination of facts known only by the originating lender or servicer, in some eases, and
to the borrower in most cases. The existence of a 5% margin for the bond holder is of
little comfort when it is necessary to rely on the honesty of the borrower to protect the
tax-exempt status of his investment. This is even a significant Issue with home
Improvement loans because failure to use each and every dollar of the loan for qualified
home Improvements eliminates-the exceptions provided in paragraphs (e) and (f) thereby
raising the spector of non-compliance with the 95% requirement. The penalty of
taxability of the bonds is much too great to justify the risk Involved. This is particularly
true when the individual mortgage eligibility requirements are difficult to comply with and
are open to varied interpretations. In summary, the Importance of an unqualified opinion
cannot be stressed too much as It directly Impacts on the marketability of the security and
thus on the interest rate.

The CSHA Solution

The regulatory framework proposed by CSHA provides an approach which permits
reliable compliance with and enforcement of the 95% requirement in a manner consistent
with both the plain language of the Act and the intent of Congress. It would replace the
unworkable requirements of the Regulations with a regulatory approach which does not
place an unreasonable burden on state and local governments and the lending institutions
with which they work to provide necessary financing for housing.

The proposed CSHA regulation for Sections 6a.103A-2(bXl) and 6a.103A-2 (c), (d),
(e), (f) and (j) would do the followingi

(1) - Establish a requirement in lieu of current Section 6a.103A-2(bXIXHl) which
provides that the governmental unit shall have certified in the bond Indenture or
related document the requirements of Sections Ba.103A-1 and 2 shall be met.
To the extent that this certification certifies future events, such certification
may be based upon the reasonable expectations of the governmental unit on the



292

date of Issuance. If, notwithstanding this certification, the requirements of
Section s 6a.103A-1 and 2 are not met with respect to an Issue, the
Commissioner may disqualify by notifying the governmental unit. This
disqualflcation will not effect bonds issued before the notice Is published.
Other provisions similar to those contained in current arbitrage Regulations
could also be Included. 11-1

(2) Establish for each mortgage eligibility requirement under Sections 6a.103A-2(d),
(e), (f) and(J), a specified determination by the issuer, based upon affidavits
from the mortgagor, and the seller of the residence, where applicable, as to
specified facts. A determination by the issuer based on an affidavit should also
be provided with respect to qualified home improvement loans. The intention to
make such a determination based upon affidavits could be set forth in the
govermental unit's certificate set forth in (1) above.

(3) Permit an issuer to exclude a nonqualifying mortgage from the computation of
the 95% requirement where the issuer corrects or replaces It (eg. calls the loan,
purchases or replaces the loan from non-bond proceeds, corrects the defect).
The Regulations do not specifically address this question. The Act requires that
"95% of the proceeds devoted to owner-financing was devoted to residences
with respect to which (at the time the mortgages were executed) all such
requirements were met." It is consistent with the Act that a correction or the
replacement of the original principal amount of a non-qualifying mortgage with
a qualifying mortgage or mortgages maintains the required purity of the use of
the proceeds. In addition, an issuer should be permitted to call bonds with any
funds obtained In correcting or replacing a mortgage.

Under paragraph (cXIXi) an issuer would-still be required In good faith to attempt to
meet all requirements before mortgages were executed. The issuer would still be required
to include in the trust Indenture, participation agreements with loan'originators, and other
relevant Instruments restrictions that permit the financing of mortgages only In
accordance with the relevant requirements. In addition, the issuer would still be required
to establish reasonable procedures to Insurance complHnce with the requirements,
including reasonable Investigations by the issuer or Its agent to determine that the
mortgage has satisfied the requirements. The key change is that an Issuer would be
permitted to ascertain with respect to each loan that, for purposes of the 95%
requirement, the loan qualifies on the date made. The requirements of subparagraph (i1)
remain, that any failure to meet the requirements must be corrected within a reasonable
period after such failure is discovered.

The revised mortgage eligibility requirements also give meaning to the 95%
requirement In (cX1Xi). Where an issuer falls to meet the requirements of the revised
paragraph (d), (e), (f) and (J) through error on Its part, the loans will count against the 95%
requirement.
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2. ALLOWABLE YIELD ISSUES

2.a. PREPAYMENTS OF PRINCIPAL

The Regulation

Section 6a.103A-2(IX2XiXE) specifies that where interest on an issue is paid
semiannually (as In the case of most bond issues) all regular monthly payments may be
treated as being received at the end of each semiannual debt service period. However,
prepayments of principal must be treated as being received as of the last day of the month
in which they are received.

The Problem

There is no reason. for a distinction between prepayments and regular amortization
payments of mortgage loans, in deciding whether six months of expected payments should
be aggregated to the next bond interest payment date. The point of aggregation is simply
to facilitate a comparison between bond payments and cash avaiable to pay them. This
provision has a significant negative impact on the financial feasibility of qualified
mortgage Issues.

The question of aggregation arises In the context of a required prepayment
assumption which is adopted only as a convention, and at best a very rough approximation,
to make possible the computation of a composite mortgage interest rate and bond yield.
In any given case the actual effective mortgage rate In retrospect will be more or less
than an estimate based on 100% of PHA history, and this deviation may well be much
greater than the difference occasioned by aggregation. Prohibiting aggregation of
prepayments simply multiplies the expense of computer time in valuing a stream of 360
payments after 30 years instead of 60.

The CSHA Solution

Amend the regulation to provide that if Interest on an issue is paid semiannually, all
regular monthly mortgage payments and prepayments may be treated as being received at
the end of each semiannual interest period.

j
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2.b. CALCULATION OF EFFECTIVE RATE OF INTEREST

The Regulations

The Regulations, in Section Ba.103A-2(iX2XIiXA), define the "effective rate of
interest" on the mortgage loans for the purpose of the calculation of the permissable 1%
spread between the yield on the bonds and the effective rite of interest on the
mortgages. The regulation includes a list of the types of payments paid by the mortgagor
in connection with the loan which must be taken into account In computing the effective
rate of interest. The list includes Items such as points, commitment fees, etc.
Prepayment penalties are included among the listed Items.

The Problem

Prepayment penalties should not be Included In the computation of the effective rate
of Interest. Such penalities are not mentioned In section (IX2XBXi) or (1i) of the law. They
are not payable as a condition for obtaining the mortgage or as a cost of servicing it, like
all of the other amounts mentioned. They are not payable at all unless the mortgage is
prepaid, which is a decision made by the mortgagor and not the mortgagee.

The fact that under Section 6a.103A-(2Xiv) of the Regulations prepayments must be
assumed to follow PIHA statistics in determining the effective mortgage Interest rate, Is
irrelevant to the decision whether prepayment penalties should be included in determining
the rate. Whatever assumption is made as to prepayment will certainly not be correct.
The purpose of a prepayment penalty is to make prepayment possible without loss of
Income necessary to pay bonds issued for expenses of making the mortgage loans.

There would be no purpose In permitting a 1% spread between the effective
mortgage interest rate and the bond yield, if it were not Intended to cover the payment of
those bonds issued in excess of the amount of the mortgage loans, to pay necessary initial
expenses of issuing the bonds or making the mFtgage loans which are not Included in
determining either the mortgage interest rate or the bond yield; i.e. underwriter's spread,
cost of bond issuance and mortgage points and fees: The mortgage loan amortization has
to exceed the bond amortization by enough not only to pay the servicing charges, trustees'
fees and other future expenses that drop off as loans and bonds are paid, but also to
amortize bonds issued for initial expenses.

The term of the loan necessary to amortize Initial expense may be ascertainable, and
is likely to be quite-long because the permitted spread is so narrow. The entire spread on
any loan prepaid before this time is lost, including the part needed to pay for these initial
expenses. The function of a prepayment penalty is to recover the borrower's share of the
principal amount of bonds issued for the Initial costs which is unamortized at the time of
prepayments. To attempt to calculate this item into the computation of the effective
mortgage Interest rate is to Introduce a guess into an equation which must work if the
bonds are to be paid.

The obvious purpose of the law is to save money for those who need the lowest
mortgage loan interest rate that can be obtained; not for those who no longer need it.
Including the cost of prepayment in the cost of borrowing to provide this low interest rate
is likely either to make such borrowing impossible, or to increase the borrowing cost, and
consequently the mortgage interest rate, to a much higher level because of the risk factor.

The CSHA Solution

Delete prepayment penalties from Section 6a.A03A-2(iX2XiIXA) of the Regulations.
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2.C. POOL INSURANCE

The Regulations

Section 6a.103A-2(IX2Xv) prohibits an issuer of bonds from taking into account any
portion of the losses on its mortgage pool covered by pool Insurance.

The Problem

While it Is agreed that the full cost of pool insurance premiums should not be
automatically allowed as an exclusion from yield, the artificial and unfair result that an
Issuer who expects (based on past experience) .05% in incidental losses not covered by
primary insurance may take into account such expected loss in computing yield, while the
issuer who procures pool Insurance for .08%, both for the prupose of obtaining a higher
bond rating (and lower interest cost to the borrower) and providing for reimbursement of
Incidental losses is prohibited from making any adjustment to yield. Deduction of pool
insurance premiums should be allowed to the extent these premiums do not exceed the net
losses which would have been projected had pool Insurance not been obtained. This
provision would not be inconsistent with legislative history. In addition, the borrower
would still be benefited by the use of pool insurance since the premium is much less than
the reduction in interest rate obtained through the use of pool Insurance.

The CSHA Solution

Amend Section 6a.103A-2(IX2Xv) to permit an issuer to project net losses in any year
without respect to pool insurance, except that where pool insurance is Involved, the
projected net losses in any year may not exceed the pool insurance premium for that year.
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2.de CALCULATION OF ARBITIRAOE AND INVESTMENT GAINS

The Regulatlons

Section Ga.103A-2(iX4XIXA) provides that In computing the amount of excess
-arbitrage the amount of any gian or low realized on the 4positlion of the Investments is
to be taken Into account. However, Section 6a.103A-2(iX4XII) provides for an annual
computation period.

The Problem

It is unclear from the regulation whether undistributed funds accumulated from
previous amount computation periods may be used to offset negative arbitrage or
investment losses incurred during a current annual computation period. It Is clear from
the ligislative history that Congress intended to allow such a set off. Congess
specifically stated that these funds may be aceumulted by the issuer until a mortgage loan
is fully repaid. (o.177 of the Omnibus Reconciliation Act of 1980). The purpose of this
provision was to &now a sufficient financial cushion to protect against negative arbitrage.

The CSHA Solution

The Regulations should provide at Section 8a.103A-2(iX4XI0) that any undisturbed
moneys available for rebate to mortgagors or the United States mav be used to offset
arbitrage losses (including losses realized on the disposition of nonmortgage investments).
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3. REDUCTION OF NON-MORTGAGE INVESTMENTS

The Regulations

Section 6a.103A-2(1X3XIXB) requires that the amount invested in nonmortgage
investment be promptly and appropriately reduced as mortgages are repaid.

The Problem

Under this provision, an issuer could be required to sell securities at a loss, even
though therm is no past arbitrage and investment gains available to offset such a loss.
Thus the issuer would have no means, other than independent funds, with which to offset
this loss.

The CSHA Solution

Section 6a.103A-2(4X3XI) should provide that it is not appropriate to reduce the
aggregate amount invested in nonmortgage investments if the reduction may only be made
at a loss.
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4. REFUNDING OF EXISTING MORTGAGE SUBSIDY BONDS

The Regulations

The Act and the Regulations clearly prohibit the advance refunding of Mortgage
Subsidy Bonds, as provided In Sections 103A(n) and 1104(J) of the Act. The Intention of
Congress to prohibit such an advance refunding is clear from the discussion In the House
Budget Reconciliation report-at P.46 and the Conference Report at P.178. Neither the
Act nor the Regulations address the refunding which Is not an advance refunding (that is
one within the period of 180 days prior to the date on which the prior issue is discharged)
of bonds Issued for owner-financing of housing prior to the effective date of the Act.

The Problem

Issuers of bonds must have the ability to refund bonds when the payment of principal
becomes due. The use of refunding bonds will most frequently occur when the stream of
payments securing an issue varies significantly from expected payments so that the issuer
is unable to make the payments of principal when due. This will most likely occur when
there is a differenenee of expected and actual prepayments. The refunding bonds are not
used directly or indirectly for owner-financing but are used to refund an existing debt.
There is no evidence in the Act or the Legislative history that Congress Intended to
prohibit the refunding of obligations as permitted by the proposed language.

The CSHA Solution

Amend Section 6a.103A-l(aX4) to make It clear that only advance refunding is
prohibited, and that refunding bonds (issued on a date less than 180 da before the date on
which the prior issue is discharged may be issued before or after December 31, 1983.

2
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5. HOME IMPROVEMENT LOANS

5.a. QUALIFIED HOME IMPROVEMENT LOANS - SECOND MORTGAGES

The Reulations

The Regulations at Sa.103A-(JXI) provide that "all of the lendable proceeds must be
used to provide mortgage loans to person who did not have a mortpge (whether or not
paid off) on the resd oe securing the mortgage note at any time prior to the execution of
the monga".

The Problemn

The Act and Regulations clearly contemplates the use of qualified mortgae bonds
for qualified home improvement loans. In almost ever case of a home Improvement loan,
there will be a pre-existir first mortgage on the property.

The CSHA Solutiog

Amend Section 6a.103A-2(JXl) to except qualified home Improvement loans from the
prohibition against prior mortgages.

88-0 8 O 2-2O
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5.b. HOME IMPROVEMENT LOANS - TOTAL LOAN AMOUNT

The Regulations

The Regulations place a limit of $15,000 on the total principal amount of qualified
home Improvement loafrs.

The Problem

This is another instance where it would be more rational to base the Regulation upon
the approach used in the PHA Title I Regulations. Under FHA Title 1, the limit on Insured
loans is based upon the outstanding principal amount of the loans. ThLs regulation will
create unnecessary confusion for the lending institutions which originate home
improvement loans. A Title I lender must determine the outstanding principal amount of
existing loans in processing a normal FHA Title I application. It would be much less
burdensome for the lender to use the same process for qualified Home Improvement Loans.

The CSHA Solution

Amend Section 6s.103A-2(bX9Xiii) to place a limit of $15,000 on the total oustanding
principal amount of qualified home improvement loans.
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S.c. HOME IMPROVEMENT LOANS - ELIGIBLE IMPROVEMENTS

The Regulations

The Regulations define the term qualified home improvement loan, which describes
the type of loan which can be made or purchased under the Act.

The Problem

The language of the Regulation defining eligible improvements imposes an
unnecessary regulatory burden on the issuer of tax-exempt bonds to be used to finance
qualified Home Improvement Loans. The regulation primarily relies on the Housing Budget
Reconciliation Report at p. 452 for the language used in this subparagraoh. The regulation
both narrows the range of eligible improvements and lack sufficient clarity to provide
guidance to an issuer.

The CSHA Solution -

It would be much less burdensome to base the regulation upon the Budget
Reconellatign Conference Report at p. 172 where it is stated that "the conferees intend
that the guidelines used for determining eligibility for insurance under Title I are to be
used on an interim basis in determining what items qualify for home improvement loans
until Regulations are promulgated. "The Regulations should make the Title I guidelines
the basis of the definition".

The reasn-4s simple. Most existing home improvement loan programs operated with
tax-exempt financing are based upon the PHA Title I program. They are efficient
programs since lenders with previous experience with the Title I guidelines do not have to
train their staff to participate in the program. Moreover, because of the small principal
amount of these loans, the origination fees paid to the lenders are minimal There is no
way to increase the origination fees sufficiently to Justify the training needed for a new
set of guidelines. I --

In addition, this unnecessary variation from an existing Federal program contributes
to the Image of Government as an institution which creates needless duplication of
complex program requirements when simple solutions are available.

ii\
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6. MISCELLANEOUS PRIORITY COMMENTS

6.a. AREAS OF CHRONIC ECONOMIC DISTRESS

The Regulations

The Regulations include a provision for withdrawal by the State of the designation of
an area as an area of chronic economic distress. The provision permits withdrawal "with
reasonable cause." In addition, the Regulations place a limit on the percentage of the
total population in a state which can fall within areas of chronic economic distress.

The Problem

The withdrawal of designation of areas of chronic economic distress is a matter
properly left to the states. The Federal interest in designation of areas of chronic
economic distress is adequately addressed by the control over designation of these areas in
the first instance. If an area is withdrawn from designation, no new area can be
designated without Federal approval.

Similarly, the proper function of the Federal departments under tht-Aet-I& to review
designation of areas of chronic economic distress according to the criteria set forth in the
Act, It is the function of the states to select these areas. If more than 20% of the state
is, by objective criteria, within areas of chronic economic distress, they should be so
treated upon designation by the state and approval by the Federal departments.

The CSHA Solution

Both-bf these provisions should be deleted. If the language requiring "reasonable
cause" is not deleted, there should be language added to provide that the undesignation is
effective 10 days after submission to HUD unless the state Is otherwise notified by the
Secretary. If the Regulation is not amended to remove the 20% limitation it is important
to revise the regulation to make it clear that the 20% requirement apples to the
population with areas at the time of HUD approval and that designation continues until
withdrawn or amended.
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6.b. THE DEFINITION OF LENDABLE PROCEEDS

The Regulations

The term "lendable proceeds" refers to the portion of the bond proceeds which must
be devoted to owner-financing. (Section 6a.103A-2(bXIXi)).

The Problem

The definition in the regulation does not include reference to "capitalized interest"
and "accrued Interest" as an amount to be subtracted from the bond proceeds to obtain the
lendable proceeds. Most bond issues include capitalized interest and accrued interest in
the principal amount of the bonds. It is essential that the Regulations clarify that the
amount of The capitalized interest and accrued interest be subtracted from the proceeds
before arriving at the lendable proceeds since the capitalized interest is not available for
owner-financing.

The CSHA Solution -

Amend Section 6a.103A-2(bXIXI) to permit "capitalized interest" and "accrued
Interest" to be excluded from the lendable proceeds.
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6.c. REIMBURSEMENT ALLOWABLE IF YIELD LESS THAN 1%

The Regulatlons

Section 6a.103A-2(IX4Xiv) provides for a reduction in the amounts to be paid or
credited to mortgagors where the issuer does not use the full 1% spread. This is likely to
occur where there is an issuer contribution.

The Problem

The Act establishes in Section 103A(iX8) that all determinations of yield are to be
made on an actuarial basis taking into account the present value of money. For no
apparent reason, this concept was not followed in the case of recouping any unused portion
of the 1% spread, this unfairly penalizes the issuer who takes a spread of less than 1%.

The CSHA Solution

Amend Section 6a.103A-29iX4XIv) to permit credit amount provided to be
compounded forward at a rate equal to the bond yield plus 1%.
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6.d. ISSUER CONTRIBUTIONS FOR MORTGAGOR COSTS

The Regulatior

The fourth sentence of Section 6a.103A-2(iX2XiiXD) of the Regulations states that
the interest rate, fees and other amounts charged with respect to the portion of a
mortgage loan financed with non-bond amounts may not exceed reasonable and customary
amounts charged where financing is not provided through a qualified mortgage bond issue.

The Problem

There is no basis for this regulation in the Act, which speaks only of whether
particular charges can be Included in determining effective mortgage Interest rates. The
fifth and sixth sentences, following on this misstatement, imply that the issuer cannot,
without affecting the effective rate, subsidize-the mortgagors by itself paying charges
which, while they may be more than or different from charges when financing is not
provided through a qualified mortgage Issue, nevertheless have to be paid in order to make
it possible to sell such an issue, or to sell it at a rate low enoiigh to permit a reasonable
mortgage interest rate.

State governments are often willing to undertake a limited obligation in the form of
a front end subsidy, sized in relation to their resources at the time, which may persuade
the market to buy revenue bonds at a rate low enough to do some gkia.

-The CSHA Solution

Amend Section 6a.103A-2(X2XiiXD) to provide that points, origination fees,
servicing fees and other charges paid from non-bond amounts shall not be deemed paid by
the mortgagor or financed from bond proceeds.
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6.e. CALCULATION OF THE STATE CEILING

The Regulations

The Regulations provide a formula for the State's determination of the 9% ceiling.
The formula lists the types of owner financing which may be Included in the
determination.

The Problem

The Regulation does not permit a State to count land contracts. It has been
estimated that in 1981 land contracts will consititute approximately $30 billion in
financing, which will exceed the 1980 lending levels of the nation's savings and loan
institutions. To exclude such a major portion of owner-financing from the ceiling amounts
is unreasonable and arbitrary.

The CSHA Solution

Amend Section 6a.103A-2(gX6Xi) to permit the State to include land contracts.
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o.f. PRINCIPAL RESIDENCE REQUIREMENT

The Regulations

The requirement of the Act that owner-financing be provided for principal
residences Is expanded upon in Section 6a.103A-2(d).

The Problem

In addition to the problem addressed in the "95% Requirement" issue, there are three
problems with the principal residence provision:

1. The Regulation makes ineligible for a loan a residence where any portion of the
residence is used in a trade or business. This goes beyond the Act which, in the
House Committee Report suggests that the definition of principal residence
under Section 1024 of the Code be used. This is unnecessary overregulation of
issuers. Whatever small abuse this requirement may prevent is not worth the
effort required to enforce this requirement. This is because there are too many
gray areas in the application of this requirement. Where does one draw the line
relating to use for day care, tupperware parties, newspaper routes, etc. Given
the purchase price limits and the requirement that there be intent to use as a
principal residence, this requirement is regulatory overkill.

2. There needs to be a date certain upon which the determination regarding
factory made housing In (dX4) is considered conclusive.

3. Paragraph (dX4X ) introduces a tremendous amount of unnecessary complexity
on the issue of how much land may be included. This requirement Introduces a
tremendous number of factual cases where the correct answer is not clear. For
instance, would this provision be met where a home sits on a 1/2 acre lot with
frontage of 150 feet in a subdivision of essentially similar lots where the law
requires a minimum lot width of 40 fet and total size of one tenth of an acre.
Again, given the purchase pride limits and the general ban on prior home
ownership, this requirement is regulatory overkill.

The CSHA Solution

1. The trade or business language should be eliminated. If the Department wishes to
include some form of reference to this type of use in the regulation, It should provide
that any portion of a residence used for the specified purposes is not principal
residence. This is consistent with the treatment of a principal residence under
Section 1-34 of the Code.

2. The determination regarding attached housing should be conclusive as of the date
when made by the issuer.

3. The Paragraph (dX4X ) should be deleted.
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6.g. RECYCLING OF PREPAYMENTS

The Regulation

The Regulations in Section 6a.103A-2(IX2Xvi) define the "yield on the issue" for the
purpose of the arbitrage calculations. This is done based upon the issue price and an
expected maturity for the bonds consistent with the prepayment assumption required in
Section 6a.103A-2(IX2XIv).

The Problem

The bond yield must be fixed once for all on the date of delivery, If the required
comparisons with the effective interest rates on the mortgage are to be meaningful. Also,
the "expected maturity for the bonds", based on a prepayment assumption is sure to be
wrong, and any error will jeopardize the security of the bonds. Finally, there appears to
be no reason to limit recycling of mortgages more than once.

The CSHA Solution

Amend the last sentence of Section 6a.103A-2(iX2XviXA) as follows: "The preceding
sentence shall not apply to prepayments of mortgages provided from original proceeds to
the extent that such prepayments are expected to be used to provide mortgages. The
actual maturities of the bonds need not be xed in accordance with the expected maturlty
upon which the yield on the issue Is determinedIf sucfficient amounts of te bondsare
permitted and required to be called for redemption within the period allowed in
suarah A)toexhaustany amount of such pre yments which are not used
within that period to acquire additional mortgages."
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6.h. TEMPORARY PERIODS

The Reiulatiom

The Regulations in Section 6a.103A-2(IX3Xii) provide temporary periods for the
investment of proceeds in mortgages of 1 year (l/ 2years for target areas) and 13 months
for a bona fide debt service fund.

The Problem

It is not apparent why the maximum initial temporary period for unlimited
investment of original proceeds or prepayments, until "needed for mortgages", as
contemplated in Section 103A (IX3XB) of the act, should be less than the maximum
temporary period of 3 years, provided in Section 1.103-14(bX1) and (11) of the Regulations
for original proceeds or for acquired obligation payments held in a revolving fund, until
"needed for the purposes for which such issue was issued" as contemplated in Section 103
(oX4XA). Single family housing programs operated by State Housing Finance Agencies, in
effect, make loans by or through lenders located throughout the states in which they
operate. These lenders vary greatly in their sophistication. Given the complexity of the
mortgage eligibility requirements under 103A of the Act, it is unrealistic to expect that
all loans for new construction will be process eid from goi*hmitment through disbursement
by the HFA within one year. Several HFA's are attempting to use bond funds to finance
end loans for newly constructed attached units with design competition to produce energy
efficient units at locations where urban services are currently available. It is impossible
to operate this type of program, with local government cooperation and a design selection
process within a one year time frame.

In addition, it is not apparent why the recycling of prepayments into new mortgages
should be restricted to those prepayments originally designated for such use.

In'Section 6a.103A-2(iX3XIIXB), the temporary period only applies to "repayments of
principal and interest on mortgages." Repayments of principal and interest on mortgages
are not the only amounts needed for a bona fide debt service fund. A debt service fund
also aggregates non-mortgage investment earnings up to the aggregate amount which
would have been earned if all investments were invested at a rate equal to the bond
yield. A 1% mortgage bond yield spread will never cover debt service on a-borrowed
reserve in addition to all the other expenses which are excluded from the yield
comparison.

The CSHA Solution -

Section 8a.103A-2(iX3XiIXA) should be amended to use the same 3 year temporary
period provided in Section 1.103-14(bXl) and (11). The reference to deg3td
prepayments should be changed to prepayments desired to be used to acquire additional
mortgages.

Section 6a.103A-2(iX3XiiXB) should be amended to apply to "Proceeds (other than
excess earnings and income attributable thereto under subparagraph (4Xi))" contributed to
a bonafide debt service fund.
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6.. CALCULATION OF ISSUE PRICE

The Regulation

Pursuant to Section 6a.103A-2(IX2XviXB), the issue price is the price at which a
substantial amount of the obligations were sold to the public.

The Problem

The implication of the above requirement is that the issue price can only be
determined after a substantial amount of the obligation have been placed with public
buyers. This often will not occur prior to the delivery date of the bonds.

The CSHA Solution

Ab amendment should be made to the Regulations making clear that all calculations
of yield should be made as of the date of Issuance of the bonds and should be based on the
issuer's reasonable expectations as of the date of issuance.

Senator PACKWOOD. Next we will move on to a panel of James
Holmes, Paul Brophy, William Morris, and John Arbib. Gentlemen,
go right ahead. We will start off with Mr. Holmes.

STATEMENT OF JAMES HOLMES, PARTNER, HOLMES &
GRAVEN, MINNEAPOLIS, MINN.

Mr. HOLMES. Mr. Chairman, Senator Durenberger, my name is
Jim Holmes. I am a partner in the Minneapolis law firm of Holmes
& Graven. I also, over the past year, have had the opportunity to
serve on one of Senator Durenberger's committees considering
housing need and housing production questions in the State of
Minnesota.

I would like to apologize. My testimony did not arrive on time
last night and we had some problems with delivery today. I believe
you now have it before you, but I am sure you haven't had a
chance to go through it. I would like to just summarize some of the
high points in it if I could. And I would like to say that- my views
are from the perspective of local issuers as opposed to State issuers,
or at least from the perspective of issuers involved in housing bond
issues of a size that is considerably smaller than you typically see
in a single-family issue by State housing finance agencies.

The reason for that is that we represent many municipalities
and redevelopment agencies throughout Minnesota. More impor-
tantly, we think there are some distinctions to be made and some
policy considerations that should be given to those distinctions.

There has been a lot of talk about the question of local contribu-
tion to these 'kinds of programs, and just what that might involve
and whether that was intended or not intended. I think I could
give you an example of one of the few bond issues that have been
closed since the Tax Act, the only one I believe in Minnesota. It
was a qualified home improvement loan issue, really a housing
energy rehabilitation program in the city of Minneapolis. Bonds in
the amount of $2,750,000-a very small issue-were placed with 12
private institutions in the city of Minneapolis. The purchases were
negotiated by the staff of the Minneapolis Community Develop-
ment Agency, so that there was no underwriter and no underwrit-
ing discount involved in the transaction.
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The Minnesota- Gas Co., a natural gas utility in our State, agreed
to originate the loans and to service the loans at no cost either to
the borrower or the issuer. They did so primarily because the
Minnesota Public Utilities Commission had ordered utilities in
Minnesota to participate in pilot energy conservation programs.

Bond proceeds were drawn down from the various lenders at the
time of purchase of the individual loans by the agency from the
utility companies, and the repayments from the borrowers were
passed directly through the utility to the lenders. Therefore, there
was no investment earning on nonmortgage investments. The
issuer-in this case, the Minneapolis Community Development
Agency-paid all costs of issuance, estimated to be approximately
$65,000, and will be only partially repaid from the 1-percent spread
between the effective interest rate on the loans and the yield on
the bonds.

In addition, the agency potd$200,000 in cash that it had avail-
able to a debt service reserve. The gas utility contributed $50,000 to
the debt service reserve; and an additional $300,000 to individual
loan prepayments.

I give yot that example, I hope, not for the purpose of convincing
you that, in fact, local issuers can generate funds to make these
programs work, but to give you an idea of the proportion of the
contribution, at least in this case, that had to be made, and we feel
would generally have to be made in an issue of this size, to make it
workable.

The other point I would just like to touch _n is that I agree with
most everything that has been said about tie95-percent rule. It is
horrendous. It has to be modified. It has to be a forward-looking
rule. It just isn't going to work to constantly look backward over
our shoulder to see whether or not you have more than 5 percent
ad loans. I would like to emphasize, however, the 1 percent arbi-

trage spread problem. And I would like to support something that
Senator Durenberger said by way of a question. That is that you at
least consider the idea of some kind of a sliding scale-perhaps
between 11 and 11/2 percent. We have seen calculations, and I
don't have them with me-I will see that they are provided to
you-that based on a certain set of assumptions in a given bond
issue of $100 million, and then reduced to $20 million, that the
necessary spread in order to recover the cost of issuance goes from
something like 1.16 to 1.4 something. And I will get you those
figures. It is a function of size. And I think that local issuers may
be much more concerned about having additional flexibility in the
permissible arbitrage spread. So we would hope that you would at
least take a look at the concept of a sliding scale.

We also feel strongly about the multifamily provisions in Senator
Durenberger's bill with respect to the period of time that the 20-
percent subsidy commitment has to be made. In the State of Min-
nesota, we are looking at various local subsidy techniques, or at
least trying to find one that can be substituted for a lack of section
8 funds. One of the things we are looking at in that State to

provide a subsidy is tax increment financing from the housingcility itself. A 20-year commitment to pay that subsidy presents
as many and perhaps more questions to local policymakers than it
does to Congress and HUD, who, as you know, has been concerned
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for some time about the term of that subsidy. So we certainly
support the provisions in your bill with respect to term.

Again, thank you for your time and permitting us to appear here
today.

Senator PACKWOOD. Thank you, Jim.
[The prepared statement follows:]

TESTIMONY OF JAMES S. HOLMES, HOLMES & GRAVEN, MINNEAPOLIS, MINN.

Mr. Chairman, Members of the Committee. I am Jim Holmes-a partner in the
Minneapolis law firm of Holmes & Graven. Also, I have had the privilege of serving
as chairman of a Senator Durenberger Task Force which has been studying the
question of housing needs and housing production in Minnesota.

I appreciate the opportunity to appear before you today and to speak in favor of
S. 1656, relating to housing mortgage revenue bonds. My testimony today will be
from the perspective of local government. There are two reasons for this. First, our
firm serves as issues's counsel or bond counsel to many Minnesota cities and
housing and redevelopment authorities, so that tends to be our orientation. More
importantly, we believe there exists some significant differences between state and
municipal housing issues, or at least between large issues, which tend to be by state
housing finance agencies and smaller issues, which tend to be by local municipal-
ities.

There are three parts of S. 1656 which I would like to address: the 95 percent
compliance test and the 1 percent arbitrage yield spread which relate to owner-
occupied housing and the 20 percent subsidy requirement for multifamily rental
housing. As an introduction to my comments in thse areas, let me say that I, and
the local officials with whom I have talked, suppo goals of targeting loans
made with tax exempt bond proceeds to distressed areas, to first time home buyers
and to modest cost housing units. I also believe there is general support for limita-
tions on the total volume of these bonds, since local officials worry about the impact

-of volume on their ability to carry out more traditional kinds of financing. These
goals are reasonable and should control the issuance of housing revenue bonds. The

Surpose of my testimony is not to try to undo the policy decisions that were made
y Congress in 1980. Unfortunately, however, the 1980 Act and the proposed regula-

tions make it very difficult, if not impossible, for most cities and housing authorities
to implement programs which would in fact accomplish the goals of the 1980 Act. It
is important that you understand that it hasn't been just a difficult bond market_
that has resulted in a dearth of housing issues since the enactfnient of the 1980 Tax
Act.

We believe that Congress intended that local issuers be able to implement housing
revenue bond programs, so long as they accomplished the objectives of the Tax Act.
Yet today these bonds can be issued only under very limited, special circumstances.
For example, our firm was recently involved in the first local housing revenue bond
issue in Minnesota under the Act. Let me relate the unusual facts surrounding that
issue which we believe made it possible. The program to be financed with $2,750,000
of bonds is a residential energy rehabilitation program in the City of Minneapolis.
The bonds were placed with twelve private lenders and these purchases were
negotiated by the staff of the Community Development Agency so that no under-
writer was required. The Minnesota Gas Company, a local natural gas utility, is
originating and servicing the loans at no charge to the borrower or the issuer,
essentially because it was ordered to do so by our Public Utilities Commission in
order to assist in energy conservation. Bond proceeds are drawn down from the
bond buyers as needed to purchase the loans from the utility, and repayments by
the borrowers are passed through directly from the utility to the bondholders as
received. Therefore, there are no investment earnings on nonmortgage investments.
The issuer is paying all costs of issuance, estimated to be $65,000, and will be
partially repaid from the one percent spread between the effective interest rate on
the loans (11 percent) and the yield on the bonds (10 percent). A debt service reserve
of $250,000 was funded with non-bond proceeds of the issuer ($200,000) and the
utility ($50,000). Even this reserve would not have been adequate to satisfy the
lenders, but since non-bond proceeds are not subject to the new arbitrage provisions,
the reserve could be increased through investment income to 15 percent of the issue,
or $412,500. In addition, the utility contributed $300,000 to the program for the
purpose of prepay in up to 10 percent or $100 of each energy loan, so that the
estimated averageIi|-f the loans could be reduced to a level satisfactory to the
lenders. The utility, as originator of the loans, would not assume responsibility for
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absolute compliance with the 95 percent requirement, Dince noncompliance could be
the result of borrower fraud. Therefore, prior to purchase the issuer must review
each mortgage loan, each borrower and each building in order to verify compliance.
This review, of course, requires staff and dramatically increases to issuer s costs.

In summary, this energy rehabilitation program, designed to conserve residential
energy resources, worked because:

(1) There were no origination, servicing or trustee's fees;
(2) There were no underwriter's fees;
(3) The issuer had funds on hand to pay costs of issuance, even if not fully

reimbursed, so there were no so-called "nonasset" bonds;
(4) The issuer had an additional $200,000 on hand to fund a debt service reserve;
(5) The issuer had the staff and funding to verify compliance with the 95 percent

test;
(6) The Minnesota Public Utilities Commission ordered the pubic utilities in the

state to participate in pilot energy rehabilitation programs; and
(7) The utility contributed $50,000 in cash to a debt service reserve and $300,000 to

borrowers for the purpose of prepaying loans.
This situation is obviously unique. I suspect that not many local iisuers have this

much going for them.
This leads me to the major point of my testimony-what we believe must be done

to enable local government to issue housing revenue bonds to financed owner-
occupied housing under the Tax Act. While all of the provisions of S. 1656 are
important, two deserve special attention.

First, the requirement that 95 percent of the lendable proceeds must be in loans
which comply with the Act's requirements regarding first time home buyers, pur-
chase price, residency, and refinancing-without regard to why this may not
occur-must be modified. It is simply too much to expect a loan originator to
assume absolute liability for mortgage loans which are found, after the fact, not to
meet the limitations, especially when that liability includes the possibility of inter-
est on the bonds being taxable. It is impossible for an originator to know with
absolute certainty that all of the limitations are met. Yet issuers, faced with this
standard must either ask for these assurances or undertake its own verification.
This dilemma can be resolved by providing, as S. 1656 does, that only loans which
are not corrected and for which diligent efforts are not made to correct them count
against the 5 percent "bad loan" limitation.

Second, the one percent arbitrage limitation must be increased. Here I differ
,slightly with S. 1656 and I suspect you will hear disagreement between large issuers
'with existing cash flows and small issuers with none. For many cities who would
issue housing revenue bonds in smaller amounts of 10, 20, or 30 million dollars, and
who do not have funds available from previous housing programs, the 1 V4 percent
ceiling is not adequate. Because of other arbitrage restrictions in the Tax Act, they
will still not be able to issue. The interest spread necessary to successfully imple-
ment a program is inversely proportional to the size of the bond issue and the
availability of other funds. We have seen calculations which show that a 100 million
dollar bond issue, structured to meet rating agency requirements, permitting no
recovery of administrative costs by the issuer and allowing for prepayment penalties
needs a.spread of approximately 1.16 percent in order to cover $150,000 of-fixed
costs and an underwriting discount of 2.35 percent. If the issue size is decreased to
20 million dollars, which would be the upper limit for most local issuers in Minneso-
ta the spread needs to be 1.4 percent in order to recover the same $150,000 of fixed
costs of issuance and an underwriting discount of 2.35 percent. If the issuer cannot
pay for all of its administrative costs, or if state law does not allow prepayment
penalties (as is the case in Minnesota), then the necessary spread could increase to
1.55 percent or more. We also must assume that originators will be willing to
participate ini a program with fees comparable to those in past issues, even though
the Tax Act may require additional verifimtion activities.

Briefly, before I conclude, I would like to touch on the amendment to Section
103(bX4) relating to industrial revenue bonds issued for multifamily rental housing.
The requirement that 20 percent of the units of a project financed with tax exempt
bonds be set aside for low income individuals is a good one. However, as Congress
considers reduction of the Section 8 program, the primary source of the 20 percent
subsidy must be local government. In Minaesota, many issuers are looking to the
use of tax increment financing to provide this subsidy through the uns of increased
real estate taxes generated by the housing facility. The current law vdich reqWres
that the subsidy be provided for 20 years or the term of the bonds, whichever is
greater, unfortunately is exceedingly restrictive. Congress has considered the finan-
cial problems created by authorizing Section 8 contracts for 20 years or longer, and
I believe this has been at least partially responsible for the controverW over the
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Section 8 program. If tax increment is used in Minnesota to provide the subsidy, (1)
it would be desirable to get the property back on the tax rolls before 20 years has
elapsed and (2) it is difficult to project the exact subsidy needed over 20 years so it is
difficult to insure that the tax increment will be adequate to fund the subsidy for
the entire period.

We strongly support the amendment contained in S. 1656 which we think strikes
a reasonable balance between the difficulties of providing long term rental subsidies
and the need to provide housing which is affordable by low income people.

Once again, Mr. Chairman" and Members of the Committee, thank you for the
opportunity to appear before you today.

You may be wondering why so much emphasis is being placed on one-fourth to
one-half percent of one percent interest earnings. Prior to the passage of the Tax
Act, in addition to being able to set the mortgage rate at up to 1 percent above
the rate on the bonds, issuers were able to earn unlimited investment earnings on
reserve funds which could equal up to 15 percent of the amount of the bond isue
and on certain other funds held for temporary periods. From these earnings issuers
were able to pay the costs of the program and to meet rating agency tests. With the
application of the new 1 percent limitation on all investment earnings a substantial
source of revenue has been eliminated. Because of the impact of these changes, local
issuers are concerned that the modifications proposed in S. 1656 be adequate to
meet their needs. Therefore, if you believe that there is value in having cities and
housing authorities able to issue housing revenue bonds at the local level, where
there is substantial ability to identify local needs, then the yield differential must
be ificreased-and we think increased beyond that suggested in S. 1656.

We would propose that you consider adopting a sliding scale from 1 percent up
to 1 percent based upon issue size and that this be included in S. 1656. -

SUMMARY OF STATEMENT

(1) Most local government units have been unable to issue bonds for owner-
occupied housing under the permanent rules of the Mortgage Subsidy Bond Tax Act
of 1980.

(2) The differential between the effective interest rate on mortgage loans and the
yield on housing bonds necessary to make a single family housing mortgage pro-
gram work depends upon the size of the bond issue and the amount of funds which
the issuer has to contribute to the issue.

(3) The changes proposed in S. 1656 will help enable local governments to issue
bonds for housing programs.

(4) The arbitrage yield differential of I percent-which is increased to 1 percent
by S. 1656-should be amended to include a sliding scale with 1 V4 percent for larger
issues and 1 V percent for smaller issues.

(5) The changes proposed in S. 1656 with respect to the 20 percent requirement for
low income housing will facilitate the construction of multifamily rental housing.

STATEMENT OF PAUL BROPHY, DIRECTOR OF THE
PITTSBURGH DEPARTMENT OF HOUSING

Mr. BROPHY. Good morning, Senator. I thank you for this oppor-
tunity to testify, and I thank you for the leadership you have
shown in putting this hearing together.

I am here this morning representing the National Association of
Housing and Redevelopment Officials. NAHRO is a group that, for
the past 47 years, has been representing individuals and public
agencies involved in housing and community development. In addi-
tion to my being an active member, NAHRO has asked me to
testify because the city of Pittsburgh is one of the few cities in the
country that has floated bonds that have met the provisions of the
1980 act. In August of this year, the city of Pittsburgh, through its
urban redevelopment authority, floated an $11 million issue for
qualified home improvement loans. Therefore, I can speak first-
hand to the difficulty of meeting all of the requirements that the
Federal law imposes.

The NAHRO position on the 1980 bill was and continues to be,
that some regulation is indeed needed in the area of mortgage
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revenue bonds; that the unconstrained use of these proceeds was
not in the Nation's public interest. NAHRO supported changes that
would both target these loans to low and moderate income persons
and target the loans to areas within the city that are in need of
rehabilitation and restoration. The law, as it currently stands,
despite Pittsb-urgh's ability to meet these requirements, is a terri-
ble law in that it puts an end to, rather than controlling, the
issuance of tax-exempt financing, with very little exception. Fortu-
--nately, Pittsburgh was able to be one of those exceptions.

You have heard this morning from other speakers on the issue of
arbitrage. I, too, would urge that either bill be passed so that the
arbitrage restriction is above 1 percent. We had to put into our $11
million issue about $1,600,000 of local resources, both to make ournumbers work and to provide some subsidy to low- and moderate-
income-persons below the rate that we would have gotten on the
bonds and the home improvement loans themselves. Fortunately,
this is the fourth time we have floated these bonds, and we had
reserve funds from earlier bond issues that we could bring to the
table to make this work or we would not have been able to do it.
Given a city like Pittsburgh that is confronting cutbacks in our
community development block grant program, which we have used
for this purpose in the past, we are in a very difficult position in
trying to meet this arbitrage restriction and at the same time face
curtAilments-in our community development block grant funds
which have been used for this kind of purpose in the paqt.

The 95-percent test for goodfaith compliance was without a
doubt the toughest nut we had to crack. Think of what this provi-
sion does; it says that we are not going to be wrong 5 percent of the
time for the next 30 years. It was not easy convincing our lawyers
that we could run a program that tightly. And we were able to do
that, I think, in part, becau,.o of a good track record.

We currently have about 4,000 loans outstanding. Of those 4,000
loan,-only o-e have we been able to discover was a bad loan in
terms of the new law. Someone went out and bought a car with our
money instead of making repairs to, his house. Under the provi-
sions of our program, the bank had to buy that home improvement
loan back. But under the law, that one would count against the 5
percent. What that has meant to us is that we have had to change
our programs so that instead of inspecting one out of every three
houses to see that they were complying with the law and to see
that the work was being done, we now have to inspect every house.
We have had to make our building inspectors notary publics, so
they can take sworn affidavits from individuals" saying that they
indeed live in their property. We now have to cross-reference files
from one telephone book to the next, very arduous work on our
part, none of which is, in our opinion, making the program any
better, but is simply meeting these requirements. I urge that these
requirements be changed. Additionally, our lawyers and financial
consultants tell us that registration would cost at least 50 basis
points, despite what the Treasury Department said this morning.

I agree with your philosophy, Senator, that we should not bring
new program changes in at this point, but there are two or three
minor points that I would urge. First, the first-time- home buyer
restriction we would like to see broadened, as has been done in

88-092 0-82-21
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Senator Sasser's bill, to include homeowners who are displaced by
public action or by natural disaster or who are currently living in
substandard housing. And the multifamily housing requirements
need to be changed, as they would be in Senator Durenberger's bill,
to make the rehabilitation of small, multifamily buildings more
feasible. They are not feasible under the current law. And, lastly,
some technical limits on rehab; specifically, change $15,000 per
property requirements to allow it to conform to the FHA title I
loan program. And one point that has been missed in previous
testimony, that I would like to make if I can take the time, Sena-
tor, the rehab component under the existing bill is looked at as
though it needs to meet the test of the existing housing. That is, a
rehab loan must be 90 percent of the existing housing require-

- ments, which, in Pittsburgh, is about $50,000. It seems much more
reasonable to me to group rehab with new construction since there
-is actually physical investment going on in the property. I urge
that it be 90 percent of the new construction limit rather than the
existing housing limit.

We have many neighborhoods in Pittsburgh that need rehab, but
the cost of purchasing rehab is simply above the 90 percent figure
on the used housing, but would be feasible if that limit were up

* against the new construction standard. I think that-is a much more
appropriate place to put rehab, in new construction, than in-exist-
ing housing.

The written testimony goes on to point out that th-ef-is some
clarification necessary to cover cooperative housing, and I would
urge that that be considered as well.

In the interest of time, Senator, I would just again thank you
-'-nd be ready to take your questions.

Senator PACKWOOD. Thank you very much.
[The prepared statement follows:]
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HIGHLIGHTS--NAHRO TESTIMONY ON S1348 AND S1656

NAHRO supports the following changes to the Mortgage Subsidy Bond Act of 1980:

Single-Family Housing

* increasing the. arbitrage level from the current 1% cap

* provisions in S1348 and S1656 that change the 95% test for good faith
compliance if mortgagees conduct audits and make efforts to correct violations

# elimination of the registration requirement contained in both S1348 and S1656.

* provision in 51348 which expands eligibility to include inhabitants of
substandard housing and those who have been displaced from their residence
by natural disaster or governmental action.

Multi-Family Housing

* provision in S1656 which places income limits for Section 103(b)(4) purposes
at 80% of area median income

a Senator Durenberger's provision which changes the 20-year low-income set-aside
to the later of 10 years, one-half of the term of the obligation or the
termination date of companion Section 8 assistance

e eliminating the 15-20% Section 8 occupancy requirement for projects
under 50 units.

Rehabilitation-Technical Amendments

* tieing the home improvement loan dollar limits to FHA Title I loan limits

e that the purchase price limitations for the combined acquisition and
rehabilitation of a property be based upon new construction prices in
the area rather than on the purchase price of unrehabilitated existing
properties.

* allowing "out-of-portfolio" purchase programs, under which proceeds are
secured by mortgages held by lending institutions

* clarification of the multi-family provisions to explicitly include
cooperative housing as an eligible activity under the law.
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Mr. Chairman and members of the Subcomattee, I am Paul Brophy, Director

of the Pittsburgh Department of Housing. I am here today representing the

National Association of Housing and Redevelopment Officials. For 47 years

NAHRO has been the professional association representing local housing and

community development officials committed to the revitalization of our

communities and neighborhoods, and to meeting the housing needs of all our

citizens, particularly those with low and moderate incomes. NAHRO currently

represents over 5,000 individuals and 2,100 iblic agencies involved in

housing and community development programs.

We would like to share with you our concerns over the effects that the

Mortgage Subsidy Bond Tax Act of 1980 has had on housing and community development

programs and speak specifically to provisions of Senate bills $1348 and

S1656, tbat seek to correct some of the deficiencies of the original legislation.

In 1979, NAHRO testified before the Congress in support of limiting

tax-exempt mortgage bonds and targeting them in conjunction with comprehensive

local strategies aimed at meeting local housing needs and/or neighborhood

and community improvement goals. It is in this light that we appear today

as representing housing and community development professionals. We realize

the intent of Congress was not to stop the total issuance of bonds, rather

to target the proceeds from bonds to those segments of our society that are

in need of assistance in the provision of decent, safe and sanitary housing.

However, since enactment of the law, many technical problems have arisen with

certain provisions that have in fact precluded many communities from issuing

tax-exempt obligations for housing and community development purposes.

Major provisions which inhibit the issuance of tax-exempt housing bonds

include the rigid arbitrage restrictions; the 95% test for good faith

compliance; registration; first-time homebuyer restrictions; and the -

requirement for 15-20% Section 8 eligible tenants in multi-family projects.
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These provisions are rendering many types of projects unworkable., There are

also certain technical provisions that are inhibiting the financing of

rehabilitation and cooperative projects, and are creating, in our opinion,

unintended restraints.

Mr. Chairman and members, as you may know, the-city of Pittsburgh has

issued one of the few tax-exempt housing obligations under the provisions

of the new law. Because of the restraints of this legislation, we felt the

only practical course was to limit our issue to single-family home improvement

loans only, since this activity is exempt from some of the requirements

associated with single family mortgages and multi-family projects. Even

with this limited focus we encountered cumbersome hurdles in putting together

an acceptable program. At this time, I would like to expand upon the above

mentioned technical areas.

Arbitrage

As you are well aware, the 1980 Act restricts the arbitrage to 1%, a

reduction from 1I%. .This restriction has been an extremely difficult burden

for issuing agencies, particularly since previously non-included costs such

as origination fees and underwriters' discounts now must be included in the

1% spread. The new definition of arbitrage combined with the spread reduction

from 11% to 1% has prevented local ag-encies from structuring bond issues that

can be financially self-supporting. While there may be agencies that believe

the 1% limitation is workable, the cash flows-do not allow most issuing .

agencies to have sufficient revenue to operate the program as well as receive

a high bond rating. In Pittsburgh, theonly way we could accommodate the

arbitrage restrictions was by providing an infusion of funds available from the

reserves provided by previous issues. This resource is not available to all
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communities, and will not be provided under any new issues-due to the

limitation on reserve funds under the new law.

Both S1348 and S1656 increase the arbitrage from the existing 1% to a

higher set percentage rate. While we believe thatthe 1% provided in

Senator Durenberger's bill would be adequate in most instances, we fear

that it may be too restrictive for smaller communities with smaller bond

issues. Since the cost of issuing obligations does not vary proportionately

with the size of the issue, the 1% spread would not be sufficient in these

latter iristanqes. We believe attention should be given to providing higher

arbitrage levels based upon the size of the issue.

95% Test for Good Faith Compliance

The 95% test of good faith compliance has proven to be the single most

inhibiting factor in the issuance of single family mortgage subsidy bonds.

The law imposes an unrealistic responsibility on issuing agencies to insure

that 95% of the loans are in compliance with all provisions of the law. Lack

of compliance through no fault of the issuer or investor, such as fraudulent

statements on the part of the borrower, could result in loss of tax-exempt

status. The burden is particularly onerous when applied to loan assumptions

over the 30-year life of the bonds. Theoretically, 10, 15 or 20 years out,

the loan assumptions could fail to meet the 95% test and the bonds could become

taxable. Even if an error is found and immediately corrected that error

still counts as part of the 5% allowance factor, If the 95% compliance factor

is not met, the bonds become taxable retroactively from the date of issuance,

not from the date when the 95% test is not met. This lack of certainty on

the continued tax-exempt status of the bonds has made it virtually impossible

for bond counsels to issue a clean opinion. A conditional opinion can put a

bond issue at a disadvantage vis-a-vis other bonds on the market, and puts
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bond purchasers at tremendous risk. The provisions in both S1348 and S1656

.woula alleviate this problem by allowing mortgogees to correct violations
when discovered. This much-needed change would remove the tremendous risk

contained in the current legislation.

Registration

With one minor exception, no other tax-exempt bonds are required to

be registered; the law clearly treats mortgage revenue bonds in a discriminatory

fashion. Either all tax-exempt bonds should be required to be registered

or none of them should. This requirement simply adds further administrative

costs and burdens, hampering housing programs designed to reach lower income

families. Since registration is generally alien to the tax-exempt market, this

requirement detracts from the marketability of mortgage revenue bonds vis-a-vis

other tax-exempt bonds. NAHRO supports the elimination of the registration

requirement as contained in both Senator Sasser's and Senator Durenberger's bills.

First-Time Hombuyer

Prior to 1980, no restriction existed that related to the type of

borrower who would be eligible to use tax-exempt funds to purchase a home.

However, the requirement in the law that only first-time homebuyers could

use tax-exempt funds to purchase a home has three implicit assumptions:

(1) current homeowners have adequate equity to apply toward a new home;

(2) current homeowners have a sufficient income to support the cash flow

required with a new home mortgage; and (3) all homeowners currently reside

in standard quality housing or better. These assumptions are not necessarily

valid in all instances. NAHRO supports the provision in S1348 which expands

eligibility to include inhabitants of substandard housing and those who have

been displaced from their residence by natural disaster or governmental action.
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iMlti-Family Housing

Mr. Chairman, at this time I would like to focus on an area of the law

which inhibits the issuance of bonds for multi-family housing. The law

currently requires that 20% of-ll units (15% in targeted areas) in projecta-

financed by tax-exempt bonds be occupied by Section 8 eligible persons for

a period of at least 20 years. Since that provision was put into law, we

have seen changes in Section 8 income definitions and the serious erosion

of available Section 8 units, thus rendering this provision ever more difficult.

The language in the Act relies upon a Section 8 program low/moderate

income definition of 80% or less of the area median income. However,

the Omnibus Reconciliation Act-of 1981 provides that no more than 10% of

dwelling units which are available for occupancy under the Section 8 or

public housing program before October 1, 1981, and which are leased on or

after that date may be leased to tenants whose income is between 50 and 80%

of the area median and 5% of those units that become available after October 1,

1981, can be leased to individuals with incomes between 50 and 80% of area

median. The Conference Report did state that this limitation was not

intended to affect the conditions established for project eligibility under

Sections 103(b)(4)(A) or 167(K) of the Internal Revenue Code of 1954.

NAHRO supports the language in S1656 which places income limits for Section 103(b)(4)

purposes at 80% of area median income, thereby carrying out the understanding

of Congress when it passed the 1980 Act, and eliminating any potential

ambiguity created by the Omnibus Reconciliation Act of 1981.

Beyond the definitional problem, there is a financial problem in

supporting projects with 15% to 20% low-income units for 20 years. First,

this provision effectively excludes use of the Section 8 moderate rehabilitation

program, which has a contract term of 15 years. Secondly, with the limited
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availability of Section 8 assistance of any type, project sponsors are

going to have serious financial difficulty supporting a large percentage

of low cost units and still maintain an overall moderate rental structure.

For larger projects, this added cost could be mitigated if the term of the

requirement was reduced. Senator Durenberger's bill addresses this issue by

setting the term at the later of 10 years, one-half-the term of the

obligation, or the termination date of companion Section 3 assistance.

NAHRO supports this amendment and believes that it will help to stimulate

critically needed multi-family housing activity.

However, in the case of smaller projects, particularly small rehabilitation

projects, the occupancy requirement is entirely unworkable.

Many cities have been attempting to expand their local rehabilitation

programs. Particular attention has been given to supporting small rental

properties, since these often comprise the majority of all units in need of

rehabilitation. In Pittsburgh, for example, 75% of all rental units are in

1-10 unit buildings. Projects such as these have not been able to utilize

the Section 8 programs because the administrative and processing burdens

cannot be supported by such small projects. Recognizing this, cities such

as Wichita, Portland (Oregon), Los Angeles, Alleghany County (Pennsylvania)

and Pittsburgh have been operating simple, successful tax-exempt loan programs

for small rental properties. The 15% to 20% low-income requirement would

render these small projects financially unfeasible. In order to continue

these critical revitalization programs, NAHRO urges amending the law-to exempt

rehabilitation projects under 50 units from the 15-20% low-income requirement.

Rehabilitation-Technical Amendments

The dollar limits for home improvement loans have been established

in the 1980 Act at the level of $15,000 per property. We recommend that the
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limits instead be tied to the FHA Title I loan limits ($15,00 for one-family

and $7,500 per unit for larger properties). This change would facilitate

the rehabilitation of two, -three and four-unit buildings. It would also

tie the limits to a flexible rate, which is adjusted according to prevailing

economic conditions, rather than setting a constant dollar amount in the law.

Further, it would encourage program rules and requirements modeled after

the FHA Title I program--a program with which lenders are familiar--rather

than providing Justification for a totally new set of definitions and criteria.

Secondly, NAHRO urges that the purchase price limitations for the

combined acquisition and rehabilitation of a property be based upon new

construction prices in the area rather than upon the purchase price of

unrehabilitated existing properties. Economically, the cost of acquiring

and rehabilitating a structure more closely parallels the cost of new

construction than the cost of existing housing.

Thirdly, NAHRO recommends that cities and states be allowed to use

"out-of-portfolio" purchase programs. Under such programs, bond proceeds

are secured by mortgages held by lending institutions. However, the law

provides that bond proceeds cannot be used to replace existing mortgages.

We believe that this provision was not intended to prohibit the out-of

portfolio financing technique. We would suggest that the language be

clarified to correct tnis technical difficulty.

On the issue of refinancing, although the law specifically permits

refinancing -in the case of qualified rehabilitation of owner-occupied -

properties, recent IRS rulings limit refinancing for rental properties to

no more than 10% of a bond issue. In our experience, refinancing is often

necessary to make rental rehabilitation economically feasible and to keep

rents at a moderate level. NAHRO recommends that the Act be modified to

clarify that the same rules on refinancing should apply to the rehabilitation

of rental properties as apply to owner occupied properties.
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Cooperative Housing

As more and more families are being priced out of the individual

homeownership market, cooperative arrangements are becoming an ever-

increasingly viable and popular way to provide housing. Yet the law

is not clear as to whether or not cooperative mortgages would qualify

under the multi-family provisions of the law.

We urge clarification of the multi-family provisions to explicitly

include cooperative mortgages to be treated as equivalent to mortgages

on multi-family rental properties. -

Mr. Chairman, NAHRO would like to commend you on holding this hearing

on tle Mortgage Subsidy Bond Act, and to commend Senators Sasser, Durenberger

and their co-sponsors for introducing legislation to correct some of the

deficiencies of that Act. It is extremely important that the technical

problems that have beset the mortgage bond market this year be reviewed

and redressed. It is timely, in light of the current budget cuts in the

assisted housing field, that the deficiencies in the law be ironed out so

that local housing and rehabilitation programs can once again place units

for low and moderate income tenants on the market.

I would like to emphasize to the Subcommittee that tax-exempt

mortgage bonds offer cities like Pittsburgh an opportunity to design

innovative housing programs that meet their individual needs, and to supplement

their existing low-moderate income housing and community development efforts.

In line with the new era of federal deregulation and increased local autonomy,

the ability to use mortgage bonds allows local public agencies to continue

assisting those segments of our society that cannot afford housing on the

private market.

I appreciate the opportunity to appear before the Subcommittee this

morning, and would be happy to respond to questions. Thank you.
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STATEMENT OF JOHN ARBIB, PAST PRESIDENT, FLORIDA
STATE HOMEBUILDERS

Mr. ARBIB. Thank you, Senator, for the opportunity of being
here. You have a copy of my fll written statement, and this
statement that I will make today is not a written prepared state-
ment, so I will cover those things that I feel to be the most
important and also respond to some of the things that have been
said a little earlier today.

I come to you as a representative of the National Association of
Homebuilders of which I am a vice president, and also as a vice
chairman of the Florida State Housing Finance Agency. This was a
new agency that was created by a constitutional amendment last
October, a year ago, and has been in business ever since, and has
been trying ever since to issue bonds and to do the function for
which the voters of the State of Florida created us; and that was to
provide housing for low- and moderate-income people.

The Treasury Department, when it issued its rules for single
families in July, said that the rules were reasonable, and that $15
billion worth of mortgage money for single family homes should be
used between then and the end of the year. Senator, I submit to
you that $14,950 million is still unexpended, and between now and
December 31 will probably remain unexpended. So, obviously, be-
tween the legislation and the rules that were passed, we are not
going to get the funds out.

Let me address one point that somewhat bothers me. The Treas-
ury said that no extension of the sunset provision should be made.
But the fact of the matter is that in basing the 9-percent limita-
tions on the average of the previous 3 year's mortgage activity, we
are actually going counterproductive to the things that we should
be doing. As we go into next year and the year following, and
perhaps the year following, hopefully, the limitations are going to

coming down because the mortgage activity in the housing
industry in fact has been going down. So we have already lost the
best potential year that we may have had for helping housing for
low and moderate income people during this year. I would urge
that among the things that you do, you do consider an extension of
3 years from whatever the effective date is of whatever the rules or
changes are made that make the laws operative.

Florida-and I am only speaking of Florida because I can illus-
trate it, having personal knowledge of it-does not have any re-
serves. It has not sold any bonds. Very specifically in the legisla-
tion that created the agency, we were told we had to generate
whatever funds we had to operate with, so we are in absolutely no
position to subsidize in any way the 1 percent spread that is
presently required and, therefore, we are literally out of business
on single family.

I doubt wh-ether it was the intent of the full Congress, as-Mr.
Chapoton seemed to indicate, to require that each agency partici-
pate financially in the issuance of these bonds. Certainly, Congress
did not intend that some States would be totally out of the pro-
gram simply because they had not been in the program previously.

I was pleased to hear Mr. Chapoton's response with regard to the
good faith 95-percent requirement, but I am quite concerned that
we first see the safe harbor figures before we accept that on its face
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value. For example, the safe harbor numbers that were issued
under the regulations-and I speak as one experienced with the
Fort Lauderdale/Hollywood SMSA, because I am familiar With
that area where they say the average price of a new home was
$69,500 in 1980. That is at least $10,000 from the actual mark. And
what has happened in those and other figures was that, in fact, the

'Treasury Depairtment included in its estimate of single family
home prices multifamily condominiums for retirees, averaged to-
gether with single family detached, as- one category which brought
down the averages. Thus, I am concerned that the safe harbor
numbers that they have given us are not, in fact, correct. As a
matter of fact, for the State of Florida we figure that the total
amount should have been 900 million, and we were told that the
safe harbor number was 614 million. We don't know where that
number came from and we don't know how we would generate
more reliable information which Treasury says we must have in
order to change the numbers that they have issued.

The big problem is-it has not been emphasized, although it was-
mentioned in the first testimony-housing is in a terrible state, not
only, for the homebuilder, where bankruptcies abound, and the
suppliers, and whatnot, but for the home buyers. NAHB has this
slogan: "Where will our children live?" It was never more true
than it is today and will be tomorrow. And I think we must address
these things. I think either bill would be acceptable, either S. 1348
or S. 1646. Probably 1646 (because it has less prOvisions than the
other one) would be the way to go. We do hope that Congress will
correct the problems -that have been created in the original legisla-
tion. Thank you.

Senator DURENBERGER. Thank you very much.
[The prepared statement follows:]
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Mr. Chairman and Members of the Committee:

My name is John Arbib and I am a homebuilder from Pembroke

Pines, Florida. I am also Vice-Chairman of the Florida Housing

Finance Agency and Immediate Past Presidbnt of the Florida Home

Builders Association. I am testifying today on behalf of the more

than 123,000 members of the National Association of Home Builders

(NAHB). NAHB is the trade association of our nation's homebuilding

industry. Accompanying me today are Robert D Bannister, Senior Staff

Vice President for Governmental Affairs and Jim Schuyler, Staff Vice

President and Legislative Counsel for Governmental Affairs.
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Mr. Chairman# first I would like to commend you for your leader-

ship in moving expeditiously on the issue~of mortgage revenue bonds.

We are also appreciate the efforts of Senator Durenberger, Senator

Roth-i Senator Chafee, Senator Bradley and Senator Heinz who working

together have developed a reasonable basis for discussion of the

issues to be resolved regarding revenue bonds.

Since 1970, mortgage revenue bonds have provided one of the

greatest opportunities for affordable housing for moderate and lower

income families. Because revenue bonds have provided mortgages at

below market interest rate-p they have been particularly helpful to

young families purchasing their first homes.

As you are well aware, the pendency of the so-called "Ullman

bill* in 1979 and 1980 placed a de facto moratorium on the issuance

of bonds by states and localities. In December, 1980, that impasse.

was finally resolved through the passage of the Omnibus Reconciliation

Act, which provided for the future issuance of mortage bonds under

certain limitations. The Act provided for the continuation of single-

family bond programs with an annual volume cap by state, purchase

price limit, first-time homebuyer requirement and expiration of the

program at the end of 1983. Multifamily bonds could be issued if 20%

of the units were made available for low income families.

We strongly believe that Congress and certainly this Committee

intended that a workable program be implemented by the Treasury

Department as expeditiously as possible. But this Committee is aware

of the reality:

o It was not until July 1, 1981, almost seven months after the
enactment of the bill, that the Treasury Departmentissued
regulations for the single family program. This was after
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onsiderable pressure was placed on Treasury and the White
House by members of Congress including members of this Commit-
tee and interested housing groups.

o Today, we are still awaiting the regulations for the multi-
family program.

o Despite the considerable controversy generated by the single-
-family regulations, Treasury hearings were not scheduled until
November 5, more than two months after the deadline for com-
ments (August 31).

o On July 31, 1981, Assistant Secretary of the Treasury Roger
Mehle showing recognition of problems raised with the regula-
tions, stated to the President's Housing Commission that "the
Treasury believes the regulations are reasonable and expects
MSB volume to be in the range of $10-$15 billion annually..."

Mr. Chairman, the complexity of the statutory requirements

coupled with the narrow and questionable interpretations of Treasury

has meant that, other than bonds that were specifically exempted by

the 1980 legislation, to date less than $45 million of bonds have

been sold.

SINGLE-FAMILY HOUSING OUTLOOK

To understand the need for -immediate legislative action in this

area, it is important to note why mortgage revenue bonds are so cri-

tical to our industry and to the potential homebuyer at this time.

Mr. Chairman, housing activity has come to a virtual standstill

across the country in the face of persistent high interest rates.

Our nation's homebuilders are fighting for survival against mounting

odds, and potential homebuyers are fighting a losing battle

-against mounting monthly-mortgage payments.

Mr. Chairman, the industry whose mission is to provide housing

for the American people is virtually out of business.

88-092 0-82-22
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o New housing production for August was at a seasonally adjusted
annual rate of 937,000 -- the lowest monthly rate since
February 1975.

o Our projections indicate that housing production for 1981 may
end up at only 1.07 million units -- the lowest year since
1946. Unless interest rates decline sharply, 1982 production
levels wil-I not improve very much.

o What about jobs? According to government statistics, 828,000
wage and salary workers in construction are unemployed. Add
to this figure about 200,000 more who are self-employed.

--.o The unemployment rate of 16.3% (more than double the overall
rate of unemployment) will likely increase to 19% by the end
of the year -- and go higher in early 1982.

o A mere 2% of builders report that sales are "good to excel-
lent." That compares with 70% to 80% in a good year.

o Traffic at subdivisions is almost non-existent -- fewer than
7% of builders report traffic to be "good to excellent."
That compares with 40% to 50% in a good year.

o Failure rate among construction firms is up 41% for the
period--January to August 1981 as compared to the same period
in 1980. Failure rate among subcontractors is up by 127%.

o Mortgage money generally is not available, and what is being
offered is at record rates. Freddie Mac yields are over 19%
in early October.

The ability to own a home is still a fundamental part of the

American dream and a continuing aspiration for almost all our people.

But what is today's reality? Unfortunately, the numbers on

affordability tell the sad story simply but graphically.

A modest $6Q,000 mortgage loan at 9% interest - the goinq rate

two years ago - required a monthly payment of $483. At 16 1/2%, the

payment is $831 per month, almost double the payment of two years

ago. In order to meet those monthly payments, a family would need

an annual income of almost $40,000. Only 19.5% of the American people

have an income high enough to afford that home, and virtually no

first-time homebuyers would qualify for a home at those interest

rates.
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At tee same time, a long-term financial revolution is changing

home financing. Deregulation of financial institutions has forced

the mortgage market to compete directly with the more expensive capi-

tal markets for funds. To cope with an uncertain future, the adjust-

able-rate mortgage appears to be replacing the level payment mortgage

as the standard lending device. These changes will continue to impact

hardest on the first-time homebuyer.

It is our belief that mortgage revenue bonds should become a

major housing opportunity for low and moderate income families. It

would not only help the lower income buyer directly by making avail-

able affordable level payment mortgages, but it would also stimulate

the housing mobility necessary for a viable overall housing market.

AMENDMENTS TO THE MORTGAGE REVENUE BOND ACT

Simply stated, Mr. Chairman, the current statutory and regulatory

framework for mortgage bonds don't work. Therefore, we support the

necessary corrections to the program included in the bills introduced

by Senators Sasser and Baker, S. 1348 and Senator Durenberger, S.1656.

The amendments we support are no departure from the program approved

last year. The intent of these amendments is to make the bond program

work at the level of activity contemplated last YeMar. The Joint Tax

Committee has reported that the Sasser bill has no revenue impact and

we expect the Durenberger bill would receive the same determination.

The most important clarification is to assure that the good

faith test remains a test of good faith rather than an impossible

standard of absolute perfection.
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To market tax-exempt bonds, bond counsel must certify that the

bonds are and will remain tax-exempt. The Congress required that 95%

of the bonds must be used for "qualifying mortgages" meeting purchase

price, principal residence, first time homebuyer and other restric-

tions. It was expected that state and local agencies would be able

to bring any non-qualifying mortgages into compliance. However, the

way the statute is interpreted by the Treasury, if more than 5% of

the bonds are found to be ineligible the entire issue is taxable and

taxable-retroactively. This.°unlikely possibility requires bond

counsel to issue a qualified bond opinion which makes the bonds very

difficult or impossible to market. In reality, the Congressional

required restrictions should easily be met by more than 95% of the

mortgages. However, no bond counsel can certify to that fact because

it depends on future actions of persons out of his control -- loan

originators and borrowers. Therefore, without an opportunity to cure

unacceptable mortgages, bonds cannot receive an unqualified opinion

and the bonds are not marketable.

This problem can be solved by allowing issuers the opportunity

tQcure unqualified mortgages. Both bilfi , S.1348 and S.1656, remedy

the good faith problem in slightly different ways. The Sasser bill

would allow the issuer to rely on a buyer's sworn statement, whereas

the Durenberger bill would require audits and prosecution of fradulent

buyers but both bills would would require the issuer to cure the

unqualified mortgages. Both bills are acceptable but the Sasser bill

is preferable because it would require less administrative cost.

This could mean lower mortgage rates or less direct financial contri-

bution by the issuers.
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We share the concern of this Committee that the arbitrage limit-

ation should be as low as practicable consistent with a workable pro-

gram. Arbitrage, in the case of mortgage bonds, is the difference

between the interest rate of the bond and the mortgage interest rate.

Of course, it is in our best interest to provide the lowest mortgage

interest rate possible. All other tax-exempt issuances are allowed

a 1 1/2% spread, whereas by statute these mortgage revenue bonds are

limited to 1%.

The Congressional Budget Office has said "unless that spread is

at least 1.5 percentage points, there is not enough difference be-

tween what the locality takes in and what it pays out to cover

administrative cost* It is clear from our situation in Florida and

from talking with representatives from other states that the 1% yield

limitation in the present law results in insufficient cash flow to

perform the cost of administering the issue without an equity cash

contribution on the part of the issuer. There is nothing in the

legislation or the legislative history that indicates that Congress

intended cash contributions by issuing agencies. Some states, es-

- pecially those with a long history of bond issuances, may have a

limited amount of reserves to contribute for their next bond issuance.

But they cannot continue such a practice indefinitely. Many states

are prohibited by their State Constitutions from making such contri-

butions and my state agency in Florida, like many others, is too new

to have builtup any reserves.

* Tax-Exempt Bonds for Single-Family Housing, A Study Prepared by
the Congressional Budget Office for the Committee on Banking,
Finance and Urban Affairs, House of Rep. Committee Print 96-2,
April, 1979,p.5.
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In addition, under the good faith requirements as interpreted by

Treasury, the administrative costs are ever higher than for other

bonds. We urge that the arbitrage limitation be raised sufficiently

to make issuances viable. I believe that our state could operate

with a spread of between 1 1/4% and 1 1/2%. I understand that in

some communities 1 1/2% is barely sufficient. We urge the Congr-ess

to end the discriminatory treatment against mortgage revenue bonds by

reinstating the 1 1/2% provision for mortgage bonds.

Another problem that makes the arbitrage limitation so unrealis-

tic is the requirement for registration of the bonds. No other bonds

require registration. According to our bond underwriters, this dis-

crimination has the effect of adding approximately 50 basis points

to the marketing of such issuance. We ask that the discriminatory

impact of the registration be eliminated as recommended in both' the

Sasser and Durenberger bills.

A problem with the regulations for our state and many others is

the purchase price limitation. The Treasury and the Department of

Housing and Urban Development, established "safe harbor" prices for

new and existing homes that would be considered within the statutory

limits. However, the purchase price limit for my area of Florida has

been set higher for existing housing than for new housing. I believe

this is due to the fact that HUD considered condominiums as single-

family home -nstead of defining single-family homes as 1-4 unit

housing. The large number of small retiree condominiums in my area

has so distorted the data that building single-family housing under

the mortgage bond legislation is impossible. We urge the Committee to
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consider an amendment that would define single-family homes as 1-4

units as it is defined in the basic FHA statute, Section 203(b) of

the National Housing Act.

Other technical changes concerning the treatment of prepayments

and targeted areas will be dealt With by other witnesses. I would,

however, ask that the Committee consider one change in the spirit of

fairness. In the Mortgage Bond legislation, the Congress and cer-

tainly this Committee, intended the single family bonds would operate

for three years.- We are fast approaching the first anniversary of

that legislation without any viable program. We believe the clear

legislative intent of a three yiir test of targeted single-family,

mortgage bonds has been frustrated by the interpretations and delays

by Treasury. We believe it would be only fair to establish the sunset

three years after workable regulations are effective.

MULTIFAMILY

The multifamily rental construction market is in a state of

depression. Essentially no units below the luxury market are being

built without subsidies. Low-income housing requires tenant subsidies

and either tax-exempt or other federal assistance for the permanent

mortgage.

The demand for affordable rental housing is very strong. Vacancy

rates are at record lows. Forty percent of the rental stock is be.-

tween 40 and 100 years old. A major factor in the shortage of rental

housing is simply the tenant'C inability to pay enough rent to cover

the building's mortgage payments and its operating costs. For the

foreseeable future tax-exempt financing or other federal financial

assistance will be necessary for low and moderate income projects.



38

-10-

We would normally feel uncomfortable testifying in support of

changes in legislation until the responsible department has published

regulations implementing the program. But after 11 months, Mr. Chair-

ian, we do not have the luxury to wait for the Department to act.

The multifamily amendments are in no way as complicated as the single-

family program. And it is our understanding that these regulations

will not be out soon. We ask that this Committee use its best efforts

to get those regulations published as quickly as possible.

We have a real concern that when the regulations are issued,

statutory amendments will be required. The Durenberger bill addresses

two of the areas that may need clarification and we urge their adop-

tion. Under the Act, the income limit is based on the statutory

definition of Section 8 eligibility which was 80% of median. This

definition was subject to debate and alteration during consideration

of the assisted housing portion of the Budget Reconciliation process.

Chairman Dole spoke on the floor of the Senate in recognition of the

possible problems caused by that change and stated that no change in

Section 8 eligibility should affect the definition in the tax-exempt

program. The Durenberger amendment would further clarify this issue

by statute by defining low-income as 80% of area median.

Another issue clarified in S.1656 deals with the length of time

20% of the tenants must be of low income. The amendment would limit

the term to the length of the time of the subsidy or ten years,

whichever is greater. This protects the integrity of the low-income

nature of these buildings but does not require the owner to subsidize

units if the government at some time does not provide rental subsi-

dies."
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Since the law was passed, the future of Section 8 rental assis-

tance is very uncertain. The Housing Commission and others are con-

sidering whether a broader use of tax-exempt financing should be the

key to future federal rental housing construction programs. One

program being discussed by our Housing Agency in Florida uses rent

differentials based on tenant income and no federal subsidies. We

do not think this is the time to consider broad changes in multifamily

tax-exempt financing. However, there will likely be proposals in

the next year for major changes in the federal role in multifamily

housing and tax-exempt financing. At that time, we would like the

opportunity to be heard before this Committee.

Mr. Chairman, our Association has supported the President's new

round of budget cuts because we agree that a reduction in federal

borrowing is needed to reduce interest rates. At the same time, we

reject statements from Treasury that tax-exempt financing for -shelter

needs is inefficient, provides few social benefits and increases the

federal deficit.

We believe tax-exempt financing is perfectly consistent with the

philosophy of this Administration. Tax-exempts are issued indepen-

dently by state and local governments to fill particular housing

needs of the various areas within a state. They provide lower cost

financing to those most in-need but rely on privately developed

housing.

According to the supply side economic theory, the use of the

bonds will result in greater productivity and revenue back to the

Treasury from taxes. NAHB estimates that for every $10 billion in

new housing construction generated by revenue bonds will creates
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- at least 310,000 new units

- 370,000 man years of work

- $ 625 million in Federal income tax

- $ 346 million in Federal Corporate income tax

- $ 85 million in State income tax

- $ 216 million in local real estate tax

- $ 6.9 billion in indirect wages

This stands in contrast to the revenue loss of $400 million

estimated by Treasury for FY'82.

S.425 introduced by the Chairman demonstrates the problem of

national legislation attempting to regulate an ongoing successful local

and state program. S.425 would exempt from the Mortgage Subsidy

Tax Act veterans bonds from Oregon. Oregon set different targets for

the bonds than the federal government and thus ran afoul of the fede-

ral restrictions. The special problems of Oregon deserve to be dealt

with as part of this legislative package on revenue bonds.

Mr. Chairman, there,.are very few actions Congress is able to

take this year that would result in increased housing production in----

the near future. No more important opportunity exists than the crea-

tion of a workable bond program. These few needed modifications can

make this program work to get housing built and get people into

affordable shelter. We urge this Committee to move as rapidly as

possible to approve this legislation.

Thank you for the opportunity to present our views on this issue.

I would be pleased to answer any questions you may have.
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Senator DURENBERGER. I wasn't here for Buck's testimony, but it
is interesting, having come to the Finance Committee in the middle
of the term of another administration I formed one opinion of
Treasury and their role in making public policy, and it was inter-
esting to sit here in January and February of this year with a new
administration, new policy people, and a new IRS head, and so
forth, and-hear all the questions from up here about who really
makes policy in this country, and hear the responses from down
there: of course, you do, Senator. And then during the process of
tax reform and tax cutting and so forth- in July, in a total sense of
cooperation, and what can we do to accommodate your role in
making public policy. And now that all that is behind us, I am
beginning to see some of the old Treasury that we saw before. But
as far as Buck Chapoton himself is concerned, I think he is a
tremendous individual, and I think his heart is basically in the
right place.

I want to ask you a couple of questions about multifamily, all of
you, and particularly those of you who didn't comment directly on
it as Jim did. I think Buck is probably caught in the position where
we all know the administration is going to do something on IDB's,
and so he just says, why don't we wait until we do the IDB thing.
But you people know what the realities are of the shelter market-
place out there. You also know the realities of the impact of what
we did in accelerated depreciation as a sort of a partial incentive.
But I just-felt it was essential as we put this bill together to go into,
some of the key areas of multifamily that appeared to everybody to
be a problem, one of them being the definition- of "low income" and
the other one being the business of the occupancy requirement,
which we are trying to find some reality in that area. And I
wonder if each of you would comment briefly sort of in response to
the chairman's question a little earlier: there's only so many things
you can do. How would you prioritize them, to have you put the
multifamily provisions in my bill into that sort of priority perspec-
tive?

Mr. HoLMEs. Well, I think the term provision that I mentioned
would rank as the most critical. I am finding, interestingly, that
there is, perhaps because every other avenue has been shut down,
locally renewed interest in trying to find a way to make multifam-
ily rental work. A lot of innovative thinking is going on. The
stumbling block seems to be, at least as I hear it, the 20-year
requirement, or at least what has been interpreted to be the 20-
ear requirement. It is just too long a period of time to tie up the
eveloper and have that kind-of a covenant on the project, given

the tax consequences and so forth. And so it was that aspect of the
bill which I thought would be the most helpful, Senator.

Senator DURENBERGER. Mr. Brophy?
Mr. BROPHY. Senator, I think the current situation on multifam-

ily is that the 20-year requirement, plus the curtailment of the
section 8 program, are rendering this component generally infeasi-
ble. The provisions in the Durenberger bill that would permit an
internal subsidy for 10 years, and a subsidy half the-length of an
issue I think would make this a very attractive program for the
HUD moderate rehab section 8 program, which has a 15-year hous-
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ing assistance payment contract, and would be very helpful in
making the multifamily component more feasible.

I do -tjiink, too, however, that even in addition to those changes,
when ybu have a small building, say 1 to 10 units and in Pitts-
burgh, about 75 percent of our rental housing stock is in that
category, and it needs rehab.

Senator DURENBERGER. Did you say 10 units?
Mr. BROPHY. Ten or less. That it seems to me that some form of

an exemption for those buildings from the 20-percent requirement,
in any form, is something that would be very useful. When you
have a 10-unit building, getting a section 8 unit, or a couple of
section 8 units for that building, is not worth the paperwork, and it
just is too costly to go through. The numbers do not work particu-
larly well to try to get eight units to subsidize two, or even in the
smaller building, six units to subsidize one or two. So an exemption
for small buildings to permit tax exempt financing to work without
any requirement that an x percentage go for some period of time to
low and moderate would be very helpful in allowing rehab of the
small rental housing stock in many of our cities.

Senator DURENBERGER. Mr. Arbib?
Mr. ARBIB. Senator, I want to say that your bill addresses the

two issues that our agency has found to be difficult, especially with
the phasing out of section 8 housing. We have been looking into the
possibility of sort of self-subsidized multifamily where rents could
be skewed so that the 20 percent would be paid for by the 80
percent, and the changing of the definition of an eligible. person is
an essential ingredient to making that possible. And, of course, the
length of the time has been addressed.

One thing that I would like to mention, and that is, the Secre-
tary when he was here, mentioned that he understood these two
problems, and Treasury seemed to agree with them, but he wanted
to wait until legislation regarding industrial development bonds
came out. I am a little bit concerned because I hear rumors that
there is going to be legislation to do away with industrial develop-
ment bonds altogether. And if mortgage revenue bonds for multi-
family are in fact industrial development bonds- d I question
that-then I would say that we definftely need legislation that
makes it clear that they are not industrial development bonds, and
certainly do not fall in the same category of those things which our
legislator from Florida, Sam Gibbons, has spoken about on national
television.

Senator DURENBERGER. Thank you all very much. We are into
the lunch hour, otherwise we would ask more questions. Thank you
for being here today. Your full statements will, of course, be made
part of the record.

We have a final panel consisting of Moon Landrieu, former Sec-
retary of the Department of Housing and Urban Development; and
William Witte, Deputy Director of the Office of Housing and Com-
munity Development in San Francisco, representing the Confer-
ence of Mayors. It is nice to see you back.

Mr. LANDRIEU. Thank you, Senator.
Seriator DURENBERGER. You may proceed.
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STATEMENT OF MOON LANDRIEU, FORMER SECRETARY OF
THE DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
Mr. LANDRIEU. Well, thank you, Senator. I would like to direct

my attention to two issues that have been touched on by Assistant
Secretary Chapoton, that is, the definition of low and moderate
income, and, second, and perhaps even more importantly, the abili-
ty to issue shorter term bonds. But before I do, Senator, I would
like to correct the agenda which suggests that I am associate with
Stroock, Stroock & Lavan. I would be honored to be so associated,

.but unless I have been placed on waivers,- I am still with another
law firm. But I am today, in cooperation with Stroock, Stroock &
Lavan, testifying on behalf of Shearson-American Express to this
particular issue.

The Assistant Secretary pointed out that these two issues were
indeed technical, and felt that they could be corrected when we
dealt with the overall issues involved with industrial revenue
bonds. The problem with that, Senator, is that there isn't anything
happening out there in low-income rental units. This committee is
going to end up being the only production side that we have.

As the administration cuts back on section 8, we are left without
a production incentive. A real production incentive, that exists, is
the tax-exempt features for the financing. We have a remarkable
economic system in this country, but it is very, very selective, and
it is not going to invest where there is no hope of a return, and
where the risk is exceedingly high. And that is- the case in trying
to provide low-income rental housing for the people of this Nation.

In adopting the last act, we apparently tried to give some relief
to those who had in the pipeline projects which required 30-year
bonds but which had only 20-year contracts. Congress placed in the
law-I think somewhat inadvertently, though well intentioned'-
the provision that said that even though you have a 80-year bond,
you only have to maintain the commitment for the low income for
20 years. That is because we linked the tax exemption With the
section- 8. We completely overlooked the fact that there is indeed a
private marketplace that exists-out there without the subsidy
which could conceivably work. And we think it can work without
any direct Government subsidy under section 8, but not if we have
to maintain that private subsidy, if you will, for the 20-year period.
---We do not see anything wrong at all with tying the length of the
subsidy to the length of the benefit. If you have a 20-year bond,
then you ought to provide for the low-income families for 20 years.
But that need not be the only way in which it can be approached.
Where we are prepared to issue bonds, and believe the marketplace
will accept the-m, in order to get some low-income families started,
it seems to me quite appropriate to issue shorter term bonds,
whether that be 7 or 10 years, whatever the marketplace will
accept, and thereby produce some housing for this Nation, which is
not going to be-produced between now and January 1, 1984, for no
reason other than there is a technical provision sitting there which
I do not think Congress intended to apply..

The other feature, Senator, is the low-income definition. As we
redefine 16w-income eligibility for section 8 to 50 percent, it now
creates a hiatus, and I think that technicality shouldiunquestion-
ably, immediately be corrected.
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To give you some idea, Senator, if I can grab hold of the figures,
the difference in long-term financing can amount to as much as 2
percent in the difference between a short-term bond and a long-
term bojid. And when that is fed into the rents, which have to be
charged, it has a very significant impact on the affordability of
those units for the low-income renter. For instance, average inter-
est rates for tax-exempt bonds for housing for the week of October
8, 1981, long-term bonds were going for, on AAA, 12.8 percent; 10-
year bonds were going for 12.25; and 5-year bonds were going for
10.75, the difference obviously being that you are at risk for a
much longer time. And in uncertain markets, the investors want
that additional protection. Those 2 percentage points on large proj-
ects make a very significant difference. Arrd I am fearful, Senator,
that without some incentive, there will be no, or certainly extreme-
ly little, housing built for low- and moderate-income Americans._
And, therefore, I urge you to act quickly to correct what I think
are two inadvertent technical aspects of this law.

Senator DURENBERGER. Thank you for your statement. And if
there are more appropriate statistics that relate the rate to the
term on that sheet that you just testified from, we will be happy to
make that part of the record because I think that was a very
appropriate point that you made.

[Statement of Mr. Landrieu follows:] -



845

STATEMENT BY MOON LANDRIEU

Senate Finance Subcommittee
on Taxation and Debt Management

October 16, 1981

Technical Amendments Concerning Multi-Family
Rental Housing Under the Mortgage Revenue Bond Act of 1980

Mr. Chairman, Senator Long, Senators, I appreciate the

opportunit-y to testify today on matters of the utmost importance

for our national housing policy. Although my testimony will

focus on issues of great significance, you will be pleased to

know that I will-recommend only technical corrections to present

law to help achieve the goal of increasing housing stock for

low and moderate income families.

As all here today are keenly aware, our Nation faces a

housing crisis. I have dealt with this dilemma first in my

eight years as Mayor of the City of New Orleans, and then on a

daily basis as Secretary of the Department of Housing and Urban

Development, charged with the implementation of national housing

policy,

This crisis is demonstrated most acutely in the sharp

decrease in rental opportunities, the primary housing resource

--for those most in need. Moderate and low income families have

been priced out of the market for homeownership, and ever more

must rely upon rental units for shelter,

Nevertheless, since 1976, new rental construction has

decreasedby 757., to the point today where construction for
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unsubsidized units is virtually non-existent. Vacancy rates

for rental units have run this year at about 57 nationally, but

even more dangerously low in large cities all across the country:

Miami, below 1%; Los Angeles, 17; Chicago, 2.; New York City,

below 37; Boston, Seattle and Atlanta, below 57; and finally my

own New Orleans, less than 17.

Only government-supported rental projects are being con-

structed to address this dire shortage of rental housing stock,

The primary program fostering rental construction for low and

moderate income families is Section 8 Rental Subsidy Program of

HUD. But is has proven very costly to the Federal Treasury.

That is a fact of life which is politically unacceptable as sub-

stantiated by the recent severe cut backs in Section 8 appropria-

tions, and will soon lead to the program's total demise.

It is now incumbent upon us to pursue alternatives for the-

provision of housing at modest prices which low and moderate in-

come families can afford. Private industry must still be relied

upon, as it has been under the Section 8 program. But more

economic and efficient means must be established.

Recognizing this situation, I followed the changes Congress

enacted last .year in the tax laws affecting multi-family mortgage

revenue bonds, I felt-at that time,,and still-do, that the set

aside in each project for low and moderate itacome individuals-

was appropriate national housing policy.-.However, there was a

technical provision inserted which must be corrected in order to

provide the means for a very limited Federal subsidy-through
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tax exemption of these bonds-to meet the housing needs of low

and moderate income people as well as to increase the multi-

family housing supply across the country.

My understanding of the intent of the 1980 Mortgage Revenue

Bonds amendments was to insure legitimate public purpose in

return for the tax exemption: namely, to generate expanded rental

supply and to create housing opportunities specifically for low

and moderate income people. The fact that this intent was not

met can be demonstrated as follows

1, As HUD Secretary, it was my firm understanding that the

20-year retention of the low income requirement (as contained in

the three year transitional rule) was never meant to limit the

term of the bond to be issued. Rather, the intent of this temporary

rule was to allow those developers with Section 8 contracts to

issue 30 -year bonds, At the time the initial bill was written in

1979, everyone assumed that the low income units would be subsi-

dized by a Section 8 contract from'HUD which usually run for 20

years, (I can attest to that-by all the communications I received

as Secretary of HUD,) Since many projects at that time were

financed with-30 year tax-exempt bonds, you had the situation

where a developer would be faced with a rental contract covering

only two-thirds or one-half of the 30 year term. Therefore

_-_ Congress intended that the low income requirement need "only" be

met for 20 years when longer term boifdg are issued, But the

actual language says "shall-be 20 years," This means, in the

opinion of most bond counsel, that shorter term bonds cannot be

88-092 0-82- 23
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issued with such a 20 year requirement. Indeed, the fact that

the Section 8 Moderate Rehabilitation Program carries a statutory

15 year subsidy contract flatly contradicts the Mortgage Revenue

Bond's new 20 year requirement.

2. Most importantly, it obviously was never the intent

of Congress to hamstring housing projects meeting the legitimate

public objective of setting aside 20% of their units for low

income families--without Federal rental subsidies--from being

financed with Mortgage Revenue Bonds. Nonetheless that has been

the result of the 1980 law's 20 year term requirement,_and only

"iwo Mortgage Revenue Bonds of this kind have been sold since its

enactment.

Currently, in my own area of New Orleans, two Mortgage

Revenue Bond projects, one involving 1,500 units and the other

400 units, are both well along toward fruition without any

reliance on the Section 8 program. Yet, they can go no further
D

on these projects to fulfill the dire-need for affordable rental

housing unless the technical correction I am recommending today

is made promptly,

These projects will meet the 20% occupancy set-aside for low

income families, and these families will pay only that amount of

their incomes for rent which they would have been required to pay

had a Section 8 contract been employed. Over-all, the'units will

be rented by middle and low income tenants, with no "penthouse

suites for the wealthy."
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With respect to the unwarranted and unintended linkage

bewteen the tax exemption for Mortgage Revenue Bonds and Section

8, it is noteworthy that New Orleans has seen its allocation for

Section 8 new rental construction cut from 1,169 units in 1980

to 649 in 1981, It will undoubtedly be below 400 units in 1982.

The total from these two projects alone would absorb the City's

entire Section 8 allotment--and that was never intended either

by the lenders, the developers, or the Congress,

Indeed, Section 8 new construction is now certainly on the

way out, But the housing needs it sought to serve still remain.

Lsat year Congress determined that Mortgage Revenue Bonds are an

appropriate means to meet this need, and keeping the low income

set-aside requirement coterminous with the length of the bond as

Congress originally intended is the simple correction that is

necessary.

Projects like those in New drleans have been put on hold ever

since the mistaken 20 year term requirement went into effect.

The two year delay we are facing unless Congress acts now certainly

will result in the termination of these projects as well as

hundreds of others throughout the country,

I cannot stress too strongly the need for immediate Congres-

sioiial action on this matter. This Nation faces a critical

shortage of rental housing stock, and the Mortgage Revenue Bond

projects that are on the drawingboard must be freed from last

year's Congressional misstep in order to proceed to construction.

Given this crisis, it would only compound the suffering of lower
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Corrective Amendments

to the

Mortgage Revenue Bond Act of 1980

Two corrective/technical amendments are necessary in order
to allow issuances to proceed. One concerns interpretation of -

the transitional rule expiring on December 31, 1983. The other
is necessitated by recent action in the Budget Reconciliation
Act which redefined HUD Section 8 eligibility.

1. Clarify the length of 20% low-income requirement.
Until December 31, 1983 the 207. low-income requirement (157.
in target area) shall be retained in each project for 20 years.
As of January 1, 1984, there is no term specified and there-
fore would be read to mean the term of the bond no matter how
long or short that might be. The temporary rule was added to
allow those with Section 8 commitments at the time of enactment
to finance with 30 year bonds. However, since most Section 8
contracts are for 15 years, it is preventing issuance of 20
year bonds as well as short-term bonds.

The proposed amendment would eliminate the transitional
rule and require that on all issuances the requirement be ,met
for the term of any rental subsidy contract and when no such
subsidy is utilized, for the term of the bond.

2. .Clarify the definition of "low or moderate income"
to mean 80% or less of the area's median income. The Act
requires 207 (157. in target area) of the units in each project
be for individuals of "low or moderate income". It defines
that income by referring to Section 167(k)(3)(B) of the Tax
Code. In turn, that section refers to the HUD Section 8 program
which at the time of this Act's enactment was 807. of an area s
median income.

However, the recent Budget Act redefined the Section 8
eligibility and now the Housing laws refer to "lower-income"
(80% of an area's median income) and-"very lo-income" (507.
of an area's median income). In order to eliminate such
confusion, Section 103 of the Tax Code should clearly state
that "low or moderate income" means 807. of an area's median
income.
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Draft Corrective Amendments*

- to

Section 103(b)(4)(A) Internal Revenue Code of 1954, as amended

(4). Certain Exempt Activities - Paragraph (1) shall not apply
to any obligation which is issued as part of an issue
substantially all of the proceeds of which are to be used
to provide:,

(A) projects for residential rental property if each
obligation issued pursuant to the issue is in
registered form and if:

(i) 15 percent or more in the case of targeted
area projects,-or

(ii) 20 percent or more in the case of any other
project,

of the units in each project are to be occupied by
individuals of low or moderate income, for the term
of the issue or in the case of units receiving any
federal, state, or local rental assistance contract,
for the length of the contract.

As used in this subparagraph (A) -- the term "indi-
viduals of low or moderate income" means an-individual
or individuals whose income at the time of initial
occupancy is equal to or less than 80% of the area's
median income.

Strike Section 1104(k) of the Revenue Adjustment Act of 1980,
titled "Transitional Rule for Low or Moderate income Require-
ments."

*Underlined words are new language.



AVERAGE INTEREST !RATES FOR TAX EXEMPT BONDS FOR HOUSING

Week of October 8, 1981 *

AAA

10.6 %

10.75%

12.25%

12.80%

AA A

10.50%

11.0 %

12.50%

13.0 Z

10.75%

11.75%

12.75%

13.25%

Note: Most bonds for housing are AA rated.

* As compiled by Shearson-American Express

1 year

5 year

10 year

Long Term'

Co
to
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Senator DURENBERGER. Our next witness is Mr. Witte.

STATEMENT OF WILLIAM WITTE, DEPUTY DIRECTOR, OFFICE
OF HOUSING AND COMMUNITY DEVELOPMENT, SAN FRAN-
CISCO, REPRESENTING THE CONFERENCE OF MAYORS,

.WASHINGTON, D.C.
Mr. WITrE. Thank you, Senator. My name is Bill Witte. I am

deputy director for housing in the mayor's office of housing and
community development in San Francisco, and I am appearing
before you on behalf of Mayor Feinstein and the U.S. Conference of
Mayors. I am also pleased to have the opportunity to share the
podium with my former boss and colleague.___ __

I would like to commend you, Senator,for your leadership on
this issue over the past couple of years, and I think being well
aware of what my colleagues under Mayors Lattimer and Frazier
in St. Paul and Minneapolis have done, as you well know, is
testimony to the fact that cities can be both creative and responsi-
ble in using this financing mechanism.

As with Secretary Landrieu, I am going to focus mainly on the
multifamily side. And I am pleased to see that your bill does
address that. That is clearly the greatest need in San Francisco
which, as you probably know, has the highest housing cost in the
continental United States, and basically no rental vacancy rate.
And I think the most important point here is that we are just
asking for technical clarification, not loopholes, not bailouts, not
additional revenue loss. Much has been made of the notion of local
or State contribution. And I think just for a little perspective,
because it is instructive I think as to what cities are going through
now, I would like to mention a few of the things that San Francisco
is doing in that light.

First of all, we have set aside all publicly owned available sur-
plus land, be it redevelopment, State, Federal, whatever, in the city
for housing. We are giving special priority to any housing that can
be developed for rental or affordable cooperative purposes. We
have put massive amounts of community development money in,
written down the cost of land. We are offering favorable lease
arrangements. We are even building housing on top of three public
parking garages.

In a perhaps more unprecedented move, the mayor has taken a
rather controversial position of requiring commercial office devel-
opers as a condition for going ahead with their office buildings to
build or contribute to housing, for which she has taken a lot of
flak. But the point is that the only thing that is missing now is a
viable financing vehicle. I think we have gotten to the point where
everything else is ready to go.

And to reiterate a point that Secretary Landrieu and others have
made, and that you mentioned earlier, it is critical that this be
done now. And it is not that I do not trust the Treasury. I just
think that you are a little, closer to the issue. There is pent-up
demand, as you know. We have, as I have mentioned, a local
commitment in millions of dollars toward these sites, subcontrac-
tors waiting who are not going to wait any longer. And, again, I
think it is fallacious to consider multifamily housing in the same
category as other classes of industrial development bonds. There is
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lots of precedent throughout various Federal statutes for the public
purpose embodied in that program; The problem again, I think,
here, as has been mentioned, is that the current rule is uninten-
tionally predicated on the section 8 program which will no longer
be around in -a-year, thereby penalizing issuers such as San Fran-
cisco seeking to operate without it; and I might add, we are ready
to move with a project that, as the gentleman from Minneapolis
mentioned, has internal subsidies, where the higher income rents
would subsidize the 20-percent portion. And, again, with a few-
technical corrections, we can proceed without any Federal funds.

And I might add, Mr. Brophy mentioned the section 8 moderate
rehabilitation program and some other HUD programs which have
15-year contracts. We are working with a consortium of commer-

-cial banks to set up a pool of tax exempt financing for moderate
rehabilitation of nonprofit owned residential hotels, many of which
house Indochinese refugees. These could also move if that bond
term were made a little more flexible.

So, again, your bill certainly goes a long way toward helping. We
clearly support, as Secretary Landrieu mentioned, the clarification
of the eligibility, the definition of low income. In fact, our bond
counsel will not write a clean opinion until that is clarified.

We agree that the bond term must be made more flexible. I
would reiterate the point that Secretary Landrieu made. Ten years
is a step in the right direction. The market ought to dictate in
terms of workability perhaps below that what really is appropriate.

I would like to raise one other point that has only been alluded
to previously which is of great importance in California. We have
two projects assisted by the State which you might call limited
equity cooperatives. These are not Park Avenue cooperatives.
Thirty-five percent of the cooperators would be below 80 percent in
median. No one would be more than 120 percent in median. And I
am sure you have seen some of the arguments for considering these-
as multifamily housing. A blanket mortgage. These units are
locked into low and moderate, or middle income affordability for-
ever because of deed restrictions placed in there. They bear far
more resemblance to multifamily than single family bonds, and
nobody I think could question the public purpose.

Finally, I think the National Association of Housing Coopera-
tives has demonstrated that the tax loss to the Treasury in that
kind of a program is less than- even under a multifamily rental.
And we think it can be done through regulation, perhaps with a
directive-from the committee that that be also considered. I thank
you.

Senator DURENBERGER. Thank you very much. I was intrigued by
what you indicated about what the mayor is up to. I was thinking
of the fact that in way out suburban developments we mandate set
asides for parks and open space to save us some money, and in
condominium developments we take care of certain of our transpor-
tation and parking needs. And I suppose this would only apply in
certain kinds of communities. But there is an awful lot or appropri-
ateness to the notion that there are an awful lot of public savings
and energy consumption and transportation and a variety of other
things i bringing the commercial developers in the city area, at
least part way into the business of shelter.
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And I appreciate the testimony from both. of you with -regard to
both the imperatives and some of the logic that is involved in
multifamily.

On the business of the internal subsidization, have you some
notion of the length of the term of the bond that would be neces-
sary in order to internally subsidize without any Federal subsidy
other than the tax-exempt status?

Mr. LANDRIEU. Senator, my guess is that it works somewhere
around 7, 8, 9, 10 years. When you hit 10, you are bumping up
against what I think are the limits. Now, it is anyone's guess as
what the limits are. But it seemsto me it makes eminent sense to
let the marketplace determine that. There are ways in which the
availability of those units can be preserved to that individual who
moves into that unit. It doesn't seem reasonable to say, however,
that if we cannot preserve it for 20 years, either in the name of
this individual or some other low-incomie person, then we don't
want the units built.

The marketplace will respond, but the marketplace cannot be
hampered as it is with that restriction. But we think it will work
with internal subsidy at about 7 years.

If we were to do that, then it seems to me the very least we
would do is produce low-income housing for 7 years. And, hopeful-
ly, others will be coming on stream. And there are even wayj
beyond that in which the individual would not be displaced but
could be protected. That always being the fear that someone would
take advantage of the tax-exempt nature and then not fulfill the
public purpose. But it seems to me the public purposes were filled
by the mere construction of the units, first, and then the preserva-'
tion of that unit for at least the 7-year period. And If the Congress
wanted to go further-and I would not recommend it-but if you
wanted to go further, I would absolutely nail it down. Some other
provisions could be written in for the protection of the individual
rather than the class. But I think it is essential, Senator, that you
do undertake this now.

Mr. WrrrE. Senator, I would just add that the State of California
itself already has passed legislation, Assembly bill No. 665, which
requires the low-income portion staying low income for 20 years. So
we have no choice there.

What is key, and, frankly, -in a strong market like San Francisco,
we feel we can make the deal work there. So that is fine. It may
not be true in Oakland or Detroit. But the important part is that
the market rate portion must, as Secretary Landrieu said, be able
to float with the market. We have rununumbers with developers. It
works at 7 or 8 years. It may work at 10 years. I mean, it is
difficult to set a fixed number.

Mr. LANDRI.U. May I add a statistic, Senator, that you seem to
be-interested in? And I only read two from this sheet, and these
were prepared by Shearson-American Express. If you looked at
AA bonds, which are that classification which covers most housingissues, the difference between a 10-year bond and along term, the
long term being something over 10, but I would take it substantial-
ly over 10, the difference is that the long-term bonds require 13.
percent interest and the 10-year bond requires 12.5. However, when
you get below that 10-year period into the shorter yields, at 5-years.
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it falls all the way down to 11. So the differential between the 10-
year bond and the long-term bond is only one-half a percent,
whereas, it falls off rather dramatically after that. I don't know the
reasons for that; it is just the nature of the market. But I will
submit this for the record. And I think an examination of these
figures would make a very strong argument for something less
than 10 years.

[The information follows:]
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TESTIMONY OF WILLIAM WITTE
DEPUTY DIRECTOR, MAYOR'S OFFICE OF HOUSING AND MMMITY DEVELOP

CITY OF SAN FRANCISCO)
ON HEF OF U.S. CONFM OF MAYORS
BEFORE THE SUB001tfITIEE ON TAXATION N)
DEWT MANAGED T, SENATE FINANCE COM4ITIEE

16 OCIOBER 1981

Mr. Chairman and men trs-of the Cornittee, I am William Witte, puty

.Director for Housing in the Mayor's Office of Housing and ocmaity, Developnent

in San Francisco. I am appearing before you today on behalf of Mayor Dianne

Feinstein and the U.S. Conference of Mayors.

The Conference of Mayors has long advocated a responsible approach to the

issuance of tax-exempt mortgage revenue bonds, as a means by which cities can

fashion efficient and cost-effective housing program without massive involvement

of the federal governments. While the Conference and the City of- San Francisco are

deeply troubled by the impending withdrawal of federal support for low--and

mnoderate-income housing, I appear before you today not to ask for dollars, special

exwptions,- or loopholes; rather, I amn here to reocnend som technical amendments

to, and clarifications of, the Mortgage Subsidy Bond Tax Act of 1980, which, it

enacted would simply enable cities to carry out the provisions of the law. I am

pleased to have the opportunity as well to ocment on S.1656, which I believe

represents an important step toward relieving the problems we currently face.

My testimony today is intended to demonstrate how cities such as San Francisco

are attempting to make creative use of local, state, and private sector resources

to meet increasingly critical housing problem, and how the technical amendments

I will propose will enable those efforts to produce izrdate results without a

drain on the federal Treasury. I will concentrate my ozments on proposed

modifications to the rules governing tax-exerrpt financing of multifamily rental

housing; the Conference of Mayors shares the concerns involving provisions of the

law governing single-family obligations which other witnesses will address in

greater detail. In that light, we support the provisions of S.1656 which
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would apply a "good faith" test to the so-called 95 percent rule, increase

the allowable arbitrage liiit-from one percentage point to one and one-quarter

points, and eliminate the costly and inefficient requirement that bonds be

registered. These technical rnodificAtions would help San Francisco to proceed with

an innovative $60 million single-family issue, in which $20-25 million in corporate
and pension fund- investment would be combined with the ond proceeds to form

a pool of shared-appreciation mortgages for moderate-incaae first-tim horebu.ers,

in the process financing 600 units of ne housing in the city.
I have read a recent report that there is currently an adequate supply of

rental housing in this country, and, therefore, no need for federal support in

this area. yurel. y the authors of this report did notjihave San Francisco in nd

in drawing their conclusions. Consider the following:

1) The vacancy rate for rental units in San Francisco today is under one

per cent. Over 500 lo-incoffe persons with guaranteed certificates

paying market-rate rents under HUD's Section 8 existing program have

been-unable to find housing.

2) The number of households cocpeting for housing in the city increased by

nearly 20 percent between 1970 and 1980. Demographic trends suggest

that this demand will continue to increase through the 1980's.

3) Two-thirds of San Francisco's 670,000 residents are renters. While

increasing homeownership opportunities in the 1970's tended to relax

some of the pressure on the rental market, record-high interest rates

have choked off these avenues, heightening the already fierce coupetion

for rental housing. Similarly, only one nonsubsidized rental 'project

has been built in the city in the last five years, despite the enormous

-and growing demnd.,
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4) With over ten million square feet of comercial office space in the

'pipeline," we expect a steady influx of people who will be working in

those office buildings, and adding to the demand for affordable housing.

These phernmena are not unique to San Francisco. They are occurring in cities

across the country. To gain the proper perspective for the reociTendations

that follow, however, I think it is instructive to look at what we in San Francisco

are doing to help ourselves:

1) Earlier this year, the Mayor asked the City Planning Commission

to inventory and reserve for housing all available publicly owned sites

in the city. We have targeted several of these sites for multifamily rental

and cooperative development. These include three public parking garages on

which moderatt-incane housing would be built. In these cases, we are offering

developers a package of incentives, -clluding land write-downs, density bonuses,

site improvements, and favorable lease arrangements, all at significant cost

to the city.

2) In an unprecedented action intended to address the demand for

additional housing generated by workers in new office buildings, the City

Planning Qmwmissicn is requiring oamercial office developers to build or

contribute toward the construction or rehabilitation of housing as a condition

for approval of their office projects. To date, the Commission has received

co litments for over2,000 units of housing, and direct investments in projects

containing over 600 units.

3) The City has secured state assistance to underwrite the construction

of two mixed-incoie, limited-equity cooperatives, totalling 182 units. One

site is located in a Redevelcp*ent Area, and the other is on surplus city land.

In each case, the city is contributing the land at virtually no cost, in

--rder to produce affordable housing. (Cooperative shares would be offered for

$65,000-$75,000, in a city where median hone purchase prices exceed $130,000)
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The missing piece in each of these instances is a workable tax-exempt

financing vehicle for multi-family housing. -With it, San Francisco could

help to generate over 2,000 units of affordable housing in the next couple

of years. Without it, we will likely remain at square one: a total of 850

units of new housing of 2 kind were started in 1980 in the city.

We believe the following technical awwncments to the Mortgage Subsidy

Bond Tax Act of 1980 could substantially improve the climate for the issuance

of bonds to finance affordable rental and low-cost cooperative housing:

TERM AND APPLICATION OF THE LC4-IN( OCCUPANCY REUJIPEZT

Term of the Bond:

Present Law

Under the Mortgage Subsidy Bond Act 6f 1980 provisions are made to allow

financing of residential rental property under certian restrictions. One

restriction requires that 20 percent or more (15 percent in the case of

targeted area -projects) of the units in each multi-family rental project are

to be occupied by individuals of low or moderate income (using the eligibility

standards of the Section 8 housing program). A provision applying only until

January 1, 1984 requires this low and moderate occupancy rate be for a period

of 20 years. Consequently, the 20 year period applies only to Deceiber 31, 1983,

at which time the Section 8-type occupancy requirement is presumed to be for the

period the tax-exetpt obligations are outstanding.

Problem

Treasury has indicated that it ill interpret this very literally, which

would produce erratic results over the next three years. The impact of such

interpretation and the legislative history suggest that a literal interpretation

was not the intent of Congress:
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The impact of the 20 year requirement will be to inhibit if not eliminate the

availability of any tax-exempt financing shorter than twenty years. For exazle,

if the bonds had a 10 year maturity period, and the low and moderate inoome

occuiancy levels fell below the statutory requirement after the bonds matured,

the anomalous result would be that the bonds would become taxable after maturity.

Not only is this a major departure fram the Internal Revenue Code, but it is

unlikely that bond counsel initially would certify the bonds as tax-exempt

if future unforseeable events could alter that status.

Second, the comittee reports indicate it was intended that financing-for

longer than 20 years would only have to meet the Section 8 test for twenty years

because of the limited availability of Section 8 subsidies. It sees clear that

the intent of 2Cnress in enacting the 20 year requirement was to accommodate

long-term maturities rather than restrict short-term maturities. (Report of the

Committee on Ways and Means of the U.S. House of Representatives on H.R. 5741,

Part B.)
Third, fulfilment of the public purpose-creating low incmxe housing--is

undermined by foreclosing the possibility of those projects which can meet

the 20% low inoome requirement without Section 8. Given the severe cutbacks

in Section 8 subsidies for FY 82 and its predicted demise, modifying the 20 year

requirement for the 20% low inoomne only to mirror tie length of tie Section 9

subsidy would probably mean that no low-income housing would be built under

this program in the near future.

Fourth, the Federal interest is fully protected by shorter term tax-exeapt

financing. Shorter maturities are both at a lower annual as well as cumulative

-cost to the federal goverrimnt. Because there is a supply shortgage of rental

units and small-sized ownership units, shorter maturities should be encouraged

if they result in ne unit construction.
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The effect of literally interpreting the 20 year - 20 percent requirements

and their legislative history indicates some change in the act is desirable.

Solution: The provision in S.1656 which would reduce the required term of

ocpanc to a minimum of ten years, the expiration of a period equal to orn-half

the term of the tax-exempt obligation, or the date on which Section 8 assistance

to the project is terminated, would go a long way toward correcting these

problems. Its benefits would be Aignificant:

1) It would enable cities, such as San Francisco, which are contemplatingi

meeting the 20%/15% requirement without Section 8 assistance to proceed, and

at less cost to the federal government.

2) It would permit tax-exempt financing to be utilized in conjunction with

HUD's Section 8 moderate rehabilitation, property disposition, and loan management

programs, which have 15-year contract terms. These programs are frequently

used to make viable older FHA-insured projects which have either been foreclosed

on, or are threatened with foreclosure, and represent an enormous financial

burden to the federal government.

Again, the key point here is to permit a flexible bond term, not to avoid

the low-inoonr requirement. (California recently passed legislation (A.B.665)

which-would require a 20-year oomaitment for the low-income units). In sum,

this amendment would eliminate the transitional rule, and allow the term of the

bond to be linked to the term of any rental subsidy contract, or permit an

issuer the flexibility of meeting the requirement without federal subsidies.

OcuaM Requi &: S. 1656 does not address a serious constraint in

the Act created by the application of the low-moderate income occupancy

requirement in areas with depressed housing markets and/or heavy concentration

of low-inocrw people. The act again presumes the continuation of the Section 8

program. Without such assistance, few, if any, cities are likely to be able to

finance rental housing,in precisely those neighborhoods most in need of financial

assistance. "



368

The Conference of Mayors believes strongly that it is inequitable

and inappropriate to deny Baltiore, Newark, Detroit, and other cities which

have shouldered an inordinate share of the low-inocum population the ability
to achieve economic integration through tax-exempt financing of market-rate

rental housing. Elimination of the lw-moderate income requirement altogether

in target areas, as defined in the 1980 act, could help redress this imfbalance

without permitting wealthy ocmmunities to avoid tter responsibility to provide

affordable housing.

Lwo-Inociie Tenant Eligibility Criteria: S.1656 would clarify the definition

of lw-and moderate-incme individuals rather than linking the definition

specifically to the Section 8 law. We support this technical correction.

The 1980 Mortgage Revenue Bond Act defines "low inoome" by referring to

Section 167(k) (3) (B) of the Tax Code. In turn, that section refers to the HUD

Section 8 program definition as embodied in the Housing Act which, at the

time of enactment of the 1980 Mortgage Revenue Bond Act, was 80% of an area's

median income.

However, the FY 82 Budget Reconciliation Act enacted this year changes the

present Section 8 definition for "low income" from 80% of local median income

levels. The new formula contains a definition of "low income" as 50% to 80%

of the median, and "very 1w income" as less than 50% of the median. For Section 8

projects, 10% of the tenants must be low income and 90% very low inome, but the

formula must be implemented nation-wide (i.e., the requirements need not be

fulfilled project-by-project but merely in term of the national aggregate).

Although there is conference report language indicating that these new

eligibility requirements are not to apply to the Mortgage Revenue Bond program

(it would be impossible to administer for Mortgage Revenue Bonds generated by

dozens of state and local governments), the Internal Revenue Code was not amended

to reflect this intent.

88-0M 0-82-24
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The law must be clarified for the local and state application of

Mortgage Revenue Bonds. Currently, most bond counsel are reluctant to

give a "clean" opinion on certain multifamily financings without this

clarification..

BIANM MORIGAGE LIMITED) EQUITY (OOPERATIVS

In high-cost areas such as San Francisco, we have sought an alternative

means of providing long-term affordable housing through the development of

cooperative housing which has legal restrictions on limits on the appreciation

a share-holder can obtain upon sale on transfer of a coop. share.- These

projects have been considered as rental housing both by HUD and the State of

California. We strongly believe that the IRS should accord them similar

status, for purposes for tax-exempt financing. As exemplified by our two

projects in San Francisco, the reasons are as follows:

1. 1%3 mortgage is blanket; i.e., covering all cooperators.

2. Thvre is financial interdependency between the cooperators; i.e., the default

of a few will affect all the other shareholders.

3. Cooperators normally have equal voting rights; i.e., one share-one vote,

as opposed to proportionate interests based on market value or square footage.

4. Wae subscription fee is low; e.g., 2-3%, and can approximate the up-front-

payments on a rental for first-and-last-onths' rent plus' damage deposit.

5. Under Section 216 of the Internal Revenue Code, a cooperator may receive

a distributive share (various meth9ds are used) of the exemption for real

property and interest expenses. However, the exemption is granted to the

association since it pays a single tax bill on a single assessment and,

similarly, interest on one note.

a) In San Francisco's case, the-benefit of the interest and real-property

tax passback is particularly slight since the inocne-tax brackets of

the residents are low:
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Partially assisted - Inccme may not exceed 120% of median income for

the San Francisco Bay Area

Fully assisted - Wo-thirds cannot exceed 50% of median inxum

One-third cannot exceed 80% of median income

6. Limited - or structured-equity co-ops are specifically structured by

by-law-to virtually eliminate speculation and thus to retain housing in the

original condition of truly low-and moderate-income. The greater the

restriction, the more the co-op becomes a de facto rental, subject to the

all-inportant long-term right-of-occupancy.

In closing, I Wbuld like to leave the Camittee--with a number of

observations. First, we are all hoping that the various fiscal and

monetary policy initiatives bear fruit in the form of lower interest rates

in the short term. I can assure you, however, that we cannot afford to wait

any longer, and the pride of inaction -- unet and growing demand for

housing, loss of constructiOn jobs and local revenues, and the cost of

construction and related industry equiprent and inventory lying follow--may

result in no recovery at all. That collective cost will exact an enormous

toll in both human and political capital.

Second, I reiterate that we are not asking for bail-outs or hand-outs,

only that cities be given a change to operate within the spirit of the

law. The technical corrections we recwmrnd can provide that opportunity.

I appreciate the opportunity to appear before you today. I would be happy

to answer any questions the Oommittee may have.
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Senator DURENBERGER. I take it there is some kind of a time-
frame on that exhibit, so we would be happy to have it made part
of the record. -

The last question of both of you relates back to single family.
And I appreciate your concentrating on the multifamily in your
presentation. But just your impressions, and I suppose particularly
yours, Mr. Secretary, in light of your past experience to the need
for the changes in the good faith part of the revenue bonds and the
arbitrage section, some reactions to them.

Mr. LANDRIEU. Senator, I wish I could help you with that. I don't
feel that I am knowledgeable enough in those fields or current
enough to be able to be of any assistance to the-committee on those
points.

Senator DURENBERGER. All right. Mr. Witte?
Mr. WiTrE. Senator, we do have a single family issue in process

very similar to Minneapolis/St. Paul's program, which would com-
bine corporate and pension fund investment on top oYthe bond
proceeds for shared appreciation mortgage programs.

Again, I think that is not an issue that varies from city to city or
State to State. It is clear, particularly to us, that the 95 percent
was clearly a problem, though we would not be the ones who
enforce it. We could not get any of our local savings and loans to
service this program until that was cleared up. So that I can tell
you.

The arbitrage, again, I think is clearly a problem across the
board. I don't think San Francisco has anything unique to add in
that sense.

Mr. LANDRIEU. Senator, may I just bring you back for just one
moment to the multifamily issue and point out that there are two
projects in the State of Louisiana that are prepared to move for-
ward and will be built providing 20 percent for low and moderate
income if this technical change could be made. And I am sure there
will be many, many others to follow. So it isn't just a question of
theory. It is a fact that we can build some low- and moderate-
income housing between now and 1984 if that regulation which was
intended for another purpose will clarify them.

Senator DURENBERGER. Well, if 15 billion was a conservative
market a year ago, I can imagine what it is tpday. And if 45
million is the actual by comparison, I am sure that you don't even
have to prove to the record the pent-up demand that is out there.
And I do appreciate the time that you have taken to prepare for
today for your testimony. Thank you very much. The hearing is
adjourned.

[whereupon, at 12:47 p.m., the hearing was adjourned.]
(By direction of the chairman the following communications were

made a part of the hearing record:]



367

State of Wisconsin\Le s., .Dd'ey!.o...

0w,~tnOnv r.

DEPARTMENT OF VETERANS AFFAIRS
77 North Dickinson Street Madison WI 63702

October 14, 1981

LMR:strThe United States Senate
Committee on Finance
Subcommittee on Taxation and Debt Management
Senate Office Building
Washington, D.C. 20510

Attention: Mr. John Coldin

Dear Sir:

Enclosed you will find 100 copies of the comments of this department relative
to Section 103A and IRS Regulations pertaining thereto.

If you have questions, please call me at 608/266/5567.

Sincerely yours,

DEP R5 OF VETERANS AFFAIRS

Lawene M. Rilly /
Assistant to SecretaW for Housing

Enclosures

John R. Moses
Secretay
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Comments of the State of Wisconsin, Department of Veterans Affairs,

Relative to Section 103A and IRS Regulations Pertaining Hereto

The Wisconsin Department of Veterans Affairs (WISVET) was established as a

separate state agency in 1945 to consolidate all state veterans' programs within

a single agency. The department administers all state benefits to veterans and

assists veterans in filing and pursuing-claims with the Federal Veterans Administration.

The department may, among other things, make economic assistance loans, home

loans and educational and emergency grants...

The Wisvet Direct Home Loan program has provided more than 37,000 mortgage loans

to veterans in Wisconsin. It has been funded by one billion dollars in general

obligation bond proceeds, by revenue bond proceeds and by recycled funds, to a

total of over $1,178,000,000.

Wisvet is presently operating a revenue bon4dfunded qualified mortgage loan

program, supports California and Oregon in their opposition to the regulations

in their present form and very strongly supports the request by Oregon and

California request for a change in Section 103A which would eliminate the Bond

Registration requirement.

The department has many concerns with the regulations which relate to the restrictions

imposed on qualified mortgage revenue bond funded programs.

We feel that Section 103A attempted to inhibit the issuance of housing subsidy

bonds primarily through the purchase price limitations, prohibitions against

refinancing, priority to first time home buyers and related controls and, of
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course, through an overall control on the total amount of dollars in bonds which

could be issued by a state and by local governments within any state, and that

residence and purchase price requirements should be considered satisfied if an

issuer establishes that the property being purchased meets the purchase price

requirements and that such property will be used primarily for the purpose of

providing a principal residence for the mortgagors.

We are, therefore, especially concerned with restrictions on the amount of land

which"may be Included with a residence to be financed with bond proceeds, the

apparent blanket prohibition against the financing of a primarily residential

unit, a portion of which will be used for business or commercial purposes, and-

the prohibition against using any bond proceeds for the acquisition of personal

property.

EXCESS LAND

We propose that the regulations be amended to permit the acquisition of land

%ith a residence without limitation on the amount of such land, provided that

the value of the dwelling unit exceeds the value of the land and that the applicant

for a loan certifies that such land will not be used for farming or commercial

purposes.

In the alternative, it is requested that the regulations specify a maximum size

lot, e.g. one acre, which could automatically be purchased by a borrower on the

basis of a borrower's certification that the land would not be farmed or used

for commercial or business purposes.

q.-~ p~i .. .
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If the issuer would be able to rely on such certifications in all cases involving

lots of less than the maximum.size permitted to be automatically approved by the

IRS, it would relieve the issuer and its agents of the almost impossible task of

determining whether applicants for loans who are purchasing residences located

on other than minimum sized lots are acquiring more land than is reasonably

necessary to maintain the livability of the residence.

BUSINESS USE OF PROPERTY

We also request that the reulations be amended to permit the use of a property

for commercial or business purposes if the primary purpose for the acquisition

of the residence is to provide housing for the loan applicant and the loan

applicant's family. We feel that the regulations, al presently interpreted by

bond counsel, discriminate unfairly against Avon ladies, Amway distributors,

outside salesmen, and others who use a small portion of their homes for business

or commercial purposes, either in conjunction with their principal employment or

to provide incidental income, and request that the regulations be amended to

permit applicants, who will use the majority 6f the properties purchased with

qualified mortgage bonds for residential purposes, to qualify for loans on such

* residences.

If it is felt that blanket permission in thq regulations for businesses in

primarily residential units would not be supportable, we would have less objection

to the regulations if they specified that residences to be purchased with qualified

mortgage bond funds could not contain commercial or business units which would

be open to the public and from which the purchasers of the properties would

directly transact business with the public, but specifically permitted other

business uses of such residences.
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PERSONAL PROPERTY

Although the department insists that any personal property of"value which is

included with a residence be appraised and paid for by a borrower in addition to

the borrower's required down payment, we have found that most personal property

used solely for residential purposes usually has very limited value, and we have

been amenable to accepting statements of "no value" in relation to such property

from lenders and sellers. In addition to operating loan and grant programs, the

department also operates the Wisconsin Veterans-Home and has been responsible

for disposing of the personal property of members admitted to this facility. We

have received very limited sums for furniture of such-members sold to second-

---hand furniture dealers, and the most we ever received for the complete furnishings

of a household, including furniture and appliances, was slightly under $500.00.

Insofar as conventional sales of homes are concerned, most items offered to be

left by sellers are items that they do not wish to move or would have difficulty

moving. One example of such items might be a free-standing workbench with saw,

or a drill press, or other items attached, which may have beW-a factor in sale

. the house to the prospective buyer, but which could-not have been moved

without being dismantled. Another example might be inclusion of a large, free-

standing, two-year-old freezer with a depreciated value of over $400.00 which

-was locatd-lithe baisent of a house sold. The seller had constructed a

recreation room in the basement, and enclosed the stairwell. In this case, both

--. -the -doorway to the recreation room and the enclosures to the stairwell would

have had to be knocked out and replaced in order to remove the freezer, at a

cost greater than the value of the freezer so the freezer was "thrown into" the

deal. . .. . . ..

.. -~ -
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Further, when free-standing furniture or appliances are sol4,with a home, they

are usually items which the seller will not be able to u-s at his future location

and are not separately considered or valued in determining the-sales price of -

_Ahe house, but, rather, are merely incidentals which the seller hopes will

enhance the saleability of the house. To require the separate valuation of such

items and the sale of such items by instruments separate from the purchase

agreement for the residence would invite subterfuge and circumvention-of the

purchase price requirement, cause headaches for both the issuer and real estate

appraisers, who are not experts in the appraisal of personal property. In our

opinion, the regulations should provide for the permitted inclusion of such

items in the purchase price.

For example, the department, which has operated its home loan programs under

purchase price maximums for many years, enacted an Administrative Code rule

which states, among other things, that drapes will not be considered personal

property. This provision was enacted in order to prevent circumvention of the

purchase price limitations because it was felt that veterans should not be

permitted to circumvent the statutory cost maximums by purchasing draperies, for

say $500.00, while paying the statutory maximum for their residences. However,

drapes are not fixtures under the regulations in state law and it would therefore

appear that the circumvention of the purchase price limits under Section 103A

would be possible if buyers agreed to pay the sellers the appraised value of

drapes in addition to the maximum purchase price of the residences permitted

under Section 103A.

At the minimum, we request that the regulations be amended to state that any

down payments made by borrowers will be presumed to cover the value of any

personal property included with a residence and if a clearer statement of what

S
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constitutes excess land is not incorporated in the regulations, the value of any

excess land included with a residence, so that we will not be faced with the

possibility of a non-complying loan on the basis that qualified mortgage bond

proceeds were used for the purchase of personal property or excess land, even

though the value of the qualifying residence purchased by the applicant, exclusive

of excess land and personal property, clearly exceeded the amount of the qualified

mortgage loan because the borrowers' down payment covered the value of such land-

and personal property.

ASSUMPTION SALES

When a property is sold under a land contract, which is a contract pursuant to

which possession and the benefits and burdens of ownership are transferred

although legal title is not transferred until payment in full of the land contract

balance, the land contract purchaser almost never assumes and agrees to pay the

mortgage or make payments directly to the mortgagee. We request that the regulations

be amended to state that a sale on a land contract where the purchaser had no

direct liability to make pay ments. on the mortgage not constitute an assumption

sale under Section 103A.

We request that the regulations be amended to state that qualified mortgage

loans may also be assumed by the heirs of deceased borrowers and. by the divorced

spouses of qualified borrowers who are awarded properties in divorce decrees on

which there are qualified mortgage loans whether or not such spouses or heirs .

qualify as-eligible persons under Section 103A.

FinaUy,.we request that the regulations permit the origination fee charged for

processing an assumption sale to be disregarded for the purpose of computing the

effective rate of intl.qpt on the mortgages.
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RESIDENCE REQUIREMENT

Many circumstances could prevent the occupancy of the residence as the borrower'o

principal residence, such as the death of the borrower after closing and before

anticipated date of occupancy, termination of the borrower's employment and the

obtaining of new employment during said period, the grave illness of the borrower's

-- parent which results in the borrower moving in with the parent instead of occupying

the property, the death of the borrower's parent making another residence available

for occupancy preferable to the one purchased with bond proceeds, the death of

the borrower whose income was being relied upon to make payments on the mortgage

necessitating the resale of the property because payments could not be made on

the property on the co-borrower's income, discovery by the borrowers that their

children could no longer continue to attend school at a desired place of instruction,

the partial or total destruction of the residence by fire, tornado, etc.

We, therefore-,-request that the regulation specify that if the intent of the

borrower to occupy the residence at the time of the closing of the mortgage loan

is established to the-satisfaction of the issuer and the borrower's reason for

failing to occupy the property within such reasonable period is found acceptable

to the issuer, that the loan be treated as a loan which complied with Section

103A on the date the mortgage was executed.

95% RULE

If the issuer in good faith attempts to meet all requirements of Section 103A

before qualifing housing bond financed mortgages are executed, and any failure

of the mortgage loans to meet the requirements of Section 103A is corrected by
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accelerating the balances due on such loans and instituting foreclosure actions

thereon or by eliminating such loans from the qualified mortgage bond loan

portfolio, we request that the regulations provide that:

1. The "correction" or "cure" required by Section 103A has been accomplished;

and

2. The loans be considered to be loans which were in compliance with the

requirements of 103A at the time the mortgage pertaining thereto were

executed.

DURENBERGER BILL

We request thaXt Section 3 of the bill be amended to provide coverage of all

mortgage loans made after its effective date.



376

Taxation and Debt Management Subcommittee of the Senate Finance Committee.

Testimony of Colonel Gary E. Lockwood

President, Oregon National Guard Association

Executive Oficer, Oregon Military Department

State Judge Advocate, Oregon National Guard

I am testifying in the dual capacity as-the Executive Officer of the

Military Department of the State of Oregon# my full-time position, and as

President of the Oregon National Guard Association, an Oregon non-profit

corporation whose membership includes all Oregon National Guard officers and

warrant officers who are in the active National Guard, and inactive and retired

officers and warrant officers of the National Guard.

The Oregon National Guard is very much a part of the "Total ForceO of the

United States Armed ?orces. The 41st Infantry Brigade serves as a "roundout,

Brigade to the Army's 7th Division located at Fort Ord, California. On

mobilization, this unit would report directly to Fort Ord for deployment with

the 7th Division. Other Army Guard unit havaL similar mobilization respQnsi-

bilities. On the Air Guard side, we have a continuous air defense mission as

part of the 25th NORAD mission. The Oregon Air National Guard's 142nd Fighter

Interceptor Group, based in Portland# Oregon, maintains four F-4 aircraft on

constant alert. Two aircraft are on alert in Portland and two at Kingsley

Field, Klamath Falls, Oregon. The Air National Guard has other units which also

are an integral part of the Air Force's mission for defense of the United States

and for support of the Air Force wherever it may deploy.

j
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This background information is provided to show that the National Guard,

both Army and Air, is a part of the front-line defense of this nation and repre-

sents approximately 50 percent or more of the combat strengths of the Army and

Air Force.

In order to recruit and retain qualified personnel in the Oregon National

Guard, incentives are necessary. The first priority for incentives is a home

mortgage program for Guard members. At the present time, legislation is being

drafted to include National Guard as eligible persons under the Oregon

Department of Veterans' Affairs Home Mortgage program. Legislation was intro-

duced in the 1981 Session but was not moved from committee due to the problems

concerning the definition of "Veteran" under the Temporary and Proposed Single

Family Mortgage Subsidy Bond Regulations. These regulations, at page 77

(Section 6a.103A-3(c)), defines Veteran as follows: "(c) Veteran. The term

"veteran" shall have the same meaning as in 38 USC 101(2), that is, a person who

served in the active military, naval, or air service and who was discharged or

released therefrom under conditions other than dishonorable."

Title 38 USC-does not define active service but it does define active duty.

Subsection (21) of 38 USC 101 defines active duty as: "(A) Full-time duty in the

Armed Forces, other than active duty for training, ... "

Active duty for training is defined in Section (22), 38 USC 101, as

follows: 0(22) The term 'active duty' for training means ... (C) in the case of

members of the National Guard or Air National Guard of any State, full-time duty

under Sections 316, 502, 503, 504, or 505 of Title 32, or the prior correspond-

ing provisions of lawl and (D) authorized travel to or from such duty ...*

National Guard members, both Army and Air, who do not have prior military

service are required to perform "ADTO active duty for training for periods of

approximately 120 days or more. This period includes basic training and

Advanced Individual Training. This training is under the provisions of 10 USC

672(d). It appears Chat neither 3_8 USC 101 subsection (21) "active duty" or

subsection (22) "active duty for training" includes-thLs 10 USC 672(d) service.

Section 672 of Title 10 USC is termed active duty.

It is my opinion, based upon the definitions of *veteran" is set forth in

38 USC 101, that National Guard members who do not have prior active military

service, would not be considered as Oveterans."

2
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It should-be noted that National Guard members who are permanently disabled

or killed in the line of duty and while serving under 32 USC 502, 503, 504 and

505 and under 10 USC 672(d) are eligible for Veterans' Administration benefits

under Title 38 USC. This means that for some purposes this service is qualify-

inj for veterans status, but for purposes of the Omnibus Reconciliation Act Of

1980r it is in doubt.

The possible solution to the problem of the restrictive definition of
*veteran" are as follows:

1. Totally exempt State Veteran Mortgage Programs from the Omnibus

Reconciliation-Act of 1980.

2.- Allow each State Department of Veterans' Affairs to define

qualifying Oveteran."

3. Amend the definition of *veteran' to include service under the

provisions of 10 USC,672(d), or in the alternative to include language which

broadens military service to include full-time duty and full-tinme active duty

for training in the Armed Forces.

4. Amend 38 USC 101 subsection (21) by deleting the words mother than

active duty for training.*

I sincerely appreciate the opportunity to present this testimony. The

clarification and/or expansion of the definition of Oveterang to include

National Guard members who have performed service under 10-USC 672(d) will allow

for providing Oregon Department of Veterans' Affairs home mortgage loans to

Oregon National Guard members and thereby greatly enhance our ability to recruit

and retain qualified personnel.

Respectfully submitted,

COL M~

executive Officer

- 3
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-STATEMENT BY-

NATIONAL LUMBER AND BUILDING MATERIAL DEALERS ASSOCIATION

ON

S. 1348

PROPOSED AMENDMENTS TO

INTERNAL REVENUE CODE OF 1954

CLARIFYING REQUIREMENTS OF

MORTGAGE SUBSIDY BOND PROGRAM

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT-

OF THE COMMITTEE ON FINANCE

UNITED STATES SENATE

OCTOBER 16, 1981

.- 802 0-82-25
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1.

The National Lumber and Building Material Dealers Association (NLBMDA)

appreciates the opportunity to present our views on S. 1348, the proposed

amendments to the-internal Revenue Code of 1954 and the Mortgage Subsidy Bond-

Act of 1980 as included in the Omnibus Reconciliation Act of 1980. NLBMDA

congratulates the subcommittee for its hearings and concern on this significant

issue. NLBMDA believes it is important for Congress to consider immediate

legislative remedies to the stalemate conditions that exist in the tax-exempt

mortgage bond program. A workable and fair tax-exempt mortgage revenue bond

program is essential to all segments of the shelter industry, especially during

the times of reduced construction activity and high costs of housing credit

-which our nation is currently enduring.

NLBMDA is a national trade association, consisting of twenty-five

affiliated federated regional, state and metropolitan associations of retail

lumber and building material dealers. These dealers, totalling some 15,000 in

all parts of the nation, supply building materials to the home building, general

contracting, remodeling and building maintenance inudstries, and to the general

public. The retail lumber and building material industry represents in annual sales a

$25 billion business and is an essential segment of the Aierican home building

industry.

However, present conditions are far from satisfactory. A recent poll

taken among our 15,000 member dealers indicated that our normal material business

sales activity is down 20 percent compared Vo 1978 and the level of employment

in our retail stores has been reduced by 15 percent. Fully 61 percent of our

dealers are experiencing reduced activity, especially in the field of contractor

(home builder) activity-- once the "bread and butter" segment of NLBMDA members'

retail operations.

A major negative contributing factor to the effects of inflation, high

supply and labor costs, and record level interest rates, both mortgage and com-

mercial rates, to our-lumber and building material dealers is the fact that at
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the present time there is no tax-exempt mortgage bond program. Before 1980,

during economic downturns, the mortgage bond program provided a considerable

construction "back stop" for our shelter-industry. This alternative financing

method for new home construction represented a $10 billioD a year pTogra 6, -.

certainly a.not insignificant source of capital for the battered housing industry.

_ sultof the recent law, the Mortgage Subsidy Bond Act of 1980, th-e

utilization of the mortgage bond program to serve as an important financing

option isno longer available. With this significance of the mortgage bond

program to the housing construction in mind, it is easy to understand that no

other piece of legislation before Congress this session would have a more immediate

and beneficial effect on the currently depressed home building industry than-

approval of S. 1348.

The Mortgage Subsidy Bond Act, as included in the omnibus Reconciliation

Act of 1980, legislated numerous restrictions on the mortgage bond program. Per-

haps the most restrictive aspect in the new law is the sunset provision which ends

the tax-exempt feature for the qualified singlerfamily mortgage bond programs

.pn December 31, 1983. During Congress' deliberations on the issue, NLBMDA

supported the general characteristic of the 1980 law which targeted the tax-exempt

subsidy feature of these bonds to low and moderate income Americans and to certain"

designated areas. However, NLBMDA believes that several provisions of the new

mortgage bond law unintentionally exceeded Congress' original purpose on the issue

and, in fact, the resulting structure of the new law made the mortgage bond pro-

gram unworkable. Ze structural problems with the 1980 Act were not alleviated

when several months after the legislation had been approved by the 96th Congress,

the Treasury-Department issued mortgage revenue bond regulations. The Treasury

Department regulations did not solve the major "workability" problems which

effectively block the issuance of new bonds. Therefore, since the Congressional

approval of the Mortgage Bond Subsidy Act of 1980, no new mortgage bonds issuance

have been issued.

-N
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The present unworkable character of the mortgage-bond program is especially

onerous to single-family home financing (which is the type of housing that NLBMDA

is primarily concerned about today during these hearings) becaur-. the authority

to utilize mortgage revenue bonds for single-family financing termin..tes at the

end of calendar year 1983. By not having a usable single-family mortgage bond

program in place for calendar year 1981, fully one-third of the available legis-

lative authority is lost.

Clearly, it was not the intent of Congress to end-the tax-exempt mortgage

bond program for single-family housing bef December of 1983. The deliberations

and legislative activity on this ue were aimed toward targeting the benefits,

and restricting the u ut never to terminate the entire program. With this

salient po in mind, the legislative proposal before us today, S. 1348, takes

an emergency characteristic and entails mostly technical changes to remove the

unnecessary regulations and inconsistencies that have effectively stopped the use

of these bonds. NLBMDA-heartily endorses the legislation and makes the following

sirgle-family recommendations which ammend these no-go provisions in the existing

1980 Act.

1. 95 PERCENT TEST - Present law requires that at least 95 percent of

proceeds of the bonds be devoted to mortgages which meet all of the

numerous "targeting" requirements or ethe entire mortgage bond issue will

become taxable. The regulations require that for each mortgage financed

from the bond issue which fails to meet these requirements, the puttion

of the proceeds represented by each.such mortgage will be cumulatively

measured against the five percent allowable error margin. As the law

currently reads, errors associated with each mortgage financed from the

issue, even if corrected, still apply to the overall five percent error

margin. This 95 percent test is the primary obstacle for a workable bond

program because under these circumstances bond counsels are unable to
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render unqualified tax opinions.

N1.81DA ondaeses this section of S. 1348 which eliminates the 95

pervont rule and in its place requires a bond issuer to act in good faith

in attomptIng to mwet all existing requirements before the mortgages

arc executed. Any failure to meet the targeting requirements should be

allowed to be corrected within a reasonable period after such failure is

first discovered. At tho very least, the 95 percent requirement should be

ammended to allow for this correction so that the requirement is not

cumulative.

2. ARBITRAGE - In the Mortgage Subsidy Bond Act of 1980, Congress addressed

the issue of the "spread" between the yield on the bond and the yield on

the obligation acquired with the proceeds. Current law limits this spread

to one percent and effectively created a new class of tax-exempt obligations

which have been singled out for discriminatory arbitrage treatment. Housing

bond issuers must comply with this restrictive and complex one percent

arbitrage rule, and yet it does not apply to any other tax-exempt issuers.-

As a result, the only issuers who can afford this restrictive one percent

limitation are those who can commit substantial outside funds to support

the mortgage bond issue. This is clearly inequitable for mortgage bond

issuing agencies which do not have substantial reserves or who are rela-

tively new to mortgage bond activity.

The needed percentage increase over the currently restrictive one

percent requirement depends largely upon the condition of the issuing

agency. There is unsure evidence whether, tor example, an increase to

a 1.25 spread is large enough to permit small or newly established

agencies to utilize the mortgage bond program. Because of this uncer-

tainty, NIJBMDA concurs with the language in S. 1348 and recommends, at a

minimum, an increase to 1.50 percentage yield from 1 percent for issuers
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to comply with the program. NLBMDA further recommends that Congress

carefully monitor whether this 1.50 percentage yield is, indeed, too

restrictive for smaller agencies and that further increases of the per-

centage yield if needed, be permitted at a later date. We believe that

our recommendations for an increase to 1.50 percentage spread is the

absolute minimum increase to make the program workable once again on

a nationwide basis.

3. RESERVES - Current provisions of the Mortgage Subsidy Dond Act of 1980

now place an issuer of These bonds in a-position where it may be forced

to liquidate investments at a substantial loss even if this would result

in a default on the bonds. This could occur even when the issuer has

available substantial amounts of investment earnings. NLBMDA supports

the provision in S. 1348 which would permit the issuer to use earnings

to offset the loss or to continue to hold the investment until it may

be liquidated without a net loss.

4. PRIOR RESIDENCY REQUIREMENTS - Current law limits participation in a

tax-exempt mortgage bond program to persons who have not owned a principal

residence within the past three years in non-targeted areas. NLBMDA

believes this requirement to be overly restrictive for those persons

who live in sub-standard housing or where the owner ic displaced from his

prior residence by governmental action or natural calamity. Therefore,

NLBMDA recommends that the prior residency requirements be ammended to

permit previous owners who fall into these categories of sub-standard

housing, federal displacement and natural disaster, be permitted to partici-

pate in the mortgage bond program, as proposed in the legislation S. 1348.
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5. REGISTRATION REQUIREMENTS - Unlike other tax-exempt bond issues,

Congress required housing bonds to be registered in an effort to further

monitor their uso. However, the net effect of this requirement simply

adds further administrative costs and burdens whil. "onsiderably hampering

the housing programs designed to meet lower income families. This

registration requirement acts in a discriminatory fashion and until such

time as Congress decides to register all municipal bonds, the registration

burden should be eliminated. As proposed in S. 1348, NLBMDA recommends

the elimination of all registration requirements for mortgage revenue bonds.

The inactive condition of the mortgage revenue bond program can be immedi-

ately remedied by quick Congressional approval of S. 1348 as introduced by Senator

Sasser of Tennessee. This legislation is non-controversial and does not make sub-

stantive changes to existing law. Its technical corrections nature does not

change the original purpose of the 1980 mortgage bond legislation passed by

Congress.

Swift approval of S. 1348 is of the utmost importance to our lumber and

building material dealers.* The legislation is urgently needed because of record

high interest rates which have made it impossible for the average American to

afford a new home using available conventional mortgages and because the current

economic realities which are faced by the entire shelter industry. Unless some

immediate relief, as formalized in S. 1348 is enacted, many of these type of

businesses will simply be unable to survive today's economic conditions. The long

term effect of a substantial number of shelter industry failures would prove

disastrous for the home buying public and to the American economy as a whole.

Although passage by Congress of the proposed amendments to the mortgage

bond program would not solve all of the problems associated in the home construction

industry today, the enactment of S. 1348 would be a significant step in the right

direction and would demonstratethat Congress and the President are indeed concerned

with the question, "Where will our children live?"
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Senator Robert Packwood
Chairman Subcommittee on Taxation
and Debt Management
Room 2221
Dirksen Senate Office Building
Washington, D.C.

Dear Senator:

I have been advised that on October 16, 1981 your
committee will consider SB #608, SB #1479 and SB J1580 which
will amend the Internal Revenue Code to permit the expenses
and fees paid to an adoption agency to be deducted as an
itemized expense on an individual tax return, form 1040.

As legal counsel for Adopted Couples Together, Inc.,
I would like to see some deduction permitted. It would seem
to me that the expense of an adoption is equivalent to the
expense of a birth and to the extent that the expense of a
birth is deductible, there exists a discrimination against
an adoption.

Equity should permit the treatment of a fee paid an
agency, and in particular where some of the fee is used to
support the natural mother during her pregnancy, to be deducted
in the same limitations as the medical expenses that-would be
incurred in this situation.

While some of the above number bills go further in their
economic impact, our organization would be satisfied with the
minimum I have stated above. It would appear to me that the
impact of this minimum proposal on government revenues would
be very small.

Please read my letter into the record at the hearing.
Thank you for your cooperation in this matter.

Cord l

;lb-ert E. Ahrens

REA/Jbd

cc: Senator Russell B. Long
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TESTIMONY OF THE HONORABLE SILL GREEN,
BEFORE THE SUBCOMMITTEE ON

TAXATION AND DEBT MANAGEMENT OF THE COMMITTEE ON FINANCE
UNITED STATES SENATE - OCTOBER 16, 1981""

My name is Bill Green. I am gratified to meet with you and.

to have an opportunity to testify on S. 1656. As many of you

know, I have long been involved in the housing field and

interested in its success and its problems; originally as a

staffer and then an Assemblyman in the New York State

legislature, then as a Regional Administrator of the Department

of Housing and Urban Development, and since entering the House

of Representatives, as a member of committees which are involved

in the housing area.

I want to express my strong support for responsible initia-

tives to encourage the increased production of multifamily

housing with the use of tax exempt financing. I believe that the

continued use of tax exempt obligations to provide funds with

which to make mortgage loans for multifamily rental projects is

crucial to our continuing ability to provide decent and afford-

able housing to low and moderate income individuals in this

country.

The Need for More Rental Housing

In a sense, I speak to a quite simple proposition. For a

number of years, the primary catalyst for the production of

assisted multifamily housing has been the Section 8 program.

What we have seen, of course, and the reasons have been

documented at length elsewhere, including a number of Congressional
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hearings, is a steady reduction in the number of Section 8

units requested in the budget. In recent years the numbers

requested have decreased and the numbers approved have been

even lower.

The bottom line certainly does not change the picture. As

you know, the Carter budget request for fiscal year 1982 was to

fund 260,000 Section 8 units; the revised Administration request

was for 175,000 units; the reconciliation process resulted in

153,000 units. We are obviously seeing the extinction of

Section 8 as a housing production vehicle. Few knowledgeable in

the area envision the program's continuation beyond 1983 and it

is likely that we will see no new and substantial rehabilitation

Section 8 units funded after fiscal year 1982. My point is,

however, that we are not dealing with 1983. For the present,

multifamily rental housing is almost entirely dependent upon

Section 8 assistance. My city and my constituents need workable

solutions now. The situatLon has changed considerably even

sinde the passage of the Mortgage Subsidy Bond Tax Act of 1980

(the "Act").

I do not believe it was the intent of that legislation to

choke off multifamily production altogether and we should not

and cannot allow this to occur. Before I pursue these points

further, I think we must examine the real issue here -- the

need for multifamily housing production. I think there is

little dispute that under current laws production has not

occurred at even minimally reasonable levels.

-2-
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Because Anthony Gliedman, Commissioner of the Department of

Housing Preservation and Development of the City of New York and

Chairman of the New York City Housing Development Corporation has

submitted a statement which addresses, at least briefly, the

needs of New York City, I would like to discuss the national

problems affecting multifamily rental housing.

Perhaps the first major analysis of what has come to be

called the rental crisis appeared in a report of the General

Accounting Office in November, 1979. It laid out the following

picture, to which I have occasionally added some current figures:

- Slightly over a third of American families live in

rental housing.

- Production of new rental housing has decreased sharply,

and most increases in-'the late seventies reflect the

increased numbers of federally subsidized units.

- A national vacancy rate of about five percent barely

meets the level permitting population mobility; vacancy

rates are much lower in certain areas, and are at about

half that percentage for larger units needed by families.

(Recent figures from U.S. Housing Markets/Advance Mortgage

Corp. indicate between the first half of 1980 and the first

half of 1981 rental vacancies declined by a further 160,000

units.)

- One third of renters in 1979 paid more than 35% of

their income for housing costs.

- Sharply rising home costs and interest rates not only

-3-
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preclude home ownership for moderate income renters, but,

with the average median sales price for an existing home

now over $67,500, numerous "plan to buy" Americans find

themselves instead in frustrated competition for adequate

and affordable rental housing.

- The report concludes "Our Nation's rental housing

market has reached a crisis stage creating particularly

bleak prospects for low income renters".

The dimensions of the GAO report are worth noting, it seems,

because there was a rental crisis in 1979. Current literature

on the subject from certain circles might suggest that this is

not the case today, and that the GAO report may have overstated

its case. Some have suggested that the housing shortage problem

is a spotty one, that in many cases existing housing can meet

national rental demand, and that what is awry is simply our sense

of expectation: people will have to learn to pay more for less

and enjoy it. I am here today to support the multifamily

provisions of S. 1656 as a first step because I am unconvinced

that the situation is simply one of perceptions or that the fact

situation has improved since 1979.

Indeed, Census Bureau figures show a recent half percent

drop in the rental vacancy rate. The most recent housing surveys

estimate only 75,000 unsubsidized rental starts this year,'the

lowest total since World War II. And a full third of that

activity is expected to be in Houston-Dallas-Fort Worth. Even if

predicted subsidize starts raise the total rental unit production

-4-
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to 250,000, which is doubtful in light of current interest rates

and-budget restrictions, that figure still represents the lowest

production level since 1958. It does not even cover the loss of

rental housing stock those7same experts estimate occurs annually

through fire, abandonment and demolition.

Obviously, I do not believe the pressures on the rental

housing market have conveniently vanished in the last two years.

For this reason I would urge you support those changes proposed

in S. 1656 and also act to effect certain broader changes such

as reduction of the 20% occupancy requirement for Section 8

eligible tenants to 10%.

Problems with Current Law

Over the past year we have seen issuers struggling to struc-

ture housing bonds in a manner which will satisfy the requirements

of the Act and to continue to provide housing for low and

moderate income individuals in their localities. We have seen

their frustration as they attempt to structure financings using

the Section 8 moderate rehabilitation program and their inability

to resolve the dilemma posed by a 20 year occupancy requirement

and the 15 year term of the Section 8 moderate rehabilitation

contracts. We have also watched in frustration as the moderate

rehabilitation Section 8 program has gone largely unused since

financing at feasible rates has not been available.

S. 1656 represents an opportunity for us to remedy three of

the most severe practical difficulties caused by the Act. I

have reviewed Commissioner Gliedman's statement and I am in

-5-
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full agreement with his description of the constraints posed by

the Act and his explanation as to how S. 1656 will help resolve

these difficulties, together with his additional suggestions for

modification of the Act. As a result, I will touch only

briefly on these issues.

I believe the technical changes set forth in S. 1656 which

I will discuss in more detail later in this testimony will assist

in financing and producing a moderate amount of multifamily

rental housing by taking advantage of those funds currently

available, particularly those for the Section 8 moderate

rehabilitation program. These technical multifamily provisions

along with a provision which' recognizes housing cooperatives as

rental housing under Section 103(b)(4) (A) must be enacted

without delay.

We must recognize, however, that these technical changes

do not address the larger problem. The simple fact is that the

curreqt§2o% low income occupancy requirement is overly restrictive

in its present form and must be relaxed.

The most severe constraints under the Act stem from the

requirement that at least 20% (15% in targeted areas) of the

units in any property financed with tax exempt bonds would have

to be occupied by Section 8 qualified tenants for 20 year:.

Obviously, this prevents the tax exempt financing of projects

which can be developed and operated without the need for sub-

sidies under Section 8 or without assistance under state and

local programs. This reduces production of much-needed housing

-6-
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units. Since this occupancy requirement can, as a practical

matter, be satisfied only through the execution of 20 year

Section 8 contracts for projects financed with housing bonds,

this has also resulted in an increased competition for Section 8

subsidies. Thus in many cases, applications for Section 8

subsidies are being submitted for projects which do not need

Section 8 assistance in order to be developed. A diversion of

Section 8 units away from certain areas and projects in which

they are most desperately needed is the end result.

For fiscal 1982 we have reduced Section 8 budget authority

for the new construction and substantial rehabilitation programs

substantially. We expect that the Administration will propose

even fewer uwits for fiscal 1983 or the total elimination of the

Section 8 new construction and substantial rehabilitiation

programs. The reduction in the levels of Section 8 assistance

will increase the competition for available Section 8 units,

increase the potential misallocation of these scarce units and

eventually, if Section 8 assistance is eliminated for new

construction and substantial rehabilitation, the result will be

a virtual cessation of tax exempt financing of multifamily

housing. We cannot permit this to occur.

S. 1656 deals directly with one aspect of the occupancy

requirement, the term of the occupancy requirement. Under

S. 1656 the term of the occupancy requirement would be the longer

of ten years, one-half the term of the obligations or the duration

of Section 8 assistance for the project. This formula presents

-7-
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an excellent start in the right direction, as it would permit

the use of the Section 8 moderate rehabilitation, property

disposition and loan management programs in conjunction with tax

exempt financing and effectively incorporate the 20 year

transition rule into the Act itself. In considering the term of

the occupancy requirement last year, we focused upon 40 year

housing bonds and 20 year Section 8 contracts which would be

available for only one-half the term of such obligations. This

approach I think properly recognizes that both the Section 8

contracts and the term of the bonds may be for shorter periods;

the term of the occupancy requirement as modified by S. 1656 would

take these variations into account and allow issuers to adjust

their financings in light of the available subsidies and market

requirements. The only change which may be necessary to this

rule is that the occupancy requirement should not be required

to commence on the date of first occupancy. This is a technical

problem resulting principally from the fact that some

rehabilitation will occur with tenants in place. This point

can be worked out with staff.

It makes sense to consider a change in the 20% level for low

and moderate income tenancy this year. We cannot ignore the

fact that Section 8 assistance for new construction and

substantial rehabilitation will not be available in the future.

We cannot wait until a year or two passes without Section 8"to

face the problem of our rental housing needs. We must consider

other ways in which to assume that some of the benefits of tax

-8-
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exempt bonds will go to low income tenants while at the same

time assuring a viable production vehicle. As suggested by

Commissioner Gliedman in his submitted statement, one way to

do this is to change the project-by-project occupancy requirement

to an aggregate requirement applied to all projects financed by

the issuer. This would allow issuers to continue to promote

the production of urgently needed housing units as Section 8

budget authority is further reduced or eliminated.

This kind of approach could facilitate the implementation

of the housing voucher approach advocated by this Administration

and permit the use of tax exempt financing for housing which is

assisted by other federal, state or local assistance programs.

While S. 1656 does not address the issue of how cooperative

project mortgages are to be treated for the purposes of tax

exempt financing, it would be desirable to take this opportunity

to resolve the issue. I believe that cooperative housing should

be treated as multifamily rental housing for the purposes of

Section 103(b) (4) (A). Although in some respects cooperative

housing can be viewed as owner occupied housing, I believe that

it bears a greater similarity to multifamily rental housing and

should be treated as such under the Act. Cooperative housing

is very important in my district and in general offers housing

opportunities to low and moderate income individuals in New

York which are not afforded through single family housing.

Pressing arguments both nationally and from a more local

perspective exist for the narrow, technical modifications in the

Act which are embodied in S. 1656. I would reiterate one earlier

-9-
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point. New York City and New York State, like many other juris-

dictions, have consistently attempted to meet their housing

needs effectively and responsibly. Federal-assistance and the

absence of federally imposed restrictions permit the states and

localities to do a better job. Currently cities and states are

stymied, in part because of restrictions in §103. Without some

of these changes - and S. 1656 provides an appropriate vehicle -

none of us can address the inadequacy of the rental housing

supply for those - often low income, elderly minority or female

head of household - families who have no choice but the rental

market or who have no desire to undertake the burden of

homeownership.

Thank you for providing me with the opportunity to provide

my views and perspectives on this important subject. I would be

course be pleased to respond to any questions.

-10-
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American Citizens Concerned for Life, Inc.
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American Citizens Concerned for Life welcomes the opportunity to

state its support for legislation which would improve the lives of many

children by making changes in the tax code.

Our national association is dedicated to the promotion of respect

for human life and optimum human development. We have long supported

adoption-as a positive alternative to abortion and as a responsible

approach to building families and improving lives.

There are several changes in the tax code now under consideration,

and we wish to express support for the following:

S.608

We strongly endorse a provision making expenses for adoption deductible

when arranged through licensed public or private, non-profit adoption

agencies. We believe this not only encourages adoption, but encour-

ages adoption which is accountable, licensed and professionally sound.

We thank Senator Baucus for his leadership and initiative in introduc-

ing this legislation.

S.1479

We urge consideration of inclusion as part of any tax bills for enact-

ment into law three provisions of S.1479.

1) allow families that adopt to claim the costs of an adoption

arranged through a licensed public or private, non-profit adoption

agency as tax deductible (identical to S.608). Several states have

already led the way in this area, ACCL's home-base state of Minnesota

being one of them. Minnesota's law -- since 1978 -- has been cost-

effective to the state and beneficial to the taxpayers who have built

their families through adoption. By requiring adoptions to be arranged

through a licensed agency, the best interests of the child have been

placed over any other factor. (Exception is made to allow biological

parents to place children for adoption with a step-parent or close
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relative directly, with only a legal court procedure required.) We

recognize that the emotional aspect of the adoption process must be

complemented by an appreciation for the objective, legal basis of

adoption; -

2) exclude from the income of an employee any fringe benefits

received from an employer's adoption expenses plan;

3) treat the employer contribution to adoption expense plans

as an ordinary and necessary business expense.

Regarding points 2 and 3, we commend the major corporations who have

begun programs to benefit adoptive families, but we feel that the

adoption benefits should be treated as non-taxable income. The real

benefit to employees is substantially reduced through taxation. For

the employers who have responded to employees' needs in the adoption

area, we ask that, for tax purposes, their contributions-to adoption

expense plans be treated as an ordinary and necessary expense. It

is our hope that more and more employers will respond with adoption

programs when given such incentives.

We tharkSenator Metzenbaum for offering such positive features in his

proposal to amend the tax code.

We wish to commend all of the members of Congress who have worked for

the enactment of improved adoption laws, and we thank Senator Packwood and

the other members of the subcommittee for their time and interest in this

important area.

Attachment: ACCL Statement of Purpose
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American Citizens Concerned for LifM Inc.
Administrative Office Legislative Office

6127 Excelsior Boulevard 1500 Massachusetts Ave. N.W. Suite 340
Minneapolis, MN 55416 (612) 925-4395 Washington, D.C. 20005 (202) 785.8448

ACCL--PROTECTING AND IMPROVING LIFE

If you are concerned that life in America today is not equally
protected for all...if you want to do something effective about
improving respect for life and the quality of life in our country...
Welcome to ACCL!

ACCL is an association of the kind of people who would once again
wed freedoms and responsibilities, the freedoms all human beings
deserve with the responsibilities they require. Our membership
is drawn from the 50 United States and represents a broad-based
cross-section of religious faiths, occupations and cultural back-
grounds. What we have most in common is a deep respect for the
value of human life and a determination to influence public atti-
tudes and policy so that all human beings will be protected and
have the opportunity to achieve their potential.

Legislation

The ACCL legislative program is varied and extensive. Legislation
which affects vulnerable members of society is of special interest
to the organization. Our current research and lobbying activity
focuses on four areas: supportive services for pregnant women,
particularly adolescents; educational programs to prevent adoles-
cent pregnancy and increase responsible sexuality; health needs
and rights of children, born and unborn; and family challenges,
especially concerning children and the aged.

ACCL enjoys an excellent reputation with public officials as a
responsible pro-life group demonstrating maturity in the pursuit
of its goals and producing comprehensive issue analyses. We have
been called upon as resource persons and to submit testimonies to
Congressional committees. Recently ACCL's participation was re-
quested by the White House Conference on Families, the Select Panel
for the Promotion of Child Health and the Population Advisory Panel
of the Office of Technology Assessment of the Congress.

The ACCL approach recognizes that there are many people of good
will who differ with our abortion position or who have not yet been
awakened to the seriousness and meaning of the present situation.



401

Paste Two

Our program emphasizes persuasion, education and action which
demonstrates that people are important and that positive solu-
tions to human problems are possible if we will work together.
Respecting differences, the program concentrates on areas where
common concerns and interests exist and where concrete progress
can be made toward saving lives and influencing attitudes. Re-
cent passage of the Adolescent Pregnancy Act, providing help to
needy pregnant adolescents and their children, resulted when
ACCL saw the problem and the opportunity and worked with Congress,
the Administration and groups around the country until success
was achieved.

-Education

f-The purpose of ACCL's educational fund and program is to inform
people about the life issues and the importance of meeting human
needs, awakening those who have not yet faced the destruction of
human life and challenging those willing to help secure care and
protection of those in need.

Materials developed by the association Ere used across the country
and include a slide/tape presentation on the "Doublespeak" of
abortion; a manual, "Counseling the-Individual Experiencing a
Troubled Pregnancy"; and numerous pamphlets and books on pro-life
work and issues.

/I
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WILLIAM J. LEHRFELD. P C
A LAW CORPORATION

1128 SIXTEENTH STREET. N. W

WASHINGTON. D. C. 20036

(202) 659-4772

WI.LIAM J. LCHt4ER1>

LCo.NDJ. NCNZ~t. October 26, 1981

The Honorable Charles E. Grassley
Chairman
Subcommittee on Oversight of the

Internal Revenue Service
Senate Committee on Finance
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Attn: Harry Graham, Esquire
Counsel, Senate Finance Committee

Re: Attorneys' Fees Reimbursement
Hearing of October 19, 1981

Dear Senator Grassley:

On October 17, 1981, I testified on behalf of the Shriners
Hospitals for Crippled Children, respecting recovery of attorneys'
fees in tax ligitation. At the conclusion of my prepared testi-
mony, you asked whether providing attorneys fees reimbursement to
the Shriners Hospitals, to pay for their attorneys' service in
litigation respecting the deductibility of charitable gifts and
bequests, would greatly expand the classes of litigants eligible
for fee reimbursement, so that eventually even intervenors and
amici curiae would logically qualify for such fee awards. After
the hearing, Committee Counsel Harry Graham followed up your
question, asking if special statutory provisions to allow awards
to charitable donees are necessary, or whether awards to such
charities would be allowable in any event under the current pro-
visions of the Equal Access to Justice Act and the proposed
S. 752 and S. 1673. This letter is submitted in response to the
request of Mr. Graham that I address this subject in greater
detail in writing. I would appreciate your incorporating the
letter as part of the written record, as a supplement to the
Shriners Hospitals' written statement..0
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As explained in our original statement, the Shriners Hospitals
is totally dependent on charitable gifts and bequests for its
support. It thus frequently retains tax counsel to assist counsel
for donors or estates in litigation of tax cases involving the
deductibility of charitable donations or bequests to the Shriners
Hospitals. While as a formal matter the attorneys retained by
Shriners Hospitals are associated as co-counsel for the donor or
state, such attorneys receive their fees and expenses on a current
basis from Shriners Hospitals, regardless of the outcome of the
litigation. In many cases, Shriners Hospitals also pa s all or
part of the fees of the local counsel for the donor or estate.

We think that in such circumstances, the Equal Access to
Justice Act and the pending bills (S. 752 and S. 1673) would per-
mit the Shriners Hospitals to receive an appropriate share of an
attorneys fee award to a donor or estate when the Shfiners Hospi-
tals had arranged and paid for such direct litigation support..
However, the matter is not free from all doubt, as will be discussed
below; a provision in the statute or an explanation in the committee
reports will clarify the issue and avoid needless litigation.

On its face, S. 1673 plainly would appear to allow recovery
of attorneys fees and other costs expended by or on behalf of
attorneys for the Shriners Hospitals, when they serve as co-counsel
for a taxpayer-donor or taxpayer-estate in litigation respecting
the deductibility of a gift or bequest. Proposed Section 7430(a)
would provide that--

* * * In the case of any civil
action or proceeding which is
* * * brought by or against the
United States for the determina-
tion, collection, or refund of
any tax, interest, or penalty
under this title, * * *.the pre-
vailing party may be awarded a
judgment for reasonable court
costs incurred in such action
or proceediffg.

Proposed Section 7430(c)(2) would provide that the term "prevailing
party" means "any party to any action or proceeding described in
subsection (a)" who meets certain described tests for "prevailing."
Proposed Section 7430(c) would define the "reasonable court costs"
incurred by the prevailing party afid recoverable under Section
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7430(a) to include "reasonable fees paid or incurred for the
services of attorneys." The comparable provisions of the Equal
Access to Justice Act, 5 U.S.C. SS504(b) and (d)(2)(B) are
similar except that certain- net aqset value limitations are
placed on prevailing parties eligible for attorneys fees.

As noted above, attorneys for the Shriners Hospitals are
frequently co-counsel to counsel for the taxpayer-donor or taxpayer-
estate in litigation respecting the deductibility of the taxpayer's
charitable contribution. When attorneys fees are paid to or incurred
by such co-counsel, by authorization of and on behalf of the tax-
payer, such fees are "paid or incurred for the services of attorneys"
in such action or proceeding, and should be eligible for reimburse-
ment if the taxpayer prevails. See, e.g., Aames Automatic Trans-
missions v. Taylor, 82 F.R.D. 405, 401 (E.D. Pa. 1979)1 In re THC
Financial Corp. Litigation, 86 F.R.D. 721, 740 (D. Haw. 1980)1 cf.
Brennan v. United Steelworkers of America, Etc., 554 F.2d 586,
608 (3rd Cir. 1977), cert. denied, 435 U.S. 977 (1978).

However, a recent decision of the D.C. Circuit, Nat. Treasury
Emp. U. v. U.S. Dept. of Treasury, 656 F.2d 848 (1981, might be
interpreted in such-a way by the Government so as to cast doubt on
the right of the Shriners Hospitals to reimbursement for its
attorneys and other costs incurred on behalf of the taxpayer.
There, a union member sued I.R.S. for violation of the Privacy
Act. Attorneys for the member's union prosecuted the suit in the
member'ss name, pursuant to a group legal services agreement. The
attorneys received only their regular union salaries for this work.
After the member prevailed, the union sought recovery of attorneys
fees at standard rates. The court denied any award in excess of
the out-of-pocket expenses of the union, on the ground that to
award the union the full reasonable fees would involve it in the
unauthorized practice of law.

We think that the legal assistance programs offered by chari-
table donees to contributors-taxpayers in tax litigation regarding
charitable deductions is different from the circumstances in the
D.C. Circuit case. In particular, most exempt organizations employ
outside counsel to perform such legal services, and normally the
fees and other expenses actually incurred by or paid to the
charities' attorneys will constitute the allowable reasonable fees
under the attorneys' fees statute. In particular, unlike in the
D.C. Circuit case, the Shriners Hospitals would certainly not make
any profit on any fee reimbursement it received. "
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Nonetheless, this area of the law is still in its formative
state, and the Executive Branch traditional y interprets tax
statutes of this kind quite restrictively.- We believe that tax
cases should not be burdened with this issue where an exempt
organization has properly participated in the contribution
deduction litigation, with the contributor-taxpayer's authorization
or consent, in order to protect the tax deduction and thus preserve
the full gift for the charitable donee's benefit.

The Supreme Court in Bob Jones University v. Simon, 416 U.S.
725 (1974), and Congress in I.R.C. Section 728, have recognized
that charities have a unique and vital interest in the deducti-
bility of charitable contributions by their supporters. In these
times when charities are being asked to shoulder an increasing
share of the Nation's social problems, and recent tax statutes
have had the unintended effect of decreasing financial support for
charities, Congress has a responsibility to ensure that charities
are not barred by hypertechnical interpretations of the attorneys
fees statute from receiving fee reimbursements when they protect
their contribution support by providing legal assistance to their
supporters.

It may be that this clarification in the law can be effectively
accomplished by a statement in the committee reports that charitable
donees which furnish attorneys services to their supporters in chari-
table contribution deduction litigation are eligible to receive fee
reimbursement. Of course, if the Equal Access to Justice Act is
retained for District Court and Court of Claims litigation, it is
not only necessary to clarify the law as to the right of the
charitable donee to fee reimbursement, but in addition the asset-
size limitation in 5 U.S.C. 5504(d) (2) (B) must be removed; our
written statement contains suggested language for such a-statutory
amendment.

/ For example, the Government's policy has been to narrowly limit
the class of persons eligible to bring a suit for refund. See, e.g.,
McCure v. United States, 75-2 U.S.T.C. par. 9657 (C.D. Calif. 1975);
Sunset Memorial Ass'n. v. United States, 74-2 U.S.T.C., par. 9808
(D.N.M., 1974); Agron v. Illinois Bell Tel. Co., 325 F. Supp. 487
(N.D. Ill. 1970), aff'd on another ground, 449 F.2d 906 (7th Cir.
1971).
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Thank you for this opportunity to supplement our prior
written statement. Please let us know if further information
is needed.

Sincerely yours, /
/ -- ,

Leonard 0-,IInzkaV° Jr.6'
Tax Counsel for
Shriners Hospitals for
Crippled Children

LJH/bcc
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Good Morning, Mr. Chairman and members of the
Subcommittee:

My name is Robert Austin and I am Chairman of the
Louisiana Housing Finance Agency. I thank the Subcommittee
for allowing me to testify regarding S.'1348 and S. 1656,
bills to amend the Mortgage Subsidy Bond Tax Act.

I would like to begin by briefly describing the Louisiana
Housing Finance Agency. The Agency was created in 1981 by an
act of the Louisiana legislature; its purpose is to assist
low and moderate income persons obtain safe, sanitary and
decent housing. We have not yet begun to assist families
purchase their homes because of the legislative problem I am
here to address. We had planned to utilize single family
mortgage revenue bonds in our efforts. By taking advantage
of lower tax-exempt rates, states and localities can provide
mortgage money to home purchasers at interest rates closer to
what most homebuyers can afford to pay.

Background on the Problem--

Unfortunately, we have been unable to sell single-family
mortga revenue bonds and therefore have not provided
homeowners with lower interest rate mortgages. This is
especially unfortunate given the dismal condition of the
housing industry. I need not remind members of this
Subcommittee of the problems plaguing the housing industry
and potential homebuyers and sellers.

We in Louisiana and in similar housing agencies across
the country have been prevented by the Mortgage Subsidy Bond
Tax Act of 1980 from doing our job-in helping to provide
housing at reasonable costs. That Act, which was designed to
target mortgage revenue bonds, has virtually killed state and
local mortgage revenue bond programs instead.

Our Louisiana agency, and other state and local housing
agencies, accept the policy objectives that Congress had in
mind in passing that law:

To set a cap on total state mortgage revenue bond----
activity;

To target mortgage bond programs to first time
homeowners; and

To target aid to moderate cost housing.
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Unfortunately, the Mortgage Subsidy Bond Tax Act goes beyond
these policy objectives and also includes certain provisions
extraneous to the policy objectives which have virtually shut
down mortgage revenue bond programs throughout the country.

In the ten months since the Act became effective, state
and local agencies have tried to make it work. But, the
technical provisions of the Act--expecially those related to
arbitrage and the sQnca2led ninety-five percent test--have
proved insurmountable. Since the Act has been in effect,
only three agencies have successfully marketed issues which
comply with the new law, and those issues either involve
state subsidies not available in most states with the current
budget crunch, or unique circumstances which cannot be
replicated on a large scale.

For example, Wisconsin issued $10 million in revenue
bonds this spring, but the State appropriate $600,000 to
cover the issuing and administrative expenses of the bond
issue. The State also provided a special $4 million escrow
account to protect bondholders, should the bonds be declared
taxable at some later date. In Colorado, two issues have
been marketed, but under special circumstances in which a
single bank purchased the bonds, processed the mortgage
applications, made the mortgage loans, and serviced the
mortgages.

S. 1348, introduced by Senator Sasser and co-sponsored by
thirty others, and S. 1656, introduced by Senator Durenberger
and co-sponsored by eight others, both address the technical
barriers of the Mortgage Bond Subsidy Tax Act which have
frustrated its policy objectives by preventing housing
agencies from being able to issue mortgage revenue bonds.
Unfortunately, however, Senator Durenberger's bill is not as
comprehensive as S. 1348 and provides for a rate of arbitrage
which will continue to frustrate the ability of the State of
Louisiana to provide single family mortgages.

Only the Sasser,'B-iTl-wll make it possible for Louisiana
to operate a mortgage bond program, because it provides a
rate of arbitrage-- 1.5 percent--adequate to allow us to
cover the costs of a mortgage- bond program out of the bond
proceeds, without subsidies which simply are not available to
us. The rate of arbitrage provided in the Durenberger
bill--l.25 percent--is simply too low for us to be able to
operate a mortgage bond program.
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Under the 1980 Act, one percent is the maximum difference
allowed between the interest rate paid on the issued bonds
and the interest rate at which the bond proceeds can be lent
to home purchasers. Prior to the Act, an arbitrage spread of
1.5 percent was allowed under Treasury regulations for
mortgage subsidy bonds, just as it was and remains for all
other forms of municipal finance for governmental programs.
Those issues actually brought to market under the 1 percent
limit have been heavily subsidized in some manner, either
because the state or agency provided funds or because unique
financial arrangements were created which cannot be
replicated by most issues.

Although Congress obviously did not intend to eliminate
mortgage revenue bonds, the 1 percent arbitrage restriction
has effectively done so.

S. 1656 would increase the allowable arbitrage spread to
1.25 percent. The Louisiana program would not be helped by
this increase, although some other state programs might be.
One of three conditions must be present for a program to
operate under the 1.25 limit. First, the housing agency must
have been in existence for some time and accumulated funds of
its own to subsidize an issue. Second, the state government
must subsidize the program. or, third, the agency must issue
very large issues in the range of $60 to $100 million. Large
issues help since as the size of a bond issue increases, the
fixed costs associated with the issuance--such as printing
and engraving the bonds, preparation of contractual
agreements between the parties and computer time to calculate
arbitrage--decline as a proportion of the bond proceeds which
reduces the necessary arbitrage spread.

The Louisiana Housing Finance Agency is a new agency with
no funds of its own to subsidize bond issues, and the
demographics of our state preclude us from marketing very
large issues. Therefore, only the Sasser bill, which would
restore the historic and conventional 1.5 percent arbitrage-
allowance for mortgage revenue bonds, will make it possible
for Louisiana to begib once more to conduct a mortgage bond
program.

In addition to increasing the arbitrage limit, S. 1348
also makes useful technical changes in the method by which
this "arbitrage spread" would be calculated in the case of
mortgage prepayments and the calculation of the yield on
mortgages. These changes would bring the Act into
conformance with actual experience and practice.
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A second problem in the 1980 Act which needs to be
corrected is its unique and unfair "95 percent test." The
Act provides that if at any time during the term of the
bonds, usually 30 years, it is discovered that for any reason
more than 5% of the homeowners in the mortgage bond program
are ineligible to participate in the program, the interest on
the bonds becomes taxable to the bondholders. This result
would occur even if the Louisiana agency, or any other
issuing agency, acted in good faith and had done its utmost
to comply with all the provisions of the Act. This
"95 percent test" exposes bond buyers to unfair,
unprecedented and unacceptable risks which have drastically
affected the marketability of housing bonds.

Bondholders in this situation are innocent bystanders who
accepted the lower interest rates that tax-exempt bonds yield
precisely because they are tax-exempt. With a cloud over
tax-exempt status, which neither the bond holder nor the
issuing agency can control, bond buyers will be naturally
extremely reluctant to buy bonds which, through events
totally beyond their control, might become taxable years
after they are purchased.

-Both S. 1656 and S. 1648 would allow the issuing agency
to correct, within a reasonable time, any errors discovered
in the course of administering a mortgage bond program which,-
if left uncorrected, would render the bonds taxable as the
law is currently written. Under the Sasser bill, bond
purchasers would be allowed to rely on a covenant included in
the bond that pledges the issuer's good faith effort to
comply with the law. That covenant guarantees the tax-exempt
status of the bonds, unless the Secretary of the Treasury has
published a notice of non-compliance prior to the sale of the
bonds. Thus, unless a purchaser could have known of an
issuer's record of bad faith, as evidenced by a published
Treasury notice, the bonds will never be declared taxable
after they are purchased.

State and local agencies will be "kept honest" by this
provision. A failure to correct problems in an outstanding
issue will result in an issuance of a devastating
non-compliance notice by the Treasury which an agency would
go to great lengths to avoid. Such a notice would
effectively end that agency's mortgage bond activities.

S. 1656 would require all issuing agents to conduct
periodic audits to insure that all persons receiving funds
are indeed eligible under the terms of the Act. Either
approach seems reasonable to me.
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Both the Sasser and Durenberger bills would also end the
discriminatory treatment for mortgage revenue bonds created
by the Act's requirement that such bonds, uniquely among all
municipal bonds, must be registered in the name of their
purchasers As you might guess, the servicing of registered
bonds is more expensive and bondholders resent the feature.
Registration may drive up the interest rate on such bonds by
as much as 50'basis points.

A fourth problem, addressed in S. 1348, is the
prohibition against mortgage bond proceeds being used to
assist owners of substandard or destroyed housing. -

To assure that mortgage revenue bond programs are
targeted to first-time home purchasers, the Act limits
participation to persons who have not owned their home in the
previous three years. This 3-year requirement has the
unintentional effect, however, of prohibiting people who own
substandard houses or who own houses destroyed by natural
disaster from participating in mortgage bond programs, even
if they meet all the other requirements of the Act.

An important goal of the Louisiana housing program, and I
would think of any housing program, is to assist persons in
acquiring safe, sanitary, and decent housing. State and
local agencies should not be prevented from assisting an
otherwise eligible person merely because he purchased a home
that is a firetrap or no longer exists because of a flood or
hurricane.

S. 1348 wopld allow homeowners to participate in a
mortgage bond program if their home is certified by
appropriate local officials as not meeting minimum property
standards for sanitation, heating, structural soundness or
crowding or if the homeowners have lost their home through a
natural dis&ster. I believe this is a reasonable means of
preventing the abuses Congress sought to prevent, while
providing needy persons the opportunity to improve the
quality of their housing.

A fifth problem arises because the Act provides that
mortgage loans only be made for houses whose sale price is 90
percent or less of the "average area purchase price" during
the most recent 12-month period in the statistical-area in
which the home is located. Unfortunately, the statistical
data required to compute the average purchase price is
unavailable foromany areas of Louisiana, but especially in
rural Louisiana where homes sales are infrequent, commonly
undocumented, and where no such data is collected.

88- 9 O-82- 27
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Treasury regulations, issued in August, have provided
some relief by calculating state-wide "safe harbor" purchase
prices. Thus, for areas where no data is available, this
safe harbor provides guidance for determining "moderately
priced." However, such a state-wide average inadequately
reflects average prices in urban areas and rapidly growing
rural regions where the housing market tends to be tighter
and prices higher.

The Sasser bill would rely on the good faith of the
issuing agent to determine whether a home met the moderately
priced criterion, in the absence of published data. This
provides the flexibility required to meet the situation of,
certain parts of Louisiana and other comparable states, which
are not well-served by Treasury's safe harbor.

S. 1348 would also include areas experiencing rapid
growth because of energy development in the definition of
targeted areas under the 1980 Act. Thia increases the
eligible sales price from 90 percent of the area average to
110 percent. Because much of Louisiana is now undergoing
rapid growth related to energy development, housing prices
are rising rapidly. Increasing the maximum price from 90
percent to 110 percent will assist persons find eligible

-- housing in these "energy-impacted" areas.

State mortgage revenue bond programs are unable to
benefit from participation in the VA program because the
current law prohibits the assumption of any mortgage revenue
bond mortgage by an ineligible person. Inadvertently,
however, this bars the use of mortgage revenue bond proceeds
with VA guarantees, since the VA program prohibits any
restriction on the assumption of VA guaranteed mortgages.

S. 1348 would amend the current law to allow the
assumption by noneligible persons, if the assumed mortgage is
guaranteed by VA. The availability of VA guarantees reduces
the interest rate at which state agencies can provide
mortgages, since VA participation reduces the risk of
mortgage default and thus the interest rate demanded by bond
purchasers. --

Finally, the Durenberger bi-ll corrects a potential
problem resulting from proposals to change Section 8
eligibility standards. Tax-exempt financing for multi-family
residential projects is limited to those projects assisting
low and moderate income persons, defined as thdse persons
eligible for Section 8 assistance. Earlier this year,
proposed budget-savings legislation would have changed
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Section 8 eligibility from persons whose income is less than
80 percent of the area median to those with income of less
than 50 percent.

That definitional change would have had a drastic effect
on the feasibility of many multi-family projects. The
Durenberger bill would free 'these projects from the Section 8
definitions, by defining low and moderate income as 80
percent or less of the area median. Developers of iixed
income housing projects would then be able to proceed,
regardless of the status of Section 8 eligibility standards.
That freedom would certainly increase the stock of rental
housing in Louisiana, an objective I heartily support.

Conclusion

As we embark into this era of "new federalism," the
responsibilities placed upon state and local governments are
increasing dramatically. As a state housing official, I look
forward to meeting my share of that responsibility. But, to
properly meet the housing needs of Louisiana citizens, we
need the tools to do the job.

Mortgage revenue bonds have proven to be an efficient,
workable tool for assisting people in obtaining housing. For
state and local governments to make appropriate use of that
tool, within the constraints of the policy objectives
Congress established in the 1980 Act, the technical changes
Proposed by the Sasser and Durenberger bills must be made.

I cannot stress enough the need for urgent action. The
Mortgage Subsidy Bond Tax Act terminates the use of
single-family mortgage revenue bonds after 1983. State and
local housing agencies were provided three years to utilize
these bonds, we have already lost one year because of the
technical problems I have discussed. The loss of any more
time would truly be a tragedy for those eligible persons
unable to purchase homes because of high interest rates.
Prompt action to correct the deficiencies of the Mortgage
Subsidy Bond Tax Act is required if housing agencies are to.
assist these persons.

I thank the Committee for its time and patience.
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International Concerns Committee for Children
Betty LanIng, 130 Tnple, W. Newton, MA 02165

AnnaMarle Merrill, 911 Cypress Drive, Boulder, CO 8030S
Patricia Sexton, 1835 Troxetl, Allentown, PA 18103

A STATEWT BY THE INTERNATIONAL CONCERNS COMMITTEE FOR-

CHILDREN ON TAX DEUTIONS FOR U.S. ADOPTING FAMILIES

On behalf of the International Concerns Committee for Children
I wish to register our positive opinion that legislation should be
passed permitting income tax deductions for adoption expenses involved
in intercountry adoptions by U.S. citizens. We urge that Senate
Bill 1580 be presented to and passed by the U.S. Senate.

As a national organization devoted to providing information about
children in the world who are without parents to nurture and raise them,
we are finding definite interest among U.S. citizens to open their hearts
and homes to take these children as their sons and daughters forever.
About 6 per cent of all adoptions annually in the U.S. are Americans
adopting foreign children. These children usually come from developing
nations in Asia and South America where there are no adoptive parents
to raise these orphans, and where there are very minimum child welfare
services.

Each U.S. citizen who adopts a foreign child must comply with the
laws of the child's native country, and also must comply with the
requirements of the Immigration and Naturalization Service of this
country. The motivation and commitment of these adoptive parents is
investigated and evaluated by both countries. The cost of adoption and
legal services needed in the child's country and also those needed in
the U.S. are paid by the adopting parents, along with the expense of
bringing their child to this country. In some ways foreign adoption
can be seen as a form of "ideal immigration" to this country of now
citizens who will be raised and educated by loving American families
to become contributing citizens here as adults.

Once the foreign child arrives in the U.S. the adoptive parents assume all the
obligations and expenses, just as though the child were born to them. Therefore, it
seems logical that the same type of tax deduction should be given to families adopting
a foreign child as are available as medical expense deductions to those having children
by birth. Unless adopted by U.S. families, these orphaned foreign children face very
bleak futures. The death rate in Asian and South American orphanages is often 70%.
Those surviving face a life with no education or skills in societies which often do
discriminate against orphans during their whole lifetime. American families can offer
life and hope to these children.

Betty K. Laning, President
International Concerns Committee for

Children
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INTERNATIONAL CONCERNS COMMITTEE FOR CHILDREN

During the past several years there has been increased public interest in
the plight of children throughout the world who do not have loving parents to
care for them. Thousands of such children live in the "limbo" of
institutional care, temporary foster care, or "on the streets". It
has become apparent that accurate information on ways to assist such
children in their own countries or byrintercountry adoption has been
extremely difficult to secure. Because these children are not able to
speak for themselves, help for them muet come from adult citizens of
all countries who want to see these youngsters grow into happy, produc-
tive adulthood tinder the guidance of loving families of their own through
adoption.

At-present there exists no nationwide resource ir, the U.S# to which
interested citizens, prospective adoptive parents, and adoption agencies
can turn; a resource that has as its concern the welfare of children in
foreign countries as well as those in the U.S.

INTERNATIONAL CONCERNS COMMITTEE FOR CHILDREN, a charitable and
educational organization, has recently been incorporated as a Colorado
non-profit corporation by experienced volunteers to fill this need with
the following services:
1. To acquaint the concerned public and prospective adoptive parents with

the various ways to provide assistance to homeless children; sponsor-
ship, fostering, and adoption.

2. To educate those interested on the personal and professional level
about the adoption process.

3. To inform prospective parents on the availability of the "waiting
children" in foreign countries and in the U.S. -

The activities of the INTERNATIONAL CONCERNS COMMITTEE FOR CHILDREN
will include:
1. Providing an Information Service about the availability of adoptable

domestic and foreign children.
2. Publication of an annual Report on Foreign Adoptions, with current

updates.
3. Providing personal counselling in adoption by experienced adoptive

parents for all interested parents and professionals.
4. Maintaining a Listing-Service for foreign children in the U.S. whose

adoptions have disrupted., and need new adoptive parents in this
country.

5.*Coordinating with adoptive parent groups to obtain current information
on personal support and counselling on adoption.

6. Gathering and distributing pertinent information by recognized experts
in adoption.

INTERNATIONAL CONCERNS COMMITTEE FOR CHILDREN's only funding is
derived from public contributions. There are no fees for services other
than nominal charges for related expenses.

We welcome 3our contributions to our efforts and invite inquiries
in these specialized areas of adoption from the general public, and from
those in the profession of child welfare.

Board of Directors:
Betty K. Laning (also associated with Open Door-Society of Massachusetts)

130 Temple St., W. Newton, MA 02165
AnnaMarie Merrill (also associated with Colorado Parents for All Children)

911 Cypress Dr., Boulder, CO 80303
Pat Sexton (also associated with Open Door Society and Friends of

Children of Viet ktam) 1835 Troxell St., Allentown, PA 181031
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STATDIE
OF THE AMERICAN BANKERS ASSOCIATION

ON
S. 1348 and S. 1656

BEFORE THE
SUBCCI\ITFEE ON TAXATION ANrD DEBT RMAGEENT

COMMITTEE ON FINANCE
UNITED STATES SENATE

October 30, 1981

The American Bankers Association is pleased to provide a written

statement regarding the legislative proposals contained in S. 1348 and

S. 1656, two bills which would amend or clarify certain provisions of

the Mortgage Subsidy Bond Tax Act of 1980 (the Act). "The membership of

the American Bankers Association consists of more than 90 percent of

the approximately 14,000 full service commercial banks, many of which

underwrite and deal in tax-exempt bonds issued for housing purposes.

Our Association does not support either of these two bills or any

other proposals which would eliminate or lessen the restrictions Congress

last year placed on the use of tax-exempt mortgage revenue bonds. As you

may recall, prior to the passage of the Act in December 1980, there were

very grave concerns regarding the effects of tax-exempt mortgage bonds on

the municipal securities market. It was brought to the attention of

Congress through various studies made during 1980, that the growth of these

types of tax-exempt securities had risen from less than $1 billion in 1974

to $12 billion in 1979 and accounted for more than one-quarter of all tax-

exempt bonds issued in 1979. It was our belief then, as it is now, that

the proliferation of such issuance would have a detrimental effect on the

municipal bond market by "crowding out" other municipal issues sold for

more traditional public purposes such as schools, roads and streetlights,

thus increasing the cost for all municipal financing.
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Additionally, we believe the municipal securities market today could

not accept the amount of tax-exempt mortgage revenue bonds which the

markets handled in prior years. Municipal borrowing for all purposes,

public and private, is getting much more difficult as demand intensifies.

Why, then, should we loosen the restrictions on theaissuance of municipal

mortgage revenue bonds in order for these securities to compete-with other,

more traditional government projects, projects which are in the realm of

municipal services offered to all taxpayers?

Just recently, as part of the Economic Recovery Tax Act, commercial banks,

savings and loan associations, credit unions, and others were authorized to

issue "All Savers" certificates of whick $1,000 for an individual or $2,000

for couples is exempt from federal income taxes. One of the primary purposes

of the "All Savers" was to link the money received by these institutions to

mortgage financing for those seeking housing funds. Since the proceeds of

these funds are tied directly to mortgage financing, we see no additional need

for a relaxation of the requirements addressed in the Mortgage Subsidy Bond

Tax Act of 1980.

The growth of tax-exempt financing for private purposes has in the

past few years, also resulted in a revenue loss to the Treasury. Our

Association is concerned with the efficiency of such programs vis-a-vis the

financial deficit created by its use.

The American. Bankers Association believes the Act of 1980 has worked

as Congress intended. We feel the restrictions contained in the provisions

of the Act are workable and would not support a lessening of suc) restrictions.
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STATEMENT OF ANTHONY GLIEDMAN, COMMISSIONER OF THE
DEPARTMENT OF HOUSING PRESERVATION AND DEVELOPMENT OF THE

CITY OF NEW YORK AND CHAIRMAN OF THE NEW YORK CITY
HOUSING DEVELOPMENT CORPORATION BEFORE THE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT OF THE COMMITTEE
ON FINANCE - UNITED STATES SENATE - OCTOBER 16, 1981

I am pleased to have the opportunity to submit testimony to

the Subcommittee on Taxation and Debt Management of the Senate

Finance Committee as the Commissioner of the Department of

Housing Preservation and Development of the City of New York

("HPD") and as Chairman of the New York City Housing Development

Corporation ("HDC"). I wish to express support for S. 1656,

because passage of the bill, which amends and clarifies certain

provisions of the Mortgage Subsidy Bond Act of 1980 that relate

to tax-exempt financing for housing would have a beneficial

impact on the nation's housing supply. My comments reflect the

experiences and needs of the city and agencies I represent.

However, I believe that New York City's concerns are similar to

those of many localities facing a crisis in the production of

housing affordable to low and moderate income families.

Enactment of S. 1656 is vital if New York and its sister cities

are to be able to meet their housing needs.

Before commenting on the need for the proposed legislation

and its merits, as well as on additional modifications to the

Mortgage Subsidy Bond Act of 1980 not currently included in S.

1656, I would like to describe HPD and HDC and explain the City's

interest in the legislation's passage.
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HPD was established in 1977 and is responsible for all

programs of the City of New York relating to publicly assisted

housing, neighborhood preservation and urban renewal. IPD also

manages property of the City which it acquires for housing and

urban renewal purposes and is responsible for the enforcement of

all laws relating to the rehabilitation of housing in New York

C ity.

HDC was created by the State of New York in 1971 to

facilitate the investment of private capital in multifamily

housing. By financing project mortgages with tax-exempt bonds,

HDC has been able to provide decent, safe and sanitary housing

for approximately 39,000 families of low and moderate income.

The City of New York would like HDC to continue to expand its

programs in order to meet the growing need for affordable

housing.

Of course, there is a debate whether a need exists for

greater production of multifamily housing. I believe that

Congressman Green in his testimony has accurately assessed the

current housing problem throughout the nation. Let me touch

briefly on the housing needs of New York City. According to the

City's federally approved Housing Assistance Plan over 870,000

households within the City are in need of some form of housing

assistance. Either they reside in substandard housing, are

overcrowded or pay a burdensome percentage of their income for

rent. These problems are particularly severe for minority,

elderly, handicapped and female-headed households. Exacerbating

- 2 -
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this situation is a continued and severe slump in housing

production. For the 1970-74 period, the average annual number of

construction starts in New York City stood at 25,800. From 1975-

80, the average fell to 8,400. The low level of production has

placed considerable stress on the City's housing market where the

vacancy rate is less than 3%. In the most stable areas, the rate

is considerably lower.

* Of course, lack of production tells only one side of the

story of the City's housing shortage. Skyrocketing inflation and

interest rates over the past decade continue to widen the gap

between the cost of maintaining housing and the ability of New

Workers to pay rent. This gap has widened to the point where

landlord disinvestment and abandonment have reached epidemic

proportions. Private investment in low and moderate income

rental housing has almost disappeared. The City has made use of

Section 8 substantial and moderate rehabilitation funds to

upgrade multiple dwellings in low income areas. In addition, the

City has a long history of committing its own resources to

housing-through below market rate loans and tax exemptions and

abatements. The City has used the tax foreclosure law to take

possession of much of the City's decaying low and moderate income-

stock in an effort to prevent eventual abandonment and total

loss. As of December, 1980, the City had nearly 55,000 units of

housing in some type of in rem property management program.

We seek changes in the Mortgage Subsidy Bond Tax Act of 1981

(the "Act") to enable us to finance the construction or reha-"

- 3 -
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bilitation of units for families of low and moderate income.

These amendments may entail some minimal costs. However, in

comparison with the price tag of other Federal housing programs,

the cost is modest indeed.

The Act was designed to ensure that at least some portion of

each multifamily project which receives the benefit of tax-exempt

financing is targeted to low and moderate income tenants.

However, at the time the Act was passed, recent developments such

as deep Section 8 budget cuts, substantial reductions in GNMA

funds and high interest rates were not anticipated by Congress.

In addition, technicial problems have made complying with the Act

difficult. Thus, it has been virtually impossible to issue tax-

exempt obligations for multifamily housing since the Act's

passage in December 1980.

The Act urgently needs modification in order to make it a

viable housing production vehicle. We strongly support S. 1656

as a beginning. S. 1656 addresses three requirements of the Act

which seriously impair the ability of housing agencies to issue

tax-exempt obligations for multifamily housing: (1) the term of

the occupancy requirements; (2) the linkage of tenant eligibility

criteria under the occupancy requirement to the Section 8 statute

and regulations; and, (3) the registration requirement.

- 4 -
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Term of Low Income Occupancy Requirement

The Act currently requires that at least 20% (15% in

targeted areas) of the units in any multifamily project financed

with the proceeds of tax exempt bonds be occupied by tenants

eligible to receive assistance under Section 8 of the United

States Housing Act of 1937, as amended. During initial legisla-

tive deliberations on the Act, however, it became apparent that

thisappr-oach was impractical since Section 8 assisted projects,

which were anticipated to constitute the great bulk of the pro-

duction, generally had Section 8 contracts for periods less than

the mortgage or bond term; where an FHA insured mortgage is in-

volved, for example, the maximum term of the Section 8 housing

assistance contracts is 20 years while the mortgage and bonds run

for more than 40 years. Because of this fact it was recognized

that following the expiration of the Section 8 contracts (after

20 years) the tax4xempt-status of such obligations would be in

jeopardy.

To deal with this problem the Ways and Means Committee

inserted a 20 year safe harbor provision, which was eventually

included in the Act as a transition rule. This rule provides

that, until 1984, the applicable percentage requirement for low

and moderate income units must be satisfied for only the first 20

years the bonds are outstanding. While this transition rule may

have temporarily taken care of the occupancy problem for Section

8 new construction and substantial rehabilitation projects, tax-

- 5 -
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exempt financings under HUD's moderate rehabilitation Section 8

program are not currently feasible. The contract term under the

HUD Section 8 moderate rehabilitation, property disposition and

loan management set aside programs is limited to 15 years.

S. 1656 would make the occupancy requirement apply for a

period commencing upon the first date on which a unit in a pro-

jeot financed with tax exempt obligations is occupied, and ending

on the later of the tenth anniversary of the first occupancyof a

unit in the project, the expiration of a period equal to cite-half

the term of the tax exempt obligations or the date on which ab

distance provided to the project under Section 8 terminates.

This proposal seems to take the current transition rule to

its logical conclusion. It appears to have been the intent of

the conferees that the period during which the low income occu-

pancy requirement applies should be flexible enough to correspond

with the term of the Section 8 contract. At the time the

conferees agreed to the 20 year transition rule they were

focusing on the maximum 20 year term for the Section 8 new

construction and substantial rehab projects commonly being

utilized at that time tax exempt financings with moderate rehab

section 8 assistance had not been structured at that time and

consideration was apparently not given to the need for a more

flexible rule. The amendment would also convert the transition

rule into a permanent rule and facilitate moderate rehabilitation

Section 8 financings.

- 6 -
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We support this change but think more thought should be

given to the question of the length and manner in which a low

income occupancy requirement should be structured in view of

federal initiatives to limit rent subsidies to 5 year terms. The

manner in which the occupancy requirement is to be met should be

flexible so that localities may develop innov-ative mechanisms to

assist low income tenants. In addition we think the construction

period should be specifically excluded from the term of the bonds

for purposes of calculating the term of the occupancy requirement

for low income tenants.

Low Income Tenant Eligibility

S. 1656 would clarify the defi-nition of individuals of low

or moderate income rather than linking the definition of

qualified individuals to Section 8 provisions. The amendment

would retain the current income limits for the purposes of tax

exemption at 80% of area median.

The Act currently relies upon the Section 8 program's

definition of individuals of low or moderate income, which is 80%

of area median or less. However, potential ambiguity was created

through the enactment of the Omnibus budget Reconciliation Act of

1981 which provides that no more than 10% of dwelling units which

are available for occupancy under the Section 8 or public housing

programs before October 1, 1981, and are leased on or after that

date may be leased to tenants whose income is between 50% and 80%

- 7 -
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of area median and that no more than 5% of all dwelling units

which become-eligible for occupancy under the Section 8 and

public housing programs on or after October 1, 1981, may be

leased to tenants with incomes of between 50% and 80% of area

median. Although the Conference Report provides that thfs limi-

tation upon tenant eligibility was not intended to affect the

conditions established for project eligibility under Section

103(b) (4) (A), the Act itself should be amended to eliminate any

potential unintended ambiguity created by the Omnibus Reconcilia-

tion Act of 1981.

Registration Requirements

Finally, S. 1656 would eliminate the registration

_requirements currently imposed for tax exempt obligations issued

for multifamily rental housing. The requirement of registration

of these obligations simply creates additional administrative

costs and burdens and also increases the yields of bonds. This

puts them at a competitive disadvantage in the marketplace and

ultimately increases the costs of housing. So long as all

municipal bonds are not required to be registered, this burden

should not be placed upon bonds for housing.

- 8 -
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Technical Point Not Covered by S. 1656

The Act does not specify whether blanket mortgages for

cooperative housing are to be treated as multifamily housing

mortgages for the purposes of Section 103(b)(4)(A). We feel

strongly that the 'underlying cooperative housing mortgages should

be treated as multifamily rental housing mortgages for the

purposes of the Act. We urge amendment of Section 103(b) (4) (A)

to make this clear. Cooperative housing bears a greater

similarity to multifamily rather than single family housing. In

both a cooperative and a multifamily rental project there is one

blanket mortgage made by the project's owner to a lender and the

tenants in both types of projects pay rent to the owner of the

project. Of course, in the case of a cooperative, individual

tenants are also shareholders in the cooperative housing company

which owns the project and may have other individual loans to

finance their shares in the cooperative housing company. Tax-

exempt financing of blanket cooperative mortgage Xoans under the

multi-family provisions of the Act is essential.

Although cooperators do enjoy some benefits not generally

afforded to renters, we feel that underlying cooperative

mortgages nevertheless deserve to be treated as multifamily

rental housing mortages under the Act. A number of different

programs adopted-and administered through the years by Congress

and the Department of Housing and Urban Development (including

the Section 8 program and PHA insurance programs) have treated

- 9-
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cooperative housing as multifamily rental housing. In its budget

outline for 1983, HUD also has suggested that this proposed

change be permitted.

The treatment of cooperative housing as multifamily housing

for the purposes of the Act is vitally important to New York

where it has played a large role in providing housing in the City

for decades. Cooperative housing is an accepted vehicle for

housing production in New York and a significant portion of New

York City's housing stock is in the cooperative form. This rule

would therefore significantly broaden the nature and type, as

well as quantity, of housing opportunities which the City can

make available to low and moderate income individuals.

Additional Substantive Changes Required

S. 1656 makes important technical changes in the Act which

are essential. However, additional modifications in the Act are

required to facilitate production of much needed rental housing.

We urge consideration of an occupancy requirement which

would be based on the aggregate number of units in all projects

financed by an issuer of tax exempt obligations, rather than the

current occupancy requirement which applies on a project-by-

project basis. This would change the occupancy requirement for

tenants who are low income persons from the current 20% of the

units in each project financed with tax exempt obligations to 20%

of the aggregate number of units in all projects financed by an

- 10 -
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issuer through the proceeds of tax exempt obligations issued on

or after the effective date of the Act.

Under this occupancy requirement as long as 20% of the total

number of units financed by an issuer through its tax exempt

obligations after the effective date of the Mortgage Subsidy Bond

Tax Act are or are to be occupied by eligible tenants, the indi-

vidual projects financed by an issuer need not meet any specified

percentage of low and moderate income tenancy. Occupancy re-

quirements based upon the aggregate of all the units in all pro-

jects financed by an issuer should result in allocation of

Section 8 units to projects where the greatest need exists.

Adoption of an occupancy requirement based on an aggregate number

of low income units can of course result in financings for pro-

jects without any units being occupied by tenants with incomes

below 80% of median. This would increase the total available

rental housing stock with significant residual effects including

increased housing opportunities available to low and moderate

income individuals. It will also permit issuers to utilize more

effectively other federal, local and state assistance programs

and would reduce the competition for scarce Section 8 units. It

may, however, be appropriate to require all units financed under

the Act to be maintained as rental or qualified cooperative

housing for some minimum period of time.

This country is facing a crisis in its effort to provide

housing to meet growing needs and demands. Nationwide, rental

housing vacancy rates are at an all time low. As a result of

- 11 -
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current economic conditions the production of newhousing units

- has fallen dramatically. Tax exempt financing presents an impor-

tant vehicle to facilitate the production of-rental housing which

can result in increased housing opportunities for low and

moderate income families at a time when most other direct federal

assistance is being withdrawn. Despite this reduction in federal

assistance decent and safe rental housing for low and moderate

income households is essential. The ability to produce multi-

family housing is in serious jeopardy. We strongly support the

enactment of the multifamily provisions of S. 1656 and urge the

inclusion of the additional changes which I have enumerated.

These changes would constitute a major step forward while

preserving and implementing the objectives of the Act.

The urgent need for more multifamily housing production

requires more than the technical amendment to Section

103(b)(4)(A) proposed in S. 1656, particularly if the proposed

changes in federally assisted housing programs are enacted in the

coming years. However, enactment of the amendments proposed in

S. 1656 along with the proposal discussed above with respect to

the treatment of-cooperative housing under the multifamily

provisions of the Act are imperative at this time. At a

minimums (I) the term of the occupancy requirement must be

shortened so that HUD Section 8 moderate rehabilitation, property-

management and loan disposition projects may have an opportunity

to be financed with the proceeds of tax exempt obligations; (2)

clarification of the tenant eligibility criteria by defining low

- 12 -
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/

and moderate income individuals for the purposes of Section

103(b)(4)-(A) is imperative, (3) cooperative housing must be

- treated as residential rental property for purposes of Section

103(b)(4)(A) and (4) the registration requirements for housing

bonds must be dropped.

I appreciate this opportunity to submit testimony to the

Committee on these areas of vital concern to New York and other

-cities and urge the Committee to give favorable consideration to

the proposals before you.

- 13
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Testimony on Mortgage Revenue-Bonds page I of 5
National Association of Housing Cooperatives
October 30, 1981

Mr. Chairman. My name is Matt Slepin. I am the Director of Government

Affairs for the National Association of Housing Cooperatives, a trade

association representing families living in over 500 housing cooperatives

across the country. The National Association serves to promote successful

operations of existing cooperatives as well as the development of new

housing cooperatives.

The Mortgage Subsidy Bond Tax Act of.1980 was not clear in its treatment

of housing cooperatives. The Conferees' Report stated that "a share in

a cooperative housing corporation ...[is] treated as [a] single family.

residence..." No mention in either the statute or theonferee's Report

was made of cooperative project finance.

Housing cooperatives have a unique legal structure. In a condominium,

each family is the "fee-simple" owner and title holder of their unit.

In a cooperative, however, the cooperative corporation itself--

not the individual members-- owns and holds title to the property.

Individual members own a membership certificate or shares of stock,

which entitles them to reside in a specific unit.

Due to this arrangement, cooepratives are usually financed with a sinale

underlying project or "blanket" mortgage. A typical cooperative utilizing

FHA 221(d)(3) or 213 mortgage insurance takes out a blanket mortgage for

either 100% or 98% of the project cost respectively. Initial membership

fees make up the difference between the mortgage amount and total project

and development cost, which includes the establishment of reserve funds.
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Testimony on Mortgage Revenue Bonds page 2 of 5
National Association of Housing Cooperatives
October 30, 1981

It is this combination of underlying blanket finance and modest membership

fees that allows hQusing cooperatives to serve as a homeownership option

affordable to families of all income levels. Because the cooperative

and not its individual members is the mortgagor, an incoming member can

qualify to be a cooperative homeowner without having to individually

qualify for a unit mortgage. In addition, the blanket mortgage is held

long-term by the cooperative and is not refinanced every time a

unit changes hands. Hence, many cooperatives around the country continue

to pay debt service on 20-year-old, 6% mortgages. Monthly carrying

charges are significantly below market and, as you can imagine, waiting

lists are commonly several years long.

Project financing is basic to cooperative housing. For this reason, we are

concerned that the Treasury Department, in its forthcoming regulations on

Industrial Development Bonds for housing, will interpret the 1980 Act's

silence on this matter as a directive to discontinue tax-exempt financing

for cooperative blanket mortgages.

It could not have been the intent of Congress to shut cooperative blanket

finance--which would mean virtually all cooperative activity for low and

moderate income families--out of the tax-exempt program. It is our

interpretation, therefore, that the 1980 Act's silence on this matter

means that cooperative projects can continue, as before, to be financed

under the tax-exempt program similar to other multifamily housing.
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Testimony on Mortgage Revenue Bonds page 3 of 5
National Association of Housing Cooperatives
October 30, 1981

As the Members of this Committee are well aware, the intent of the Ullman

legislation was to curtail the financing of speculative, ownership

housing under tax-exempt programs. The bill was a response by Congress to

tax-exempt dollars being used to finance luxury, single family, detached homes.

The solution decided upon was to split the tax-exempt program into two parts--

single family and multifamily.

Both United States tax laws and HUD/FHA programs have treated cooperatives

as multifamily housing. Cooperative corporations are subject to regular

corporate income tax rules. In 1976, Congress amended Section 216 of

the Internal Revenue Code to allow housing cooperatives to utilize

standard depreciation deductions. In doing so, the Senate Finance

Committee emphasized the multifamily nature of cooperatives. The Conmittee

wanted to "insure that a cooperative housing corporation is entitled to

a deduction for depreciation with respect to the property it leases to

a tenant-stockholder..." (1976-3 C.B. Vol.3, p.435.) In addition, the

legislative history of Section 216 clearly establishes that the tax

owner of a cooperative housing project is the corporation which holds

title to the project, rather than its members.

Many would argue that, since cooperative members are entitled to receive

the "homeowner's tax deductions" through Section 216 of the Internal Revenue

Code, that cooperatives are ipso facto single family housing. We disagree.

Admittedly, cooperative housing is somewhat of a hybrid. Legal treatment

of housing cooperatives must be decided by the merits of a situation
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Testimony on Mortgage Revenue Bonds page 4 of 5
National Association of Housing Cooperatives
October 30, 1981

rather than a desire to consistently categorize cooperatives as rental

or ownership housing. In this case, because cooperatives rely upon

blanket financing, they should be eligible to receive Industrial

Development Bond proceeds.

NAHC recently commissioned a study, which is submitted as "Appendix A",

that shows conclusively that the U.S. Treasury loses less tax revenue

by financing a cooperative rather than a rental. Even though each

cooperative member is entitled to receive the homeowner's tax deductions,

the study shows that the loss in revenue to Treasury is less than if a

comparable property was owned by a limited dividend partnership and

operated as a rental. Hence, the argument that cooperatives and their

members would "double dip" on tax breaks if eligible for tax-exempt

bonds, is moot.

If eligible for Industrial Development Bonds, cooperatives would have to

meet the 20% low-income occupancy requirement. In contrast to rental

properties, cooperatives would have to maintain affordability of membership-

share prices as well- as monthly carrying charges. Many cooperatives

already do this by limiting the price of membership resales. Commonly

called "limited equity" cooperatives, these cooperatives tie the price

of membership resales to the original membership price rather than the

market value. A return on the initial investment is allowed that is

usually tied to a price index such as the Wage.-Price Index or the

Consumer-Price Index. Resale price can also be tied to the outgoing

member's paydown on the blanket mortgage.
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Testimony on Mortgage Revenue Bonds page 5 of 5
National Association of Housing Cooperatives
October 30, 1981

In today's housing market, cooperatives offer a unique form of housing

that combines affordability with homeownership. For low and moderate

income families living in "limited equity" cooperatives, homeownership

does not mean speculative investment, but control over their community

and pride in their housing.

The current Administration is extremely interested in promoting cooperative

housing. In fact, the Housing Policy Task Force to President-elect

Reagan, Chaired by former HUD Secretary Carla Hills, said that "the

task force recommends that the Administration explore ways of facilitating

ownership of assisted housing projects by tenants.. .the most obvious

form for low-income ownership is the cooperative.

Treasury needs direction from Congress in interpreting the 1980 legislation

as it pertains to housing cooperatives. As I said before, Congress does

not need to pass legislation on this matter. But the Committee should

clarify the intent of last year's legislation so that Treasury has a

clear directive on cooperatives prior to issuing the Industrial Development

Bond regulations.

Mr. Chairman, thank you for the opportunity to submit our testimony. I

trust that the Committee will act promptly to all'bw housing cooperatives

to utilize the tax-exempt financing program. If I can be of further

assistance to the Committee in its deliberations, please feel free to

call upon me.
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A COMPARATIVE ANALYSIS OF TAX EXPENDITURES

IN COOPERATIVE VS. RENTAL HOUSING

Summary: This paper rigorously establishes that the deductibility
of mortgage interest and real estate taxes to tenant-stockholders
of cooperative housing corporations under Section 216 of the
Internal Revenue Code will result, in almost all instances, in a
significantly lower tax expenditure to the U.S. Treasury than
had the same multi-family project been owned and operated as
rental residential property.

I. Introduction

According to Section 216 of the Internal Revenue Code, a tenant-stockholder

in any cooperative housing corporation may deduct- i o" her proportionate share

of real estate txes and mortgage interest. This paper examines the extent to

which the tax expenditures resulting from such deductions are either greater or

less than the equivalent level of tax expenditures had the very same multi-family

project bean owned and operated as a rental residential-apartment building.

Although real estate taxes and mortgage interest are certainly deductible

to the investor-owner of rental residential property, these deductions, as well

as the other operating expenses of the property, are netted against rental income.

In the case of tenant-stockholders in a cooperative housing corporation, the

deductions for taxes and interest are Fetted against personal incomes, not the

imputed rents associated with the property. Of primary importance also is the

ability of the investor-owners of rental residential property to depreciate

the physical structure. As a tax expenditure, however, the effect of

depreciation is mitigated by its recapture as capital gains and/or ordinary

income upon eventual sale of the property.

To resolve the issue of relative tax expenditures incurred, the National

Association of Housing Cooperatives commissioned a series of computer

I
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simulations of the financial and economic history of four hypothetical, but

very representative, multi-family projects. In each instance the project was

simulated as being operated as a rental residential apartment project, and

then simulated as being operated by a cooperative housing corporation for the

benefit of tenant-stockholders.

The end product of each such pair of computer simulations was the stream

of tax expenditures over a twenty-year history of rental versus coop operation.

Using a 10 percent per annum discount rate, as is recommended by the Office of

Management and Budget for use with Government Programs, each such stream of

tax expenditures was also reduced to its present value equivalent in terms of

1981 dollars.

II. The Projects

As mentioned in the Introduction, four representative multi-family project

types were considered. They were: (1) new construction, with conventional,

market rate financing; (2) new construction, with tax exempt financing and

occupants consisting of low- and moderate-income families; (3) rehab'd con-

struction, with conventional, market rate financing; and (4) rehab'd con-

struction, with tax exempt financing and occupants consisting of low- and

moderate-income families. The physical, financial and ownership character-

istics of each project type are described below.

- A. Cost Parameters

From the viewpoint of the physical characteristics of the projects,

there were only two separate types involved: new and rehab'd construction.

(1) New Construction. The proto-typical new construction project

selected for analysis is that of a 100-unit garden apartment complex with each

unit about 875 square feet. The hard costs of construction are estimated as

2
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$35,000 per unit; land cost at $10,000 per unit; and the soft costs except

for construction-period interest and taxes as another 410,000 per unit.

Construction-period interest is estimated as $6,500 per unit over a one-year

construction period and construction-period taxes another $500 per unit. The

total construction cost has therefore been estimated as $62,000 per unit. For

the purposes of this paper, we may presume, without loss of generality, that

this cost is independent of whether built conventionally or to meet HUD minimum

property-tandards and regulations.

(2) Rehab'd Construction. The proto-typical rehab'd project of 100

units is assumed to be originally acquired for about $15,000 per unit (of which

half the cost may be allocated to land and half-to the building). Rehab costs

are estimated as another $15,000 per unit, plus soft costs other than con- --

struction-period interest and taxes of $7,500 per unit. Construction-period

interest is estimated as $4,500 per unit over a nine-month construction period

and construction-period taxes another $500 per unit. The total acquisition

and construction cost has therefore been estimated as $42,000 per unit. We

-,--_again presume that this cost is independent of whether rehab'd conventionally

or to meet HUD minimum property standards and regulations.

B. Financing Parameters

The permanent financing on conventionally built or rehab'd structures

is assumed to be 75% of cost @ 16% for 30 years. The permanent financing on

all units, new or rehab'd, destined for low- and moderate-income families is

--targeted as 90% of cost @ 11 % for 30 years. The principal is assumed raised

from the sale of tax exempt bonds and the mortgage insured by HUD or equivalent

agency. To reflect the insurance, there is also included a mortgage insurance

premium of i% per annum. In summary form, we have:

3
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(1) New/Conventional: A mortgage of $4,650,000 @ 16%, 30 years,

with P&I payments of $7,504 per unit pei year.

(2) New/Low & Moderate: A mortgage of $5,580,000 @ l1 % +

M.I.P., 30 years, with P&I and K.I.P. payments of $6,888 per unit per year.

(3) Rehab'd/Conventiona1: A mortgage of $3,150,000 @ 16%, 30

years, with P&I payments of $5,083 'Per unit per year.

(4) Rehab'd/Low & Moderate: A mortgage of $3,780,000 @ 11% + h%

M.I.P., 30 years, with P&I and M.I.P. payments of $4,666 per unit per year.

C. Operating Expenses -

In the case of new construction, the first year's operating expenses

exclusive of management fees have been estimated as about 4!% of construction

cost, or $2,800 per unit per year. These are comprised of property taxes of

about 2%; maintenance, repair and replacement reserves of about 1.5%; and

utilities and insurance of about l% each. In the case of rehab'd construction,

the first year's operating expenses exclusive of management fees have been

-Estimated as 5% of total acquisition and construction cost, or $2,100 per unit

per year. (Maintenance'repair and replacement reserves are estimated as

closer to-2.0% of cost for the rehab'd units, the other percentages as

estimated for new construction.)

In all cases, management fees and allowances for vacancies and bad

debts are estimated as 10% of gross scheduled income.

D. Rental Income

For the purposes of this paper, we shall minimize initial project

cash flow and specify the first_year's rent as being set to just break even.-

That is, rental income will be the combined costs of debt service and operating

expenses, divided by a factor of .90 (to account for management and vacancy).

We have, per unit per year:

4
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(1) New/Conventional: Rent = (7,504 + 2,800)/.9 = $11,448

(2) New/Low and Moderate: Rent = (6,888 + 29800)/.9 = $109764

(3) Rehab/Conventional: Rent = (5,083 + 2,100)/.9 = $ 7,981

(4) Rehab/Low and Moderate: Rent = (4,666 + 2,100)/.9 = $ 7,518

The first two rent levels indicate why there has been such a dearth

of new, unsubsidized rental residential construction in recent times. Families

allocating one-third of their income to such rent would have to be earning almost

$35,000 per year.

E. Expenses and Income Inflation Rates

Throughout the 20-year simulated history of each project's operation,

it is assumed that operating expenses (taxes, maintenance, utilities and insurance)

are rising at 10% per year. In the case of conventional housing, the corre-

sponding rents will be presumed to increase at the annual rate of 6 % per year.

In the case of low- and moderate-income housing, the corresponding rents are

presumed limited to dollar-for-dollar increases with rising expenses.

F. Future Value

The future value of the conventional projects is assumed determined

by the capitalization of net operating income. For the purposes of this paper,

a capitalization rate of 12% has been utilized. This rate was determined by

relating the construction cost and initial net operating income. For the new/

conventional project, the net operating income is 90 of $11,448, less $2,800,

or $7,503 per unit per year. For the rehab/conventional project, the net

operating income is 90% of $7,981, less $2,100, or $5,083 per unit per year.

-The capitalization rates are therefore estimated as: _

Cap Rate (New/Conventional) = $7,503/$62,000 = 12%

Cap Rate (Rehab/Conventional) = $5,083/$42,000 = 12%

5
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Applying the capitalization rate of 12% to the net operating income

expected during the 20th year of simulated operation yields an estimated future

value of the new/conventional project of about $14.1 million. Doing the same

with the rehab/conventional project yields an e-timated future value of about

$9.1 million.

Because of the fact that the net operating incomes of the two low-

and moderate-income projects are assumed to remain invariant with time, the

projected future values in both cases are presumed to be the same as the

original costs of construction.

G. Disposition and Sale

To simulate the capital gains effect over time, it is assumed that

the investor-owners of the rental units sell out at the end of a 20-year

holding period. An all-cash transaction is presumed, with the capital gains

and ordinary income taxes due upon sale being.paid at that time.

In the case of the tenant-stockholders, the usual course of events

upon sale, if and when it occurs, is for the reinvestment of the proceeds of

sale into subsequent housing units. For such individuals, the roll-over

'provisions of the Internal Revenue Code, coupled with the $125,000 exclusion

on the amount of gain from the sale or exchange of a principal residence by

individuals over 55 years of age, assure an almost indefinite postponement of

any tax consequences of sale.

In all instances of rental residential projects, it is assumed that

between real estate commissions, legal fees, and miscellaneous costs, the

overall expenses of sale will be 6 percent of the--projected value of the

property at the time of disposition. This consideration does not enter into

the calculation of the corresponding tax expenditures for the tenant-stock-

holders in the cooperative housing corporations becasue of the indefinite

postponement of the consequences of sale.

6
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H. Refinancing

In t . two cases of conventional rental residential projects, we

presume that the owner-investors will seek to maximize'the rates of return on

invested capital by periodically refinancing the mortgage or by borrowing

additional funds against the equity in the projects. Such a mechanism has the

practical effect of converting the capital gains created by increasing property

value into non-taxable withdrawals of capital, and is a standard device in the

field of conventional rental residential investment. Because of the lack of

increase in property value for the low- and moderate-income rental projects,

plus the prohibition by HUD on secondary mortgage financing, this option is

typically unavailable to investors in such projects.

The specific refinancing mechanism assumed in the computer simu-

lations has been for the investor-owners to leave the ffrst mortgage in place

at all times, but to borrow an amount of capital every fourth year which will

bring the loan-to-value ratio up to 85 percent. It is further assumed that

these funds are borrowed at a second mortgage interest rate of 20% per annum

with payments of interest only. To be very specific, these additional borrow-

ings were assumed to take place exactly four times during the 20-year simulated

history of project operation, at the end of years 4, 8, 12 and 16.

There was no refinancing or additional borrowing permitted the terant-

stockholders in the equivalent cooperative housing corporations.

I. Depreciation

One of the most important benefits to the investor-owners in the rental

residential projects is the ability to write off a certain portion of their

investment each year in accordance with schedules prescribed by the Internal

Revenue Code. These rules are significantly different for conventional vs.

low- and moderate-income residential properties.

7
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For conventional rental properties, investor-owners must capitalize

construction-period interest and taxes, and, when this provision of the Code

is fully phased in, must write off this item over ten years in a straight-line

manner (i.e., at 10% per year). The total acquisition costs, exclusive of

land, are then depreciated over 15 years at either a straight-line or 175

percent declining balance schedule. In the latter case, excess depreciation

(the difference between the cumulative depreciation under the declining

balance and straight-line methods) is recaptured as ordinary income upon

ultimate disposition and sale. For the purposes of this paper, the 15-year

accelerated schedule has been selected. Since we have adopted a 20-year invest-

ment horizon, there will be, however, no excess depreciation tj be recaptured

as ordinary income (as the investment is fully depreciated by the end of the

15th year).

For the low- and moderate-income rental projects, investor-owners

may expense construction-period interest and taxes as accrued, without having

to capitalize them. In addition, the remaining costs of acquisition, exclusive

of land, are then depreciated over 15 years at either a straight-line or 200

percent declining balance schedule. -(In the latter case, the recapture of

excess depreciation as ordinary income is relaxed at the rate of 1% per month

after the first 100 months of ownership.) We have selected the 200 percent

declining balance schedule for the purposes of this investigation. The 20-year

investment horizon adopted again insures no excess depreciation by the time of

sale.

For the rehab of low- and moderate-income projects, the qualified

rehabilitation expenditures may be written off under Section 167(k) of the

Internal Revenue Code in a straight-line manner over a 60-month period. To

qualify, the rehab expenditures must be at least $3,000 per unit but not exceed

$20,000 per unit ($40,000 per unit if leased or sold to the occupants at cost).

- 8
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J. Federal Income Tax Brackets

The investur-owners of the rental residential projects are all pre-

sumed to be in a 50% Federal income-tax bracket.

For the tenant-stockholders in the cooperative housing corporations,

things are not so simple, and deeper consideration must be given to the income

level of the average resident found in each type of coop, as well as the new

marginal tax tables to be put in place. We have presumed in all instances

that the first $2,000 of mortgage interest and real estate taxes paid by each

tenant-stockholder each year is used as a partial offset to the zero-bracket

amount. For deductions of interest and taxes above that amount, and -based

upon average incomes found among the occupants of the four typical project

types developed, the following marginal Federal income-tax brackets have been

utilized in the analysis:

Case Tax Bracket

(l) New/Conventional: 25%

(2) New/Low & ,oderate: 13%

(3) Rehab/Conventional: 18%

(4) Rehab/Low & Moderate: 11%

The marginal tax rates for conventionally financed projects were arrived

.at by taking a faimly of three with incomes either three times greater (rehab)

or three and a third times greater (new) than the initial annual housing costs

of $7,981 and $11,448, respectively. Excess itemized deductions of $2,000 for

the resultant $24,000 gross income levels (rehab) and $6,000 for the $38,000

gross income levels (new) were then allowed for, a consequence of the fact

that as family incomes go up, amounts of excess itemized deductions increase

at even a faster rate. The resulting taxable incomes were taken to the tables

9
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of tax rates for years 1983 and thereafter. No specific consideration was

given to the new provisions for removing interest income from tax, or other

new provisions which, generally, would operate to reduce taxable income at

higher levels.

Tax rates for low/moderate families were more complicated to

approach. Family income is, by definition, lower than would be indicated by

the 3x rule of thumb. Additionally, there is believed to be a greater portion

of income from non-taxable sources, including social security, disability,

child support, unemployment compensation, etc. Family composition, also, may

vary from conventional, having both more single-parent households and some

tendancy for larger family size. An unstructured sampling of existing housing

cooperatives in the Walhington, D.C., area revealed an indicated average family

income of $12,000 to $18,000 from all sources. Taking account the fact that

not all of this income would be taxable, that incomes in Washington, D.C.,

would tend to be higher than other parts of the country, and that the lower

cost housing would be occupied by people whose real and taxable incomes fell

as low.as zero, incremental rates of 13% and 11% were estimated.

1II. Methodology

A. Tax Expenditures

The general approach taken to the calculation of tax expenditures is

first to define the concept in a precise quantitative fashion.

To do this, let us denote by-PV the present value of the after-tax

cash flow stream associated with the operation of the rental residential

properties on the part of the owner-investors. This cash flow stream consists

of-the initial equity advanced on or before project opening, the net after-tax

cash flow proceeds arising from annual operations, the special withdrawals of

10
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capital coming from the periodic refinancings, if any, and the net after-tax

proceeds of sale at the end of 20 years. Discounting each component of this

stream back to its present value in 1981 at a discount rate of 10% and summing

the results yields the present value of the investment. In other terms, PV is

the after-tax profit, expressed in 1981 dollars, obtained over the 20-year

investment period involved.

To calculate the tax expenditure for the rental residential projects,

suppose we first compute the present value of the investment for an investor-

owner in a 50% Federal tax bracket, denoting the result by PV(50%). We next

repeat the procedure for an investor-owner in a zero percent Federal tax

bracket, denoting the result by PV(O%).

The only difference between these two investor histories is that due

to the operation of the Internal Revenue Code as it affects before-tax cash

flows. Because of this, the difference PV(50%)-PV(O%) will be taken as the

definition of the tax expenditure for the purposes of this paper. In effect,

the concept of tax expenditure as used in this paper is the present value of

all benefits associated with the operations of the Internal Revenue Code as

applied over the 20-year life cycle of a rental residential project.

For the tenant-stockholders, the concept of tax expenditures is

defined in an equivalent manner. In this case we compute the present value of

all after-tax housing payments made over the 20-year period of homeownership,

denoting the result by PV(25%), PV(18%), PV(13%) or PV(11%), depending upon

the project type investigated. We next repeat the procedure of a tenant-stock-

holder in zero percent tax bracket and again denote the result by PV(O%). For

the new/conventional coop, for example, the difference PV(25%) -PV(0%) is the

equivalent tax expenditure associated with tenant-stockholders in that type

project over the same 20-year period. As opposed to the rental case, however,

the effects of sale are indefinitely deferred.

II
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Although the definition of tax expenditure for tenant-stockholders

has been framed in-the above manner so as to keep it parallel with the-rental

residential case, the method will, of course, yield the same result'had the

annual mortgage interest and real estate taxes paid each year in excess of

$2,000 been discounted and summed over the equivalent 20-year period. For

technical reasons, described below, it was much easier to compute the tax

expenditure for the tenant-stockholders in the indirect manner prescribed,

rather than by direct computation.

B. The REAP Model

The computer model utilized for the simulation of the 20-year project

operations and the computation of all present values and tax expenditures was

the Real Estate Analysis Program (REAP) model developed by Dennis Eisen &

Associates. This model has evolved over a long period of time and has been

used in various investigations of the impact of the Federal taxation of real

estate upon investor yields by various divisions of the U.S. Department of

Housing and Urban Development, the National Association of Realtors, the

National Consumer Cooperative Bank, and several major mortgage banking and

real estate investment organizations. The model contains provisions for

multiple ownership of real estate investments and produces reports at both the

partnership and individual investor levels. Multi-year construction periods,

partial first year operation, arbitrary apportionment of benefits and losses

among.partners, equity participation and adjustable rate mortgages, periodic

refinancing, time-phased contributions to capital, downstream rehabilitation,

etc., are all standard features of the model. The REAP model, of course,

incorporates all major provisions applying to real estate investment contained

in the Economic Recovery Tax Act of 1981.

12
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By using the multiple ownership feature of the REAP model, the number

of computer runs necessary to produce the results was cut in half. In each

instance, two investors or two tenant-stockholders were presumed to own or

occupy the project considered. In the case of rental properties, the first

owner was placed in a 50% tax bracket and the second owner in a zero percent

tax bracket. The difference in their present values, when multipled by b

factor o? 2.0 (because each owned half) was the desired tax expenditure

sought.

The same procedure was utilized in the case of tenant-stockholders.

To adopt the model so it represented the economic situation of the tenant-

stockholders, the gross income was set to $2,000 (representing the zero bracket

amount offset in part by the deduction of interest and taxes) per unit, and

the only expense beyond normal debt service was the real estate taxes (growing

at 10% a year in all instances:). The difference in present value between the

non-zero tax bracket tenant-stockholders and tenant-stockholders and the zero

tax bracket "partner," when also multiplied by the factor 2.0, was again the

desired result.

IV. Results

When the above procedures were carried out, the eight numbers produced

for the present value of the 20-year tax expenditures are as presented in the

table below.

Table 1: Suvnary of the Present Value of 20-Year Tax Expenditures, Per Unit

Tax Expenditure Members'
Case Constr. Tenancy Financing Rental Coop Tax Bracket

I New Cony. Mkt. Rate $14,770 $17,370 25%t
2 New Low & Mod. Tax Exempt 13,360 8,090 13%
'3 Rehab Conv. Mkt. Rate 9,980 7,520 18%
4 Rehab Low & Mod. -Tax Exempt 10,750 4,010 11%

13
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From the above table, we note that in three out of four cases, the

20-year tay expenditures Are suhstantially lower for the tenant-etockholders

of the cooperative housing corpQration than for the investor-owners operating

the same project as rental residential property. In the case of the rehab'd

low- and moderate-income coop with tax exempt financing, the tax expenditures

as a coop are only 37.3% of the corresponding tax expenditure if the project

were operated as rental property.

Only in the one instance of new, conventional, market rate housing would

the tax expenditures as coop be comparable with and somewhat exceed the tax

expenditures as rental property. As the construction of new, conventional,

market rate rental units is virtually non-existent in today's financial

environment, this particular comparison may be considered moot.

A final point to be made with respect to the tax expenditures presented

in Table I is that they scale in an absolutely direct fashion with marginal

tax bracket. Thus, if additional evidence were to indicate that the average

marginal tax bracket among tenant-stockholders in new conventional coops was

more like 20%, for example, the correct table entry would be obtained by

multiplying the $17,370 figure by the factor 0.8 (i.e., 20/25).

In sun,,ary, the deductibility of mortgage interest and real estate taxes

to tenant stockholders of cooperative housing corporations under Section 216

of the Internal Revenue Code in almost all instances will result in a signi-

ficantly lower tax expenditure to the U.S. Treasury than had the same project

been owned and operated as rental residential property.

14
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Statement of David A. Hegg
Executive Director, Idaho Housing Agency

October 16, 1981
Public-Hearings on Mortgage Subsidy Bonds

(S. 1348 and S. 1656)

before the
Senate Committee on Finance

Subcommittee on Taxation and Debt Management
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October 22, 1981

Statement of David A. Hegg
Executive Director, Idaho Housing Agency

The Mortgage Subsidy Bond Act of 1980 has made it far rmdre difficult for the Idaho

Housing Agency to increase the supply of housing for low-income families through

the issuance of tax-exempt mortgage bonds. Since the issuance of our Home

Improvement Program Bonds in the fall of 1980, no bonds havebeen issued. Although

we have diligently tried to work within the Act, our inability to issue bonds has

been due, in.,large part, to some of the Act's rigid requirements. The amendments

proposed in S. 1656 and S. 1348 would adjust the most burdensome provisions of the

Act and remove a major impediment to continuing our housing assistance.

The Idaho legislature created the Idaho Housing Agency by statute in 1972 and, by

the terms of the statute, authorized the Agency to issue bonds to provide housing

for persons of low income. The Idaho Housing Agency is-an instrumentality of the

state and the state legislature has authorized a continuing appropriation from the

Idaho state sales tax account to the extent, if any, necessary to restore any

deficiency in the capital reserve funds which are established out of the process of

the bond issues. The Agency has undertaken a sustained and systematic approach to

providing decent housing for Idaho's low-income citizens. In furtherance of this

-effort, the Agency has issued single-family mortgage purchase bonds, from time to

time, under a bond resolution adopted March 1, 1978. In 1980, the Agency issued

Home Improvement Program Bonds to make housing in the state decent, safe, sanitary,

and energy efficient. The Idaho Housing Agency is also active in the admin-
istration of several federal housing subsidy programs.
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The bills under consideration, S. 1656 and S. 1348, would restore the Idaho Housing

Agency's ability to increase the supply of housing for low-income families while

retaining the Act's mandate to subsidize housing only In those areas of greatest

need. S. 1656 and S. 1348 would amend the single-family provisions of the Act in

four major respects. First, S. 1656 and S. 1348 would raise the permitted arbitrage

spread between the bond yield and the interest rate on the mortgages. The Idaho

Housing Agency is self-supporting. Its costs are paid from fees for administering

housing subsidy programs and from-fees and interest earnings on the financing of

housing programs. By increasing the arbitrage limitation in the minimal amount

proposed, S. 1656 would permit the Idaho-'kousing Agency to continue to generate

enough funds to meet the cost of issuing bonds and operate housing programs that are

self-sustaining and self-supporting and cause no tax burden to the citizens of

Idaho.

The second major change proposed by S. 1656 and S. 1348 would be amendment of the

95% actual compliance provision of the Act. The present law provides thatJ5% of

the proceeds of an issue must be invested in loans that comply with all of the

eligibility requirements (residency, prior ownership and purchaseprice) in order

for the entire issue to qualify for tax-exemption. Under present law, even if a

good faith effort to comply is made, if at any time more than95% of the loons do

not meet these complex criteria, then the issue may become taxable retroactively.

S. 1656 provides that any requirements not met at the time of execution, would be

treated as having been met if it is corrected or "diligent" efforts are made to

correct it. The" bill would also amend this provision to require issuers to

periodically audit and prosecute fraud cases. S. 1348 would eliminate the 95%

compliance provision and allow bond holders to rely on a covenant by the issuer that

-2-



- 455

it has made a good faith effort to comply. Under the Idaho Housing Agency programs,

the Agency purchases loans originated by banks, trust companies, life insurance

companies, building and loan associations, and other financial institutions

authorized to transact business within the state of Idaho. The participation of

several kinds of lending institutions in the program makes the low interest

programs more accessible to residents. In programs like ours, where loans are

originated by a variety of lenders, a 5% margin of error is unrealistic. The threat

of falling even slightly short of 95% compliance under the present law, subjects an

entire issue to retroactive taxability and effectively chills any good faith

efforts of the Agency to conform to the law. In fact, institutional buyers, who

comprise about half of the bond market, will not purchase mortgage revenue bonds

because of the 95% compliance provision and the threat of taxability. The

safeguards of periodic audits and prosecution of fraud cases would effectively

prevent abuses without jeopardizing an entire bond issue where diligent efforts are

being made to comply. Furthermore, a covenant of good faith would give bondholders

and investors reassurance that the bonds would not become taxable.

The third.major change included in both bills would be the elimination of the

burdensome registration requirement of the Act. The present law provides that in

order for bonds to qualify for tax-exemption, each obligation must be issued in

registered form. This registration requirement drastically increases borrowing

costs and adds unnecessarily to paperwork. The registration of mortgage bonds

would set them apart from all other tax-exempt bonds and create a two-tiered

market: one for registered mortgage bonds and another for all non-registered

bonds. The development of a market structure to accommodate the registered bonds

-3-



466

will be costly and cumbersome, further diminishing the marketability of mortgage

bonds.

Finally, under either S. 1656 or S. 1348, issuers would not be required to sell

investments held in reserve at a loss. Under the present law, issuers may be

required to lose more from selling investments than they have received and

accumulated as arbitrage profits. The bill would not change the present

requirement that net arbitrage (arbitrage profits less any losses from sales of

non-mortgage investments) must be rebated to mortgagors or the federal government.

In addition to these four major changes in the Act, S. 1348 would make additional

amendments to the single family provisions of the Act that would benefit Idaho

residents. In order to qualify under the present residency requirements, a

mortgagor could not have owned a principal residence within the last.three years.

S. 1348 would permit mortgagors to qualify who live in substandard housing, or in

residences which are not habitable because of natural disaster or governmental

action. With this important change, the Idaho Housing Agency would not be

prevented from assisting individuals whose only ownership-Interest has been in a

substandard or uninhabitable dwelling. S. 1348 would allow two or more qualified

mortgage issues of a single issuer to be treated as a single issue for purposes of

compliance. Where bonds are issued under a continuing resolution, as is the-case

in Idaho, this change would facilitate lower administrative and issuance costs.

The bil-l-would also redefine areas of chronic economic distress to include areas

designated by thestate (n't to exceed 25% of the geographical area within a state)

and eliminate the requirement that a designation-be approved by Treasury and HUD.

In addition, the bill would add "energy impacted areas" to the targeted areas.

-4-
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Mobile homes would be excluded from average purchase price computations and these

computations would not have to be recalculated more than twice a year. This change

would allow more equitable and efficient determinations of average area purchase

price in Idaho. Finally, S. 1348 would make technical adjustments in the yield

computation rules.

S. 1656 would make changes to the multifamily provision of the Act. Since 1977, the

Idaho Housing Agency has issued $63,665,000,in Insured Section 8 Assisted Housing

Bonds, to-inance various multifamily developments. Present law requires that 20%

of rental property be occupied by low or moderate income (Section 8 eligible)

Individuals for 20 years. The present occupancy requirement raises obvious

problems of guaranteeing future compliance by occupants of subsidized homes. S.

1656 would reduce the 20 year occupancy requirement to the longest of 10 years, half

the term of the bond issue, or the term of the subsidy. This change would add an

important degree of certainty to the future of a residence thatinitially qualifies

under the law. Futhermore, under S. 1656, the definition of low income would not

be tied to future amendments in the Section 8 subsidy program.

The Idaho Housing Agency continues to work diligently toward the goal of providing

more housing funds for Idaho's low income citizens. In their behalf I strongly urge

you to support passage of the amendments proposed in S.- 1656 and S. 1348. The

changes proposed by S. 1656 and S. 1348 would allow the Idaho Housing Agency to

continue its efforts to provide an adequate housing supply for low income families

and help spur a badly ailing lumber and housing industry in this state.* The bills

leave the main thrust of the Mortgage Subsidy Bond Act intact, have no negative

effect on federal budget assumptions and maintain the intent of the Act by
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targeting housing bond funds to those in the greatest need. Thank you for giving

me this opportunity to express my views.

DAH:1mb
8-9
6-6

*From 1979 (1) Idaho contract and construction employment is down 18%

(2) Lumber and wood products employment is down 20%

(3) Housing starts have decreased 48%
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Statement of the Public Securities Association

rabe Public Securities Association weloes the opportunity to

suhnit its comments on S.1348 and S.1656, both of which have been

introduced to correct techncal shortcanings in the Mortgage Subsidy

Bond Tax Act of 1980. PSA represents brokers, dealers, and dealer

bankJs active in the public fixed incae securities markets. We currently

have nearly 300 regular members, whose offices are located in all 50

states. Last year our members participated in over 95% of the dollar

volume of new issues of state and local government bonds.

It has been well documented that at this time our Nation is in

the txoes of a severe housincr crunch. In an effort to help moderate the

effect of this state of affairs on low and moderate income families Congress

enaoted the Mortgage Subsidy Bond Tax Act of 1980. Congress intended

that the Act facilitate, subject to certain limitations, the issuance

of mortgage revenue bonds to provide residential mortgage loans for

low and moderate income families. It is clear however that the Act

together with the Teuporary and Proposed Regulations issued by the

Delart nt of the Treasury and the Internal Revenue Service will permit

the issuance of very few, if any, mortgage revenue bonds- Consequently,

we surort Congressional efforts to correct technical deficiencies that

contravene the original intent of the Congress. We believe that'both

S.1348 and S.1656 are appropriate vehicles to achieve that end.
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I. The Need For Viable State and Local Government Mortgage
Revenue Bond Program~

Sales of new and existing homes continue to lag badly.

Figures released by the Oaimre Department reported that gross single

family housing starts in September stood at an annualized rate of

900,000 units,approximately 50% of the rate of January 1981. Data

from the National Association of Home Builders further revealed that for

the first half of 1981 annualized gross housing starts numbered barely

half the starts of 1978. Moreover, the National Association oT Realtors

reported that September sales of existing single family hores had de-

clin-ed to their lowest level in 5 years. They reported that Septer

1981 sales were 37% below the rate of September 1980.

Further, the cost of housing finance continues to reach un-

precedented levels. Qn October 1, 1981 the Federal Hame Loan Mortgage

Oororation announced that the average weighted yield of fixed rate

mortgages accepted under their weekly purchase program had reached a

record level of 18.917%. Although high mortgz.ge rates . ave moderated slightly

the increase in single family.!xre purchase prices,the average cost of a

new hme now stands at approximately $67,000. moreover, builder carrying costs--

nearly ?0% nationally--on construction loans and completed but unsold

hms many inhibit future home construction.

At the same time, however, The Daily Bond Buyer for August 31,

1981, reported that only one single family issue subject to the permanent

restrictions-of the Act has been publicly marketed, and that issue
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was substantially reduced in size by virtue of the regulatory restric-

tions. The volume of all housing bonds issued in the third quarter

of 1981 declined 71.6% fron the volume in the third quarter of 1980.

Thus, at a time when home sales have declined significantly and finan-

cing costs continue at peak levels, state and local goverrwnt mort-

gage bond programs are being severely restricted by Federal actions.

II cnqress Intended That The kibrtgage Subsidy Bond Tax Act of 1980
Irove Effci of Tax- t or HousUNo
Eliminate Such Financing

The severe diminution in the issuance of mortgage bonds,

discussed above,clearly was not an intended result of the Act. In

1980, the House Ways and Means Ccmittee approved legislation restric-

ting mortgage revenue bonds. That legislation was subsequently enacted

with sCme minor modifications as section 103A of the Internal Revenue

Ode. Unfortunately, the legislation was never fully considered by the

Senate Finance Ocmnittee or the full Senate prior to ifs enactment.

The reLort of the Iays and Means Comittee (H.R. ep. No.96-678, 86th

Oong. 2d Sess.) states as follows:

... The Ocmnittee believes that restrictions should be placed

on the use of tax-exenpt bonds for housing that will direct the

subsidy to those families and areas most in need of the subsidy,

that will improve the effici2 in using tax-exenpt bonds for

housing, and that will l:iit the revenue loss." (emphasis added).

Even the statements of the CmTttee regarding establishment of a

review process to determine the efficacy of the Act's provisions make
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clear the Coamittee' s intent to base its review on wether viable

state and local qverwent mortgage revenue bond programs have been

conducted in accordance with the provisions of the Act. The report of

the Comittee notes that the review mechanism was intended,

"... to permit the Cormuttee to reemine the results and the

need for the program within a relatively short period of timne.-m

The same theme was expressed by Conferees frcm the House and

the Senate in Title XI of the Conference Report on the Omnibus re-

conciliation Act of 1980, which added section 103A to the Tax Code. A

review of the financial projections of both tax writing Committees pro-

vides further evidence that Congress intended to create a viable mort-

gage bond program under the Act. In "Estimates of Federal Tax Ekpendi-

tures for Fiscal Years 1981-1986," a report prepared by the staff of

the Joint Ccmittee on Taxation for the OC-miittees of Finance and Ways

and Means and released March 16, 1981, budgetaxy projections were drafted

which contemplated that a substantial number of mortgage bonds would be issued.

The legislative history demonstrates clearly that Congress

believed (1) that there was a need for meaningful state and local govern-

nent housing programs funded through mortgage revenue bonds and (2) that

the Act had been drafted to enable the programs to function well enough

so that a reasonable review of the programs could be conducted by 1983.

However, the couplexities of the municipal securities market in combi-

nation with overly restrictive Proposed and Tmporaxy Regulations have

prevented the Act from achieving the intent of Congress. Adoption of

the bills now before the Subocmittee, we believe, will enable the Ar



468

-5-

to reet its intended purpose of assuring continued state and local

government housing program.

III. Sle Act As Drafted and 7he Teor andReulations
i1l Permit eIssuance of a Miniml Volume of Pbrtgage ReueBons

In spite of the intent of Congress that mortgage bond programs

proceed, certain provisions in the Act and their interpretation in the

Proposed and Twiporary Regulations have virtually repealed the mortgage

bond extption. Due to the exigencies of the municipal securities

market certain provisions in the Act work at cross-purposes with the

intent of the Congress. TIuther, as stated in our ctUI , to the

Honorable Rscoe L. Egger, Jr., Commissioner of the Internal Revenue

Service, the interpretation of the Act in the Regulations is generally

inconsistent with the Congressional intent. A copy of our comment

letter is included herewith and we request that it be included in the

record.

The statute sets forth a number of requirements which must be

met for a mortgage bond issue to be tax exempt. Certain of the require-

rents 1.r er section 103A (c) (2) (B) necessitate a conclusion that;

"95% percent-or more of the proceeds devoted to owner-financing

vns devoted to a residence with respect to which (at the tije

the mortgages were executed) all such requirrents wre met."

A strict reading of this provision could lead to the result that,

regardless of the saf rd built into the program or subsequent cor-
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rections made, if at any time there are more than 5 percent in nonquali-

fying mortgages the bonds will be considered taxable fran date of issuance.

This is the position taken in the Treasury Regulations. As currently con-

strued in the regulations this provision has prevented bond counsel from

issuing unqualified tax opinions that the interest on the mortgage bonds

is tax exempt. Unqualified tax opinions are required to place the bonds

with investors in tax-exeapt securities. Consequently, until such time

as the interpretation of this provision is changed it is unlikely, in our

.opinion, that any significant volume of mortgage bonds can be issued.

Additionally, we believe that the provisions in both the Act and

the Regulations regarding allowable yield on the investment of bond pro-

ceeds have further curtailed the feasibility of state and local govern-

ment mortgage bond programs. In addition to the overly restrictive pro-

visions concerning allowable-yield, other limitations in the Act and

Regulations disallow the six month convention for mortgage prepayments

and treat fees from mortgage originations as yield on non-mortgage invest-

ments. These provisions reduce the internal cash flow available to help

finance mortgage bond programs. The combination of the 95 percent require-

ment and these yield restrictions has devastated mortgage bond programs.

It has been our hope that the Regulations would have been drafted

in a nmnner which would have allowed for the issuance of a reasonable

amount of single family mortgage revenue bonds as envisioned by the Congress.

However, as noted above, and in our comment letter to the Service, the

Regulations inhibit the issuance of the bonds and exacerbate efforts of

issuers and underwriters to structure marketable tax-exempt mortgage
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bond issues.. Since the Service and Treasury have-been unable to issue

workable Regulations based on the Act as currently formulated we can

only conclude that- the Act should be amended.

IV. Conclusion

The housing statistics set out above clearly demostrate the

need for viable state and local government housing programs follow and

moderate income families. However, as we have seen, the Act and the

Regulations for all- intents and purposes have prohibited states and

local governments fram using mortgage revenue bonds to finance these

programs. Thus, unless the Act is amended we believe that state and

local government housir programs cannot function effectively. We are

heartened, however, that this Subczmittee has deemed it appropriate to

reexamine the-Act and consider bills designed to correct its shortcomings.

We urge you to support these bills.
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'uiift Secbritles Assocation
.Ong Wrld Trade Center
New'; k, Ngw York 10043

August 31, 1981

The Honorable Roscoe L. Egger, Jr.
Commissioner of Internal Revenue
Internal Revenue Service
Washington, D.C. 20224

Attention CCtLRiT (LR-10-81)
Proposed Regulations Under the Mortgage
Subsidy 'ond Tax Actof 1980

Dear Commissioners

The Treasury Regulations Committee of the Public Securities
Association wishes to express its concern about the effects
of the Proposed Single Family Mortgage Subsidy Bond Regulations
issued pursuant to the Mortgage Subsidy Bond Tax Act of 1980
(the Act)# and to recommend certain changes in the regulations.
PSA is the national trade association representing banks
dealers and brokers that underwrite, trade and sell* state
.and local government securities.

In our view, the approach taken by the Department of
the Treasury and the Internal Revenue Service in drafting
the Proposed Regulations does not reflect the stated intent
of Congress in adopting the Act. The Committee believes
that these Regulktions could have been drafted in accordance
with the provisions of the Act and yet permit the financing
of 'reasonable number of residences for low and moderate
income families as intended by the Congress. Instead.. the
Regulations as currently drafted will permit very few, if
any, single family housing bonds to be issued. And& therefore,
the Congressional intent has been nullified by regulatory
action.

Moreover, we are troubled that the-Servigce and the
Treasury have chosen to adopt such a restrictive policy
towards state and local government borrowing practices at a
time when these levels of government are being aske .to
shoulder a larger share of the responsibility of providing
for the needs of their citizens. In announcing the formation
of the Presidential Fedeialism Advisory Committee President
Reagan clearly defined his position relative to the realignment
of the duties and obligations 'of the several levels of
government when he stated:
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We need to provide for greater authority and respon-
sibility in the states, bounties, cities and towns--to
return government to those closest to the people most--
affected.

We therefore believe it critically important that the federal
government not further restrict the right of state and local
governments to meet the needs of their citizens at a time
when so many responsibilities are being returned to state
and local levels of government.

I Section 103A is Intended to Improve the Efficiency of
Tax-Exempt Financing for Housing, not to Eliminate Such Financir

Federal tax law necessarily must be construed in light
of the Congressional purpose in enacting the statute. In
1980, the House Ways and Means Committee approved legislation
restricting mortgage revenue bonds, and that legislation was
subsequently enacted with modifications as section 103A of
the Internal Revenue Code. The report of the Committee
(N.R. Rep. No. 96-678, 86th Cong. 2d Seas.) states as fol6ws:

.. The Committee believes that restrictions should be
placed on the use of tax-exempt bonds for housing that
will direct the subsidy to those families and areas
m6st in need of the subsidy, that will improve the
efficiency in using tax-exempt bonds for housing, and
that will limit the revenue loss. (empasls added)

Indeed, even the statements of the Committee regarding
establishment of a review process to determine the efficacy
of the Act's provisions make clear the Committee's intent to
base its review on whether viable state and local government
mortgage revenue bond programs have been conducted in accordance
with the provisions of the Act. The report of the Committee
notes that the review mechanism was intended,

. to permit the Committee to reeki~dne Uie results and
the need for the program within a relatively short
period 6f time.

The same theme was expressed by Conferees from the
House and the Senate in Title XI of the Conference Report on
t Omnibus Reconciliation Act of 1980, which added section
15to the Tax Code. A review of the financial projections
of both taxwriting Committees provides furtbtr evidence that
Congress intended to create a viable mortgage bond program
under the Act. Xn "Estimates of Federal Tax Expenditures
for Fiscal Years 1981-1986," a report prepared by the staff
of the Joint Committee on Taxation for the Committees of
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Finance and WayA and Means and released March 16, 1981,
budgetary projections were draf ted which called for a substantial
number of mortgage bonds to be issued.

This legislative history demonstrates quite clearly
that Congress believed that there was a need for meaningful
state and local government housing programs funded through
mortgage revenue bonds, and that the programs should be able
to function well enough that a reasonable review of the
program could be conducted by 1983.

II. The Proposed Regulations Frustrate the Purpose of
Section 103A

The Committee believes that unless the Proposed Regulations
are substantially modified, their-effect will be a virtual
repeal of the mortgage bond exemption. As stated earlier,
this result is inconsistent with the intent of Congress to
allow the financing of state and local government housing
programs to continue in a more efficient manner.

There continues to be a serious need for state and
local governments across the Nation to provide mortgage
financing for single family residences for low and moderate
income families. As you are no doubt aware, new housing -
starts continue to lag and financing costs continue to soar,

- Figures -released by the National Association of Home BIlders
reported that for the first half of this year, gross housing

,-.starts stood at an annualized level-of 1,032,000 units as
compared to the 2,036,000 housing starts in 1978. Further,
on August 27, 1981, the Federal- Home Loan Mortgage Corporation
announced that the average weighted yield of fixed-rate
mortgages accepted under their weekly purchase program rose

--- to a record 17.663%. At the same'time, however, The Daily
Bond Buyer for August31.-981, reported that only one
single family issue subject to the new restrictions of
section, 103A has been publicly marketed.-and that issue was
substantially reduced in size by virtue of the regulatory
restrictions. The present need for mortgage revenue bond
financing is indisputable, hoever, as a result of the
posture taken by the Service in drafting the Proposed Regulations,
we do not believe that the intent of Congress to improve the
efficiency of mortgage revenue bond programs is being given
effect.

IUI. Principal Areas Where the Proposed Regulations Should
be Modified

PSA recognizes that while regulations under section
103A must reasonably interpret the language of the Act, the
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statute can and should be construed in a manner more consistent
with the expressed Congressional intent to strengthen and
improve the efficiency in using tax-exempt bonds for ho_ sing.

A. The 95 Percent Requirement

The statute-sets forth a number of requirements which
must be met for a debt issue to be a qualifying tax-exempt
mortgage bond issue. With respect to certain of the- require-
ments, section 103A(c) (2) (B) requires a determination that:

95 percent or more the the proceeds devoted to owner-
financing was devoted to residences with respect to
which (at the time the mortgages were executed) all.
such requirements were met. -

-Under the most restrictive interpretation of this
language, bonds issued for a particular program which at any
time had more than 5 percent in non-qualifying mortgages,
would be taxable upon issuance--and no subsequent event
could change th-a result. This would be true even in cases
where the issuer either had no reason to suspect the defect
or, having knowledge of the defect, would be able correct it
'by substituting qualifying mortgages.

As proposed, the Regulations do not Indicate that this
most restrictive intepretation is Incorrect. Yet, the -
substantial uncertainty resulting from such interpretation
is now preventinissuance of unqualified tax opinions,
required in the a-ketplace, that the interest on mortgage
bonds is tax-exempt. In view of the Congressional intent
that there be an efficient and meaningful mortgage bond
program, we believe this uncertainty overhanging the market
must be dispelled.

The Proposed Regulations can and should be modified-to
provide a procedure which may be relied on -to establish that
mortgage bonds are - and will remain - tax-exempt. The
Regulations could require that relevant documents specify
general steps for-verifying that the statutory tests are
met. The Regulations could also provide examples of documents

.to b6 obtained-in this connection. Further* approval of
each mortgage could be conditioned on the mortgagor's filing
a certificate as to compliance with-the Act's requirements,
and written notification to the mortgagor that under state
law, any falsification of the certificate is a punishable

- offense.
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Finally, as contemplated by the statute, any failure to
meet the requirements listed tn section 103A(c)(2)(D) would
have to be corrected within a reasonable period after it is
discovered. If an issuer adopted procedures, certifications
and reqdirements of this nature as called for by regulations
this would provide an adequate basis to establish that
mortgages are qualifying when executed, and the Regulations
could so provide. In this manner, the Congressional intent
that there be some efficient and meaningful mortgage bond
program could be achieved.

B, Yield and Investment Provisions

The legislative history shows that the basic Congressional
purpose in enacting section 103A was not to prevent issuers
from earning arbitrage profits on investments of mortgage
bond issue proceeds. The new statutory provisions do contain
certain specific arbitrage limits (e.g.-, the 1 percent
ceiling and the requirement that all arbitrage profit on
n--on-mortgage investments must ultimately be rebated). The
statute and Committee reports specify that, in addition to
compliance with section 103A, mortgage bonds must also meet
the requirements of section 103(c). Thus, Congress dealt
specifically with 'arbitrage only in certain areas. Otherwise,
Congress simply intended that the general limitations in
section 103(c) would apply.

We believe that a number of provisions in the Proposed
'Regulations which are not set out in the Act will reduce the
feasibility of many state and local government mortgage bond
programs. (e.g., disallowance of the six-month convention
• for mortgage prepayments, the treatment of fees from mortgage
originators as yield on non-mortgage investment, and the- one
year limit on the period during which bond proceeds may be
invested without yield restrictLons pending delivery of
mortgages. The Committee believes that the Regulations
should apply the general limitations of section 103(a) to
all situations regarding arbitrage restrictions not specifically
addressed in section 103A.

IV. Conclusion

The Service recently announced its intention to hold a
hearing on the Proposed Regulations on November 5, 1981. We
believe that it is inappropriate to hold the hearing more
tjan two months-after the close of the comment period and
nearly a full year into a three year period established for
Congressional review of state and local programs conducted
pursuant to the Act and its Regulations. We urge the Service
to adopt a more expeditious schedule for the hearing in
order to provide for the issuance of Final Regulations
within a reasonable period of time.
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As stated above, our Committee believes that the Proposed
Regulations do not reflect the intent of Congress that'state
and local government mortgage bond programs go.forward..
However, if the Service and Treasury believe that the provisions
of the Act preclude the issuance of.workablo Ragulations, we
believe that the Treasury should support the adoption of -I

meaningful amendments to the Act--such as H.R. 3614 and S.
1348--which will allow the Act to meet the objective of
Congress of improving the efficiency of state and local
government single family housing programs funded through
mortgage revenue bonds.

Sincerely yours,

Francis X. Coleman
• ' Chairman

Treasury RegUlations Committee

FXCssc

cat The Honorable John E. Chapoton

4
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adoptive couples together
~-- .... - _a non-profit organization

9500 Abel Lane
River Ridge, LA 70123

(504) 737 - 2008

October 12, 1981

Senator Russell Long
United States Senate
Room G 204 Dirksen Senate Office Building
Washington, D.C.

Rem Committee on Finance
Subcommittee on Taxation and Debt Management
Hearing. October 16, t981, 9130 AM Room 2221 Dirksen Office Building
Senate Bills S608, S 1479, S1580

Dear Senator Longo

Adoptive Couples Together, Inc. (ACT) is an organization of
adoptive and prospective adoptive parents in the metropolitan
Few Orleans area. Founded in 1973, ACT has maintained an
active membership of approximately one hundred families as
well as honorary members and representatives of many adoption
and child caring agencies in Louisiana. Additionally, ACT Is
a member of the North American Council on Adoptable Children,
the National Committee for Adoption, and the New Orleans
Association of Maternity Homes and Adoption Agencies.

We became aware recently of the above referenced bills which
deal with tax deductions, exemptions, and credits for adop-
tion fees and expenses. At present, families who grow through
adoption are discriminated against by tax laws which allow
deductions for expenses incurred in expanding families through
birth but do not allow deductions for the same expenses when
related to adoption. Additional financial burden is placed
on the adopting family since most medical Insurance plans do
not cover medical expenses related to the birth of an adopted
child.

We are, therefore, taking this opportunity to voice our
wholehearted support for any or all of the above referenced
bills and we respectfully request that you vote favorably on them.
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While we support all of these bills, the one authored by
Senator Jepsen (S1580) Is, we believe- particularly compre-
hensive and socially significant because of the incentives
it provides for the adoption of handicapped, older, and/or
minority children. With the number of legally adoptable
U.S. children with these special needs numbering more than
100,000, anything that will make their adoption easier should
be strongly considered and, where fiscally possible, should
be made law.

We thank you for your consideration of this matter and we
trust that you will act positively to bring about the tax
revisions proposed by these bills.

Sincerely,
.Ashton and Ho nn Avegn

Chair
ACT Gommittee on Adoptable Children

Copies $

r embers of the Subcommittee on Taxation and Debt Management
Mr. Robert E, Lighthizer
National Committee for Adoption
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SUBMITTED STATEMENT OF T1E
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS

TO THE SENATE }'INANCE SUBCOMMITTEE
ON TAXATION AND DI.BT MANAGEMENT ON

S. 1348 AND S. 1656,' BILLS THAT WOULD AMEND THE
MORTGAGE SUbSIDY BOND TAX OF 1980

November 3, 1981

The AFL-CIO welcomes the opportunity to submit for the record

its views on S. 1348 and S. 1656, bills that would amend the Mortgage

--Subsidy Bond Tax of 1980. We are generally opposed to both bills.

S. 1348

Sections l(a) and l(b) would amend the present statutory

requirement for a good faith effort to comply with mortgage eligi-

bility requirements. The eligibility requirements are designed to

assure that the proceeds of authorized tax-exempt bond issues are

used to finance the principal residences of the mortgagors within

the jurisdiction of the authority issuing the bonds, that bond pro-

ceeds are not used to help a person who owns a home to purchase a

new one with a subsidized mortgage; and that the proceeds are not

used to finance the purchase of a home whose price exceeds 90 per-

cent of the average purchase price In the area. If all these require-

ments are met by the new homeowner, the mortgage may be assumed.

Under the Act, where gocd faith in-meeting the aforementioned

requirements has been exercised, 95 percent or more of the lendable

proceeds must have been invested in mortgages meeting all of the

requirements at time of exccution of the moctgags.

Section .1(a) and 1(1) would greatly relax the present (95 per-

cent) good faith requirement by excusing the issuer if he in good

-- faith _temp (d to. meet all requirements before the mortgages were

executed and corrected the fuilur to woet the roqutirements within a

reasonable period after the failtlo' was first discovered.
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The objections to this proposed amendment are twofold: First,

the present requirement is that only 95 percent of the mortgages

made with the proceeds of the bond issue have to meet the various

requirements as to mortgagors and residences. Thus, there is a 5

percent leeway; and if good-faith is exercised, it is unlikely that

there should be more than a 5 percent error.

Secondly, if the house has already been sold, although the

mortgage-has not been executed, when failures are discovered, it

becomes very impractical to correct since the prospective home

buyers have in good faith made deposits and Signed sales contracts.

In Section l(c) on previous ownership interest in a home, cer-

tain exceptions would be made against mortgage lending to persons

who had an owner-ship interest in a residence during the past three

years. That would be with respect to prior residences which wbuld

be certified by a state or-local official as not meeting-minimum

standards established by the state or local government, or owners

who had an ownership interest in a prior residence that cannot be

occupied on a permanent basis due to a national disaster to govern--

mental action. The latter point, when a residence has been made

uninhabitable, is acceptable. However, when it comes to certifica-

tion by state or local officials that the prior residence did not

meet minimum property standards that could have been established by

local preas, that should not be made acceptable. It is not appro-

priate to permit a local area to establish a very high minimum

property standard and to allow that to become the grounds for local

persons to receive subsidized interest rate mortgage loans to-pur-

chase new homes.
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Section l(d) would-modify the statute with respect to determina-

tion of the average area purchase price in several ways. One of

these modifications would permit separate determinations of average

area prices for (a) residences which have not been previously occupied

and (b) residences which have been previously occupied. This modifi-

cation should not be approved since it would be contrary to the

original intent of a price restriction to act also as a restriction

against having tax-exempt mortgage benefits going to higher income

home purchasers. It should be recalled that the legislation to

restrict mortgage revenue bond issuances was prompted by abuses in

localities where benefits went to high income home buyers. A

separate average price calculation for new homes, which generally-

have higher sales prices than previously occupied homes, would cause

higher priced homes to be financed for higher income buyers than

under the present statute.

Section 1(e) deals with the effective mortgage rate. Subpara-

graph (A) of this section would permit a spread of 1.5 percentage

points to cover the cost of issuing the bonds. The present limita-

tion of 1 percent has been adequate; all issuing authorities have

been able to" find Issuers who apparently find it worth their while.

There is no reason for authorizing increased yields which would require

high debt service and higher mortgage or rental payments, thereby

defeating the purpose of providing housing for moderate-income people.

Section 1(h) on program compliance, under subparagraph (A),

would permit two or more qualified mortgage issues to be treated as

a single issue for the purposes of determiningt compliance. The two
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issues (in a state) may actually be in two widely separate and dif..

ferent market areas in which one would be at an advantage and the

second at a disadvantage through combined treatment for compliance,

Section I(i) would be exempt from certain compliance require-

ments, including the purchase price and arbitrage limitations, the

mortgages which are insured by FHA or guaranteed by VA that are being

assumed.' There is no reason for such exemptions which would permit

sales prices above the basic statutory limits.

S. 1656

The bill proposes several changes in the Revenue Adjustment

Act of 1980, Public Law 96-499.

First, the present 95 percent good faith requirement could be

ignored with respect to a bond issue under the Act if periodic

audits were conducted and any cases of fraud would be prosecuted.

This proposal mixes apples and oranges. The purpose of the good

faith requirement is to see that the proceeds of authorized bond

issues are used for principal residences of the mortgagors within

Jurisdictionof the authority issuing the obligation; that it is not

used by a person who owns a home to purchase a new one with a sub-/

sidized mortgage; that it is not used to finance high-priced homes

exceeding 90 percent of average area purchase price. The purpose of

these provisions is separate from tho question of fraud to be

detected by audits, against which any issuing authority presumably

would take precautions.

Under the second proposed provision, the user would be allowed

a 1.25 percent yield to cover the cost of issuing the bonds. The

present limitation of I percent bas been adequate; all issuing

authorities have been able to find issuers who apparently find it
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worth their while. There is no reason for authorizing increased

yields which would require high debt service and higher rrOrtgage

or rental payments, thereby defeating the purpose of providing

housing for-moderate-income people.

Another proposed change would call for removal of the registra-

tion requirement on the grounds that no other tax-exempt bonds.face

this requirement. That is no reason not to have a registration

requirement £or-tbis special-purpose type of bond issue. It is -

important to be able to trace the ownership of the bonds after issue

to help detect if there is any collusion between residential devel-

opers, local authorities, and subsidized mortgage recipients, any

one of whom might be bond buyers.

The two technical changes under the last proposed amendment,

dealing with eligible rental housing, should be supported. One

would set tAhe lower income occupancy requirement at 80 percent. of

area median income, and the other would call for a relatively long-

term, moderate-income occupancy requirement which would be tied

to the term of the subsidy or a longer term, thus encouraging longer

terms for low-income occupancy and also longer term fjirznci.ng

which would be healthier for continuation of rental housing.
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.. .ANO; LOAN ASSOCIATION

Since 1885 - 700 Maiket Street. San Francisco. California 94102 Telephone (41u 772-1449

Anthony M. Frank
Chairman and President

/ October 15, 1981

Honorable David Durenberger
United States Senate
Washington, D.C. 20510'

Dear Senator Durenberger:

I am writing to you to express my support of the use of-
Tax Exempt Mortgage Revenue Bonds for housing and my
deep concern over the present status of Mortgage
Revenue Bonds under the Mortgage Subsidy Bond Tax Act
of 1980. H.R. 3614 and SB 1650 deal with some of the
problems with which I am concerned.

Not since the depression has this country faced a
housing crisis as severe as the one we are facing
today. With conventional long term fixed rate
financing virtually disappearing, and with available
financing carrying variable interest- rates at 16% - 17%
with short terms, younger families in the low, moderate
and middle income groups have been effectively shut out
of the housing market. Construction starts are
drastically down, demand is higher than ever in most
areas of the country, and there is virtually n- vacancy
factor in rental housing. No new rental projects are
being built and many communities are becoming gravely
concerned that their economic industrial base will
erode because the employees needed to work in these
businesses cannot find shelter in the surrounding
communities.

Since 1977, one- of the few viable solutions-in this
crisis has been the introduction and growth-of Tax
Exempt Mortgage Revenue Bonds. The Mortgage Subsidy
Bond Tax Act stopped the potential for unlimited growth
of such financing which so gravely concerned the
Treasury. -However, in drawing up guidelines for the
use of Tax-Exempt Housing.Bond financing, the staff of
the House of Representatives put provisions into the
Act that made it virtually impossible for communities
to go forward with new bond issues.

04W 0-a-82



My Association, since 1977, has actively participated
with communities all over California by originating and
servicing loans under their bond programs, most of i't
badly needed new construction. We would like to
continue but the Act makes it impossible.

Let me highlight the major problems and recommend
changes in the Act that, I believe, can resolve the
problems, avoid abuses and allow these bonds to be
issued for sorely needed housing within the broader
limits of the Act:

1. Problem - Arbitrage limits of 1% between bond
yield and the mortgage rate do not allow
for realistic costs to be absorbed.
Mortgage loan originator-servicers have
Typically agreed to originate these
loans for fees of 1% of the loan, and
service the loans for 3/8ths of 1% per
year. This fee structure is generally
recognized to be a reasonable return in.
the Mortgage Banking Industry. FNMA and
FHLMC both recognize this. If anything,
bond programs put additional unique-
requirements on the ortginator-servicer.
Present arbitrage limits do not allow
for standard 1% origination and 3/8ths
servicing fee.

Solution-

2. Problem-

Change the Act to allow for origination
and servicing fees which are not
calculated in the arbitrage spread so
long as they are not in excess of those
typically allowed or paid by FNMA or
FHLMC to seller-services.

The Act has taken the responsibility for
non-compliance by the mortgagor- from the
mortgagor and put the consequences of
such non-compliance on the bondholder by
making the bonds taxable if more than 5%
of an issue is found to be used by
ineligible mortgagors. The effect of
this provision is to make such -bonds
uncompetitive or unissuable in the
market by virtue of an unwarranted risk
to the bond investor on his expected
effective yield.

-2-
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Further, any responsible financial
institution originating and servicing
these loans is faced with an
unreasonable business risk because of
the potential for having to defend
itself against bondholder suits.
My association has and will be willing
to assume liability for properly
documenting a loan package and obtain
relevant certification by agreeing to
repurchase such loans, should such loans
not be_ properly documented. However, we
cannot assume the risk inherent in a
bondholder's suit for actions of a
Mortgagor who has signed all the
relevant certifications and has done so
fraudulently.

Solution- Amend the Act to allow the Bond Issuer,
Originator-Servicer, and Bondholder to
rely on Certifications of a Mortgagor as
to those criteria required of him,
namely:

a. Intent to occupy as primary
residence.

b. Not a homeowner in past three
years.

c. Purchase price is within prescribed
limits and fully disclosed.

3. Problem - An.y loan found not to comply with the
above criteria must be corrected. In
the case of fraud regarding ownership of
a primary residence in the-past three
years or the purchase price actually
exceeding the maximum allowed, the
corrective action must be to remove the
loan from the bond program. This, as a
practical matter, means that the origi-
nator-servicer would have to repurchase
a sub-market rate loan at par.
Repurchasing just a few of these loans
would wipe 'out a years' servicing
income despite the best efforts of an
originator to properly document the
applications of mortgagors.

-3-
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Solution- Allow loans, where the mortgagors are
determined not to have met the eligibility
criteria despite having executed relevant
certifications, to remain in the bond program
subject to the following conditions:

1. The Promissory Note is written at a
market rate (perhaps FNMA) with an
agreement to accrue interest at the
bond program mortgage rate.

2. The Agreement provides that should
the initial mortgagors or
subsequent purchasers using the
bond financing be determined at _/

anytime to be ineligible under the
criteria previously described, the
interest rate would accrue at thy
higher note rate. r

3. Should such higher rate be trigger-
ed, the difference between the bond
program mortgage rate and the
higher note rate would be paid to
the Federal Government.

4. Failure by the mortgagor to make
monthly payments at the higher note
rate once ineligibility has been
determined, would result in
default, acceleration of the loan
and foreclosure, should the
mortgagor fail to pay off the loan
on demand.

I believe that the changes I have described are
workable and fair. The responsibility of misuse is put
where it belongs, on the person(s) who abuse the
program the mortgagors. The Federal -Government could
be reimbursed for an improper use of what is
essentially a Federal subsidy while the bondholder,
issuer and loan originator-servicer are protected
against those risks outside of their control.

-4-
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I support and urge any legislation that would result in
these changes to the Mortgage Subsidy Bond Tax Act of
1980.

Sincerely,

Anthony M. Frank
Chairman and President

To be part of the Hearing Record of October 16, 1981.
The above signed is also Chairman of the California
Housing Finance Agency.

-5-
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SENATE COMMITTEE ON FINANCE

BY OREGON DEPUTY STATE TREASURER FRED HANSEN
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Thank you for the opportunity to submit written testimony

concerning the bond registration requirement which appears in the

Mortgage Subsidy Bond Tax Act of 1980. Of particular concern to us

in the Oregon Treasury, and of course to the State's Department of

Veterans' Affairs, is the provision in the Act which extends the

registration requirement to "Qualified Veterans' Mortgage Bond"

programs. Most of Oregon's general obligation borrowing is done to

finance farm and home loans through a program which, since 1945, his

provided a significant benefit to both eligible veterans and the

state's economy. We are very concerned that the costs associated

with issuance of registered bonds will have a negative impact on this

well established state program and on the programs administered by the

state's Housing Division in the Department of Commerce.

Before moving to the specific impact of bond registration,

allow me to state that the officials of the Oregon Treasury Department,

the Housin? Division and Department of Veterans' Affairs are well

aware of-fhe tax concerns which led to incorporation of the registration

requirement in the original legislation. However, we are hopeful that

your current review of the costs associated with registration will
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lead to consideration of remedial actions which bear less negative

consequences for the municipal issuer while still addressing the

concerns of the Administration.

I am sure that in the course of your deliberations you have

heard various estimates of the interest rate penalty issuers of

registered bonds will face. While it may be argued that no definitive

estimate of additional cost can be made, it is undeniable that

registration is a transaction cost -- and that transaction cost

will be passed along to the issuer at the time of sale.

In Oregon w6 have had some recent experience with, the issuance

of registered bonds through our Alternate Energy Program. The

requirement that these bonds be issued in registered form may be

found in an amendment to the Crude Oil Windfall Profits Tax Act.

The best estimates we have been able to derive from those experts

closest to the marketing effort indicate that a penalty of between

50 and 75 basis points (.5% to .75%) resulted. ss uming a similar

penalty on a $100 million Oregon Veterans' Bond sale ( and at that

volume the likelihood is that the penalty would be toward the upper

end of the range), additional interest costs over the life of the

issue would be between $11.2 and $16.8 million.* Under the best of

circumstances a penalty of this magnitude would be cause for considerable

concern. In today's market it is.a potentially crippling blow to

interest rate sensitive bonding programs.

* Assumes a base interest rate of 12.5%, serial maturities

over 25 years and level debt service payments.
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Without spending too much time on the subject, I would like

to outline a few developments of the past several months which, taken

together, have had a dramatic effect on the municipal credit market.

A large part of the problem is directly attributable to the current

weakness in the nation's economy. As profits have declined among

banks, life and casualty insurance companies (traditional mainstays

of the municipal market), tax liabilities have diminished and the

appeal of tax-exempt investments has waned. The market has weathered

such economic cycles in the past, however, without undue difficulty.

What makes the current situation unique is the combination of forces

which are at work. A few of these are noted below:

* Increasing competition for a limited number of investor dollars.

In the current market there are increasing numbers of tax-exempt

issuers for non-conventional purposes. Foremost among these are private

corporations issuing bonds though industrial revenue authorities (IRB).

These firms often have an advantage over municipalities when competing

for commercial bank interest, because the IRS purchase is viewed as

a corporate client service by the bank -- and, as I have already noted,

such banks have a limited and decreasing demand for tax-exempt holdings.

* Creation of new investment instruments which draw investor

dollars away from traditional municipal note and bond markets.

The recent creation of an "all-savers* certificate offered through banks

and savings and loan institutions has drawn funds away from the debt

instruments of municipal governments. At a time when the large

institutional buyers are experiencing reduced profits and, therefore,

reduced demand for tax-exempt investments, individuals have become

the most single important component of the market. With the advent

of the "all-savers" certificate individual buyers were given an
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additional investment option -- one which competes directly with

conventional short-term municipal instruments.

* Revisions of the federal tax code. Recent changes in the

federal tax code have had the effect of reducing the attractiveness

of tax-exempt investments. A reduced tax rate will unquestionably

affect the appetite for such investments among individuals and

institutions alike.

* Large-scale borrowing by the federal government. As recent

reports from official sources begin to reflect the likelihood of

much larger federal budget deficits than had been originally anticipated,

the market must brace itself for a new round of large federal government

financings. With uncertainty prevailing over the ultimate borrowing

needs of the federal government, there is little hope for a sustained

rally in the credit markets. All rates continue to be affected by the

anticipated level of such borrowings.

Clearly the municipal market is currently experiencing some of

the most difficult times in its history. There is increasing concern

that municipal governments will no longer have access to the credit

markets to finance essential projects and programs. The requirement

that bonds be issued in registered form is yet another transaction

cost which will be passed to municipal issuers at a time when they

can least afford it.

I strongly urge you to pursue options to address the tax

concerns associated with issuance of negotiable bonds which do not

punish the municipal issuers. One such option might be to specifically

require that tax-exempt interest earnings from municipal investments

be reported on the federal income tax return. Another would be to

require preparation of a separate schedule at the time the tax return

is filed which lists all municipal holdings. Whatever course of

action you choose, I hope that it results in punishment of those

who use municipal investments for illegal purposes rather than the

issuers themselves.

Thank you for the opportunity to comment on this matter of con-

siderable importance to our state.
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October 30, 1981

The Honorable Robert Packwood
Chairman, Subcommitee on Taxation
and Debt Management
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: Mortgage Rqvenue Bonds

Dear Senator Packwood:

On behalf of the Northeastern Retail Lumbermens Association,
I would like to submit for the record the following statement
with regard to the subject of your hearings of October 16, 1981.

The Northeastern Retail Lumbermens Association with offices
in Wellesley, Massachusetts, and Rochester, New York, is a broad
service-based trade association representing more than seventeen
hundred retail lumber and building materials firms and building
material wholesalers and manufacturers throughout New York State
and New England. Our membership is on the "front line" of the
housing industry of this country and is perhaps uniquely qualified
to assess its vitality in the New York and New England region. It
is the consensus of my membership that housing is in deep trouble.
A comparison of starts in our region between August, 1981, and
August, 1980, shows a 23% decline. We see no brighter picture in
the immediate future. Other people have supplied your Subcommittee
with detailed statistical analysis of the need for housing and of
the amountbeing produced. We will not repeat these figures but
only confirm them from our individual experiences.

Probably the greatest single factor inhibiting production of
housing in this country today is a lack of mortgage money at a cost
which can be afforded by the great bulk of our population. One
technique to deal with this problem is a tax-exempt mortgage revenue
bond. This is essentially a local option, since by virtue of the
legal necessities of such an issue, the decision whether or not

87th
ANNUAL CONVENTION
JarAwy 4, 5, 1. 7, 181

Serving Retail Lumbemr and Building Materials Deales In the Northeast BOSTON
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to go forward with a mortgage revenue bond program is one which
is made close to the actual need for housing. It is not made in
some far distant seat of government, but is, rather directly
related to the public purposes of the area involved.

In some ways, we applauded the introduction of the original
mortgage revenue bond legislation in April, 1979. There were
abuses which had to be dealt with. However, when the legislation
to deal with those abuses was subsequently enacted, we are sure
that the Congress intended that the program it designed should
work. It has not worked nor does it appear that it will work
unless the issues dealt with by Senator Sasser in S.1348 and
Senator Durenberger in S.1656 are corrected. We support both
of these bills and urge their passage.

Our primary emphasis today lies in correcting the defects in
the single-family home finance area. This position is partially
based upon the fact that under present law, the tax exemption
for single-family mortgage revenue bonds will expire December 31,
1983. Time is running out, but nothing is happening.

The issuance of this type of bond for mortgage finance was
effectively suspended over two years ago when Representative Ullman
introduced H.R.3712 in April, 1979. In December of 1980, the
passage of the Omnibus Reconciliation Act seemed to reopen the
possibility of using the tax-free mechanism with certian specified
limitations. However, it was not until July 1, 1981, almost seven
months after the enactment of the bill and over two years from
the date of the introduction of the original legislation, that
regulations were issued for the single-family program. And the
regulations as issued are unworkable, according to representatives of
public issue groups.

The Reconciliation Act contemplated a loss of revenue to the
Treasury over a three-year period in the area of $300 million.
One of those years has gone by and the revenue loss must be
practically zero since there has been, effectively, no program.
Except for those issues which were in process at the time of
enactment, there have been no more than a minimal number of issues
brought to market. This "windfall" to the Treasury of nonloss of
revenue miqht well be returned to the public in the form of an
extension of the sunset provision. We urgently request that the
Congress take action to start the program and suggest that the
Sasser and Durenberger bills present reasonable solutions to the
critical impediments between us and a useable source of mortgage
funds.

I have mentioned the delay in the issuance of Treasury regulations.
TO date, there are no regulations at all with regard to the
residential rental housing program. While tax exemption for
apartment bonds is not facing the sunset provisions which relate



490

The Honorable Robert Paokwood
October 30, 1981
Page Three

to singke-family mortgage revenue bonds, we urge this bodk-and
the Congress to correct the several issues dealt with by S.1656
by passing that bill at the earliest opportunity. We should not
presume that clarifying regulations will be forthcoming.
Treasury's lack of priority is well documented by its performance
in the single-family area. Inquiry by the members of this
Subcommittee may well be required before regulations are issued.

While our members are clearly profit oriented, it is also
true that the residents of our region need the housing. There
is an acute shortage of rental units. This, as always, is
particularly true for those of low and moderate income. The
Section 8 program of the Department of Housing and Urban Development
is inadequate. In addition, the statements of the present
Administration suggest that it is a dying program. Something
must take its place, and that vehicle must be production oriented.
A tax exempt bond can accomplish this in part, although we concede
that some tenants will need more assistance.

There are currently studies which suggest that the presence or
absence of a rental housing shortage is a local condition. While
I express no opinion with regard to the accuracy of that theory,
I point out again that the issuance of a mortgage revenue bond is
a decision that is made by those who are close to the scene and
who are familiar with the needs of the community involved. There
is a great consistency between these two facts and it should not
be forgotten.

In conclusion, the Northeastern Retail Lumbermens Association
urges that the Congress take whatever action is necessary to ensure
that the issuance of tax-free mortgage revenue bonds for both single-
family and multifamily housing becomes again an effective part of
our housing strategy.

Thank you for your courtesy in receiving this statement.

Sincerely,

Iraoe G. Pierce
Executive Vice President
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TESTIMONY BY WALTER L. BENNING,
PRESIDENT, MANUFACTURED HOUSING INSTITUTE,

BEFORE THE SENATE FINANCE COMMITTEE

My name is Walter Benning and I am president of the Manu-

factured Housing Institute, Inc. ("MHI") which is the national

trade association for mobile home manufacturers and suppliers

engaged in the production and servicing of mobile homes.

There are an estimated 178 mobile home manufacturers in

the United States, with approximately 470 manufacturing

facilities. In 1980 these manufacturers distributed over

221,000 homes to the continental United States and Alaska.

MHi represents more than 70, of this production capability

for manufactured housing.

It is vitally important for our lower income Americans

that this needed source of mortgage funds be made to work as

the Congress intended.

As a result of cost consciousness of the mobile home

industry in 1980, while less than twenty-five percent (251)

of site-built houses sold were priced under fifty thousand

dollars ($50,000), virtually all of the manufactured homes

sold during that same period were sold under that amount.1 /

More recent data from the U.S. Department of Commerce indi-

cates that in 1980 the average cost of mobile homes was

$19,200 compared to the average price of a site-built home

of $76,300.1/

1/ U.S. Department of Commerce, Bureau of Census, Data for
Conventional Homes-Construction Reports (C-25-75-13;
C-25-76-12).

2/ U.S. Department of Commerce, Bureau of Census, Housing
Starts Construction Reports, April 1981, C-20-81-2;
Price Index of New One-Family Housing Sold, April 1980
(C-2-7-79-Q4).
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I ,.- BACKGROUND

I am here today to testify concerning certain bills

the Senate Finance Committee (the "Committee") concerning

the Mortgage Bond Subsidy Tax Act of 1980, namely, S.1348 and

S.1656 to clarify certain amendments which apply to mortgage

subsidy bonds.

We are testifying today for two important reasons. The

first is to add the support of our organization to the

urgency that will be expressed to this Committee to provide

a viable source of long-term mortgage money for housing the

American people. I know that the decline in housing put in

place in the last twelve months and the far-reaching efforts

that such decline makes in all related industries is by now

well known to this Committee. But what may not be well

known to you is that the manufactured housing industry

accounts for over 80% of all housing sold for under $35,000

per house today. 11HI believes that any regulations which

are promulgated for the issuance of tax-exempt bonds for the

purchase of home mortgages under the authority of the Mort-

gage Subsidy Bond Tax Act of 1980 (the "Act") by the Internal

Revenue Service ("IRS") should reflect the fact that mobile

homes, based on current design and construction, merit the

same treatment as any other type of housing built to recog-

nized codes and accepted by state and local authorities as

single-family housing. It is important that the Committee

recognize that mobile homes built to comply with the U.S.

Department of Housing & Urban Development's Federal Construc-

tion and Safety Standards (Appendix A attached hereto) are'
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equal to conventional site-built homes in terms of safety,

quality and durability. Moreover, when placed on permanent

foundations not only the appearance of mobile homes but also

the construction quality are indistinguishable from that of

conventional, site-built homes of comparable size.

M11I feels it would be helpful to the Committee in

considering the above Senate bills to address generally-the

present state-of-the-art of the mobile home industry with

respect to the quality, safety, duraDility and cost of

manufactured housing as compared to site-built housing.

II. MOBILE HO11S COMPARED TO CONVENTIONAL
SITE-BUILT HOMES.

In 1974 Congress, pursuant to the ilational Mobile Home

Construction and Safety Standards Act of 1974, delegated to the

Department of Housing and Urban Development ("HUD") the responsi-

bility for promulgating a complete mobile home' housing code and

an enforcement system extending from the first stage of produc-

tion to the consiimer's use as a home. In accordance with this

Congressional mandate, HUD developed the Federal Mobile Home

Construction and Safety Standards, initiated research to improve

these standards, and implemented a comprehensive enforcement

system. On December 18, 1975 HUD published as final the Federal

Mobile Home Construction and Safety Standards, 24 CFR Part.3280

(the "HUD Code"), which govern the design and construction of

mobile homes. On Hay 13, 1976 HUD published the Mobile Homes

Procedural and Enforcement Regulations, 24 CFR Part 3282, which

implement HUD's responsibilities to develop a comprehensive
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enforcement system to ensure compliance with the standards, and

to assure that consumer complaints are adequately handled-

The Federal Mobile Home Program is comprised of an entire

network of organizations to assure conformance to the IUD Code.

There are 35 state agencies approved by HUD to oversee manufac->

turers' handling of consumer complaints and "recalls" of certain

defective mobile homes.

Manufacturers contract with third-party engineering firms

(both state and private agencies) known as primary inspection

agencies (PIAs). HUD has also contracted with the National

Conference of States on Building Codes and Standards (NCSBCS) to

monitor all PIAs in their performance of design reviews and plant

inspections. To advise HUD on standards development and enforce-

ment, HUD convenes the National Mobile Home Advisvry Council

twice a year. This Council consists of 24 representatives,

evenly balanced among three groups -- consumers, industry and

state officials.

A. The Hud Code is Comprehensive.

The HUD housing code for mobile homes is unique in the

housing industry. There is no such mandatory Federal code and

enforcement system for any other type of housing. In fact, mod-

ular homes which are built under the same manufacturing process

and often cannot be distinguished from mobile homes have no such

regulatory oversight and have typically been treated differently

than mobile homes for purposes of state and Federal regulation.
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The purpose of the Mobile--Home Act is set forth by the

Congress in the preamble to the Act, as follows:

"The Congress declares that the purposes of this
title are to reduce the number of personal injur-
ies and deaths and the amount of insurance costs
and property damage resulting from mobile home
accidents and to improve the quality and durabil-
it of mobile -6mes." 42-UCT540. (Emphasisa--deU7. )

Therefore, the focus-of the HUD Mobile Home Act is on qual-

ity and durability of mobile homes, as well as on safety.

Pursuant to this stated purpose, Congress required HUD to

establish "mobile home construction and safety standards."

421USC §5403(a). These standards relate not only to safety

but also construction, and constitute a complete mobile

home housing code found at 24 CFR Part 3280 of the HUD

Regulations. The comprehensive nature of the HUD Mobile

Home Standards is reflected in the Code's subparts which

address:

o- Fire Safety;

o Body and Frame Construction Requirements;

o Testing;

o Thermal Protection;

o Plumbing Systems;

o Heating, Cooling and Fuel Burning Systems;

o Electrical Systems; and

o- Transportation.

Moreover, the regulation states that:

88-02 0-82--3
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"This standard covers all equipment and installations
in -the design, construction, fire safety, plumbing,
heat-producing and electrical systems of mobile homes
which are designed to be used as dwelling units." 24
CFR 3280.1.

Title 24, Section 3280 of the Code of Federal Regulations

("CFR"), incorporates by reference not only existing standards

and codes of agences of the United States Government, but refer-

ence standards which are the identical construction standards

used in production of housing on-site. Mobile homes also ad-

here to standards set forth in nationally accepted gas, mechan-

ical, plumbing and electrical codes.

The most impressive summary of the current state-of-the-

art in mobile home design and construction was made by Dr.
3/

Arthur Bernhardt,- in his report for HUD, who stated:

"The mobile home from an engineering point of
view is a more sophisticated structure than the
conventional home. It is engineered to satisfy
the same loading conditions of. a conventional
home while selling at a fraction of the cost.
At the same time, it must meet the greater,
sharper and unpredictable dynamic conditions
caused by over-the-road movement.

"The claim that the mobile home is of interior
construction is not justified. The basis of
this claim is caused by a one-to-one comparison
of structural members in a conventional home and

3/ This five-volume, 5,000 page reported contracted for
by the Department of Housing and Urban Development is
considered to be the most comprehensive study of the
mobile home industry to date. The results of this
report have been condensed in Dr. Arthur Bernhardt's
book, "Building Tomorrow: The Mobile/Manufactured
Housing Industry," published March 15, 1978, MIT Press,
Cambridge, Massachusetts, and London, England.
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and a mobile home. Such a comparison, however,
is meaningless because of the difference in
structure design principles used. Mobile home
design principles are more efficient than those
used in the structural design of the conventional
home." [Unpublished study for the U.S. Depart-
ment of Housing and Urban Development.] "Ilanu-
facturing," pp. 86, 93.

The prosaic definition of "mobile home" set forth by

the United States Contress in the National mobile Home Con-

struction and Safety Standards Act of 1974, 42 USC §5401,

et seg. (Appendix B), understated the significance of that

statute which formally elevated mobile homes to the equiva-

lent of single-family dwellings manufactured to building

S.codes such as those of the Building Officials and Code

Administrators (BOCA), International Conference of Building

Officials (ICBO), and the minimum property standards, or

other local codes, Appendices C, D and E are indicative of

the specifications covered by the Federal standards and the

other codes. These comparisons between the Federal stan-

dards and other codes reveal how minor the differences are.

B. Fire Safety.

The fire safety record of mobile homes of all ages is equi-

valent to that of conventional site-built homes, while the safety

records of mobile homes built in accordance with the National

Mobile Home Construction and Safety Standards Act of 1974 are

superior to site-built homes. Moreover, the fire safety require-
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ments of the HUD Act exceed those for conventional homes and

have served to significantly reduce the deaths, injuries and

property losses from fires.

Based on 1978 data in the National.Fire Incident Report-

ing System ("NFIRS"), a recent analysis prepared for 11HI by

Howard Gates entitled "Comparison of Fire Risk in Mobile Homes

and Site-Built Houses" indicates that the inci-

dence of fires for all mobile homes was 534.045 per 100,000

mobile-homes, compared to 534.5 per 100,000 for all site-

built homes. Although the fire incidence rate for all mobile

homes is fractionally less than the fire incidence rate for

all site-built homes, the study reported that the fire inci-

dence rate for mobile homes dropped significantly to 379.9

per 100,000 for mobile homes built after implementation of

the HUD Act of 196. A detailed report for the State of

California also bear out this conclusion. (See Appendix E.)

C. Wind Stability.

Subpart D of the HUD Mobile Home Construction and

Safety Standards (Appendix A, §280.301) covers the minimum

requirements for materials, products, equipment and workmanship

needed to assure that the mobile home will provide structural

strength and rigidity, protection against hazard of windstorms,

resistance to the elements, and durability and economy of

maintenance.

This subpart provides requirements for mobile homes

located in two different wind zones: standard wind (zone I)
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requires that "the mobile home and each wind resisting part

and portion thereof shall be designed for horizontal wind

loads not less than 15 psf and a net wind upload of 9 psf";

and hurricane resistance (zone 2), which requires that:

"(i) when a mobile home is designated as 'hurricance resistive'

the home and each resisting part and portion thereof shall

be designed for horizontal wind loads of not less than 25

psf and a net wind uplift of not less than 15 psf." (§200.305

(c)(1) and (2) of the HIUD Standards.)

In addition, to the requirements of 24 CFR Part 280,

Section 280.305, Section 280.306 -- Wind Storm Protection --

requires that: "each mobile home shall have provisions for

support for aiehoring which, when properly designed or

installed, will resist overturn and lateral movement (sliding)

of the mobile home as imposed by the design loads." This

section also requires that the manufacturer provide printed

instructions for each mobile home, specifying the location

and required capacity of stabilizing devices.

D. Warranty Service and Consumer Protection.

Mobile home warranty service has improved significantly

since the early 1970s as a result of: (1) promulgation of the

National Mobile Home Construction and Safety Standards Act of

1974 (42 USC 55401);"(2) adoption of the Magnuson-Moss Warranty

Act (15 USC 52301) which provides disclosure requirements for

consumer warranties; and (3) the myriad of state legislation

relating to manufacturer, dealer licensing and bonding, instal-

lation and tie-down, and mobile home warranties.
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The problems and defects in mobile homes are no different

than problems and defects that occur in conventional homes.

Unlike conventional homes, however, almost all manufacturers

of mobile homes provide warranties, and mobile homes are sub-

ject to Federal regulation under the HUD Act.

Mobile home owners have remedies under the HUD Act which

require correction of major construction defects vitally affect-

ing the use of the home. The HUD correction requirements extend

throughout the lifetime of the mobile home; they are not limited

to the ten years provided for under the Hew H1ome Warrantyi

Builders Registration Act.

The HUD regulations have significantly increased mobile

home soundness, not only through the extensive requirements

of the construction and safety standards, but through IIUD's

elaborate inspection system set up to monitory quality

control. HUD's consumer complaint handling mechanism further-

more provides for notification and correction of defects in

mobile homes after they leave the factory. HUD has consis-

tently rejected every attempt to downgrade the HUD standard

and to allow manufacturers to produce mobile homes which are

not in accordance with the letter and intent of the HUD Act.

In response to a request by a recreational vehicle

manufacturers to clarify the difference between large recre-

ational vehicles and small mobile homes, HUD has solicited

by publication in the Federal Register (Docket #R80786,

4/21/80 at p. 26906) the comments of those who have an
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interest in this narrow area between large recreational

vehicles which can be used for permanent dwellings and small

mobile homes; The mobile home industry has recommended that

the HUD Code not be relaxed in any of its standards or

specifications as they apply to small mobile homes or'large

recreational vehicles. It is anticipated that HUD will

continue to insist that permanent dwellings will be subject

to the HUD standards and the careful solicitation of public

comment by HUD in the Federal Register bears out this

opinion.

E. Cost and Financing.

Current-Federal and state policies relating to financing

and taxation have changed significantly in the last several

years due to the impact of the HUD standards on the quality,

safety and durability of mobile homes.

1. Cost.

Because of production efficiency, mobile home costs have

remained affordable and available to low and moderate income

families. Prices have been tailored to those who can afford

to buy. In addition, mobile homes come fully equipped with

.furniture and major appliances. VMI estimates that approxi-

mately 250 man hours are required to build a mobile home on a

production line which rulks as long as required, and which is

impervious to the weather. The net result is that the average

sales price in 1973 of a mobile home was $7,770 at a cost of
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$8.84 per square foot, compared to an average sales price of

$35,500 for site-built homes at $17,60 per square foot. By

1980, the average cost per square foot for a mobile home had

increased to $17.80 while site-built homes had risen to $36.00

per square foot. For further analysis of these figures, see

Appendix G, IHI's June 1981 issue of"Quick Facts," a summary

of industry statistics.

The net result of the cost consciousness of the mobile

home industry was that, in 1980, while less than twenty-five

percent (25%) of site-built houses sold were priced under

fifty thousand dollars ($50,000) virtually all of the manu-

factured homes sold during that same period were sold under

that amount according to statistics published by the United

States Bureau of Census, Construction -Reports (Series C-25,

New One-Family Homes Sold and For Sale, February 1981), U.S.

Dept. of Commerce, 1981.

The Bureau of Census also reported in the Annual Ious-

ing Survey, 1979, Part A, that the median income-of mobile

home owner-occupied household heads was $11,700. Since 1977

the cost of site-built housing has risen at an alarming

pace. The picture is very clear, therefore, that mobile

homes manufactured in factories are the only affordable

housing for low and moderate income Americans.

2. Financing,

Symptomatic of the change in the United States Govern-

ment's attitude towards-mobile homes have been the actions

of Congress and agencies, such as HUD, the Federal Housing
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Administration, and the Veterans Administration, to facili-

tate their sale.

In order to make the mobile home industry a more readily

available source of low-cost housing, the Federal Government

initiated loan insurance and guarantee programs through the

Federal Housing Administration ("PHA") and the Veterans

Administration ("VA"). The objective of these programs was

to reduce the financing costs for mobile home purchasers,

primarily by lowering interest rates, lengthening contract

terms, and allevaiting costly credit insurance policies. In

the VA and FHA programs, the lender is-induced to make

mobile home loans at the lower specified interest rates, lower

downpayments and longer maturities, because Government agencies

underwrite the risk. These policies have reduced risks to the

lender and have served to narrow the gap between the typical

mobile home retail interest rate and the conventional home

mortgage rate. To further reduce interest rates for mobile

home loansT the Federal Government has also authorized savings

and loan associations to purchase mobile home mortgages, which

increases lender competition.

On August 20, 1981 the Federal 1lational Mortgage Asso-

ciation issued regulations to authorize the purchase

of mobile home loan mortgages with maturities up to

thirty years from all FNMA Sellers, a clear recognition of

the structural soundness and long life of the mobile home.

The liberalization of credit terms is a direct reflection of

the fact that mobile home are now percAived as permanent

housing W-hen affixed to real property. In recognition of
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the importance of mobile homes as affordable housing, the

Federal Government in October 1979 allowed a display of

mobile homes on United States' property on the Mall at

Washington, D.C., for examination by the. Congress, its staff

and the Federal agencies involved in the housing industry.

(Appendix K.)

The Housing and Community Development Amendments of

1980 to the National Housing Act were enacted by both Houses

of Congress at the end of December 1980. A survey of the

terms approved in that Act, for FHA-insured mortgage loans,

shows that mobile home buyers receive the benefit of credit

terms comparable to site-built housing, despite the difference

in costs, including-loans up to .$36,500 for 25 years with 5%

downpayments.

The Veterans Administration guarantee program supports

the mobile home industry with terms almost as liberal as

those of the FHA.

The distinction by the Federal Government financing

institutions between mobile homes and site-built housing of

comparable size is swiftly diminishing.

3. Appreciation.,

Although mobile homes built during earlier years were sub-

ject to significant depreciation, this situation has changed

dramatically since the 1974 Act. Several factors which impact

on the life of the mobile home have resulted in two phenomena:

(I) mobile homes built during the 1960s which did depreciate

during the early 1970s have recently increased in value -- in

many cases beyond their original selling prices; and (2) mobile
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homes built recently are not only maintaining but increasing

in value.

A recent report by-Foremost Insurance Company, the larg-

est insurer of mobile homes in the United States, sets forth

the results of a study begun in June 1978 and a more recent

study conducted in the first few months of 1979 to determine

what had happened and what currently is happening to mobile

home values. The samples for the research included approxi-

mately 500,000 homes for the established 6 of new home prices

and approximately 120,000 for used home values. The study

reached the following conclusions relating to appreciation of.

mobile homes:

(1) the increasing expense and shortage of site-built

housing is creating a demand for affordable housing which has

contributed to the appreciation of mobile home values;

(2) mobile home depreciation in the past has been pri-

marily a function of the minimal increase in the price of

homes which averaged approximately $1,500 during the entire

-period of 1960 through early 1971. The increase in average

value in new mobile homes shipped from 1972 through 1978 was

-approximately $10,000, or 143%. The increase in the value of

new mobile homes has resulted in the value of older homes

either remaining constant or moving upward.

(3) a 12' wide mobile home purchased in 1975 for $4,550

could be sold today for $6,050, or an overall increase in value

of 32.3%, or roughly 5.3% per year.
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(4) the dollar sales figures reflect a favorable appre-

ciation rate for multi-sectionals which with few exceptions

appear to appreciate from the initial sales date.

In the MIT study performed for HUD, Dr. Arthur Bernhardt

reported that:

extensive nationwide . . interviews
of traditional builders and developers, as well
as mobile home manufacturers and park operators,
suggest that the economic life of the mobile
home is considerably longer than is commonly
assumed and may be close to the life of a con-
ventional home . . . the depreciation rates tend
to vary--by mobile home model and year of produc-
tion. The characteristics cause the resale value
of mobile homes to resemble that of automobiles
in that prices are determined by age and Blue
Book estimates rathar than by appraisal of the
true value." (Building Tomorrow: The Mobile/
manufactured Housing Industry, supra, p. 310.)
(Emphqsis added.)

The so-called "Blue Book" values are not indicative of

the true value or actual resale value of mobile homes built

today. Mobile homes are no longer transportable from site to

site, as were travel trailers in earlier years and should no

longer be valued by the same method as automobiles. Mobile

homes, rather, are housing built to standard. equivalent to

those of conventional homes, and should be appraised as such

by conventional real estate appraisal methods used for site-

built homes. (See Appendices H, I, J.)

With th-1s background on manufactured housing in mind,

I would like to review with you the comments on the bills

before the Committee, Senate Bill 1348, and Senate Aill

1656.
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Senate Bill 1348

Senate Bill 1348 provides for certain Amendments to the

Mortgage Bond Tax Subsidy Act of 1980 as follows:

(1) Good Faith Compliance (Subparagraph B, Section 103A
(c)(2)).

The proposed changes would provide for recognition of

good faith compliance by an issue as set forth in Section-

103A(c)(2) provided such technical errors were corrected

within a reasonable time period.

We support this change as being within the spirit and

extent of the statute, and preventing inadvertent disqualifi-

cation because of technical errors made in good faith.

(2) Reliance on Covenant (Paragraph (2), Section

103A(c)).

This follows in natural consequence to the above sec-

_ tion, and protests a subsequent Holder of the security from

inadvertent disqualification during the period an issue may

require time to correct technical errors within the authority

outlined above, and we fully support this change.

(3) Ownership Interest (Paragraph 1, Section 103A(c)).

This section provides eligibility to proceeds of an

issue for mortgagors whose homes in the previous three-year

period may not have met certain minimum property standards,

or suffered a natural disaster, or did not have a present

ownership in such mortgagor. These sections recognize

certain cases in which the three-year limitation causes

undue hardship cases and we again fully support that recog-

nition.



508

(4) Purchase Price Requirements (Paragraph (2)(3),
Section 103A(f)).

This change in paragraphs (2) and (3) of'section 103A(f)

relating to purchase,price requirements for residences fin-

nanced with proceeds of an eligible mortgage bond issue

defines the "average area purchase price" qualification.

Paragraph (3) states the determination of average purchase

price need not include residences which are not typically

financed through a normal real estate mortgage loan (such as

with residences to be located on land occupied under a lease

having a term less than 15 years or a residence which is

normally financed as personal property).

Such language recognizes that many mobile home loans

are considered loans on personal property. Because over

eighty percent of all homes costing $35,000 or under are

mobile homes to the extent they are included in the overall

"average" area purchase price calculation" they would there-

fore decrease the price calculation. We do support this

change to accommodate this type of calculation, but we feel

that it should be made clear that, in any event, all mobile

home loans for real property loans or personal property

loans should be eligible for funding from the proceeds of

such issues. We would recommend therefore that such eligi-

bility be made clear by inserting the following language:

"although, in any e'ient, residences financed by personal

property loans are Wligible for financing under this section".
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(5) Effective Mortgage Rate and Yield Computations
Section 103A)(2) and (IV) Section 103A(aY(2)(B)).

We support the changes contained in this-section to

increase the'effective rate of interest for mortgages under

this issue over the yield, and the effective interest of

yield as vitally necessary to attract investors into the

marketplace to purchase such issues. In the light of histor-

ic rise in interest rates and unprecedented computation for

-- -ite and yield, we view-these changes-are necessary features

for the competition by such mortgage bonds in the marketplace.

(6) Assumptions (3103A(J)).

We also support the changes specified in the sections

relating to conditions for assumptions as to owner-occupied

homes, and those insured by the Federal Housing Administration

...or-guaranteed-by the Veterans Administration.

Section 1656.

As to Senate Bill Section 1656, we reaffirm our support

of the good faith compliance section set forth in this Bill,

as included in our discussion of Section 1348.

.- As to-the section for increase in accounting mortgage

interest rates, we find that the computation for such long-

term money is so severe at the present time in the long-term

money markets, that greater flexibility than one and one-

quarter percent contained in this Bill will be needed.

Of particular interest to us in Senate Bill 1656 is the

section authorizing Industrial Development Bonds for certain

residential rented property. We feel that rental mobile

homes fit the financial requirements for low-cost rental

housing units contemplated by this section and deserve close

attention by the-Committee. ..
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